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T h e  political c lim ate in  H ungary  as I  was 
w ork ing  on th is vo lum e in  th e  fall of 
2006 and sp ring  of 2007 w as tense and 
som etim es po ten tia lly  explosive. W h a t 
k ind  of system  do w e live under? You call 
th is capitalism ? Is th is w hat dem ocracy is 
like? Q uestions like these w ere being 
bandied about in  h ea ted  harangues on th e  
streets, w hile  I faced just th e  sam e ques­
tions, s itting  at m y  com puter reread ing  
these studies, w ritten  betw een 1990 and 
2007.
I have to confess im m ediate ly , in  these 
in troductory  lines, th a t I was assailed by 
doubts on som e occasions. W hat is the  
point, w ith  th e  passions, provocations and 
u n m an n erly  teno r p revailing  outside, of 
a ttem p ting , as far as possible, a cool and 
sensible com parison of socialism  and 
capitalism , or d ictatorship  and dem ocracy, 
or in te rp re ta tion  of the  change of system? 
Is th e re  still sense in adop ting  a dispas­
sionate, professional style? Is th e re  still 
sense in  theory , w hen  a tten d in g  to  it 
seem s less im p o rtan t to  people th a n  th e  
least o f th e  problem s th ey  face in prac­
tice?
T hese inner doubts w ere overcom e, and 
eventually , th e  obstinacy and self-disci­
p line of a researcher reasserted them selves 
tim e and again. T h e  g rea ter the  blind 
passions and pow er struggles becam e, the  
m ore im portan t it seem ed to have som e 
w ho woidd keep th e ir  distance from  the 
political arena and a ttem p t to  reach a 
deeper understand ing  and exp lanation  of 
th e  world around  us, on a p lane of sehol 
arly  theory.
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P r e f a c e

T h e  political clim ate in H ungary  as I was w orking on this volum e 
in the  fall of 2006 and spring of 2007 was tense and som etim es po ten ­
tially  explosive. W h a t kind of system do we live under? You call this 
capitalism ? Is th is w ha t dem ocracy is like? Questions like these were 
being bandied about in heated  harangues on th e  streets, w hile I faced 
just the  sam e questions, s itting  at m y  com puter re read ing  these stud ­
ies, w ritten  betw een 1990 and 2007.

I have to confess im m ediately, in these introductory lines, th a t I was 
assailed by doubts on some occasions. W hat is the  point, w ith  the  pas­
sions, provocations, and unm annerly  tenor prevailing outside, of attem p­
ting, as far as possible, a cool and sensible com parison of socialism and 
capitalism , or d ictatorship and democracy, or in terp re ta tion  of the 
change of system? Is th ere  still sense in adopting a dispassionate, p ro ­
fessional style? Is there  still sense in theory, w hen attend ing  to it seems 
less im portan t to people th an  the  least of the problem s th ey  face in 
practice?

T hese inner doubts w ere overcome, and eventually , the  obstinacy 
and self-discipline of a researcher reasserted them selves tim e and again. 
T he greater th e  b lind passions and power struggles becam e, th e  m ore 
im portan t it seem ed to have some who w ould keep th e ir distance 
from  th e  political arena and a ttem pt to reach a deeper understand ing  
and explanation of the world around us, on a plane of scholarly theory. 
After all, th is is a passion as well, albeit d ifferen t in  na tu re  from  the 
one p rom pting  th e  political antagonists. Som etim es I too found it gro­
tesque, as I glanced from  m y work to a silenced television screen, where 
blazing overturned trash  cans could be seen on the  fine avenue of Buda­
pest’s Andrássy ú t last M arch 15, for instance, w hile I was engaged
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P Η E F A C E

in track ing  down infelicities in an  academ ic study. But finally  I th in k  
th a t th is book too m ay contribute to consolidating the  situation  in  this 
country. Luckily, some people in the political and the intellectual spheres 
appreciate clarification, cool analysis, and in tellectually  backed argu­
m ent, and they  are the  ones for w hom  I designed this book.

Collected here are eight previously published studies— the earliest 
from  1990 and th e  latest from  the  spring of 2007. T hese w ere not m y 
entire ou tput in those 17 years. So let m e begin by explaining the crite­
ria for selecting th em  for this volume.

T h e  yardstick was not to select w ritings w ith  th e  m ost bearing  on 
present-day H ungary. If  th a t had been th e  criterion, th e  book would 
h a v e  h a d  to  h a v e  in c lu d e d  a n  a r tic le  o r  tw o  o n  h e a l th - c a r e  r e fo rm  o r 
p ro b le m s  o f  m a c ro  s ta b iliz a tio n .

T h e pieces in th is volum e are connected by various common main  
themes. T he most im portant one is the  com m unity of the  m ain  subject- 
m atter, well expressed in th e  title  of the  H ungarian  edition: socialism, 
capitalism , dem ocracy, change of system. These four expressions cover 
four phenom ena of great and com prehensive im portance. Each piece 
in the  book deals w ith  these and the  connections betw een  them .

T h e studies have no t been arranged in the  chronological order of 
publication. T h e  arch determ in ing  the  order was created by history. 
T h e  starting  po in t is th e  “classical” socialist system  before th e  reform s 
(Study 1). T h a t is followed by discussion of reform s th a t rem ained 
w ith in  th e  fram es of th e  socialist system  (Studies 2—5). T h en  comes 
consideration of th e  change of system (Studies 4-7).

One of th e  Leitmotifo  of th e  volum e is th e  “capitalism /socialism ” 
pair of opposites. C apitalism  obviously has a history of several hundred  
years, w hile th e  reg im e labelled here, the  socialist system, applied 
only for a few decades. But it m ust be said th a t th is pair of opposites 
was cen tral to the  history of the  tw en tie th  century. F irst and  forem ost 
this antagonism  p u t its stam p on political th ink ing , on th e  foreign po­
licy and m ilitary preparedness of every country, and on some appallingly 
destructive arm ed conflicts. All these had  great secondary influence 
on each country’s economic developm ent and the  standard  of living 
and disposition of its inhabitants. T he m em ory of th e  tensions, w hich 
seem ed so gigantic and th rea tened  to lead to conflict th a t we feared 
would th rea ten  h u m an ity ’s very survival, m ay fade after a decade or 
two. T h en  it w ill be up  to h istorians to decide w he ther we, who w it­
nessed and suffered in  th a t period, were exaggerating  th e  significance
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P R E F A C E

of those opposites. But we lived in the tw entieth, not the twenty-second 
century, and to us it was a problem  of im m easurable im portance.

Several people w arned m e after the H ungarian  edition appeared 
th a t the  title  of the  book bore too strong a resem blance to th a t of 
Schum peter’s classic Capitalism, Socialism and Democracy (1942). T he 
studies included here certainly refer back in several places to Schum ­
peter’s work, w hich had a great influence on m y thinking. But this vol­
um e cannot be seen as a sum m ary of m y reactions to th e  Schum peter 
work and so it seems expedient to choose another title  for the  English 
edition. T he one chosen expresses th a t m y m ain  subject is th e  change 
of system, th e  road from  socialism to capitalism .1

None of th e  studies is confined to one country— not to H ungary  
or to any other. Each tries to em brace the  problem s com m on to greater 
un its th an  that. However, the  greater u n it com prehended is no t the 
same in each study. One m ay deal w ith the capitalist or socialist system 
in general, ano ther w ith  all the  post-socialist countries, and a th ird  
w ith  th e  C entral East European region. But all ex tend th e  analysis 
beyond th e  borders of one country.

T his book contains studies of a theoretical nature. No consensus has 
been reached am ong philosophers of science and exponents of various 
disciplines about w hat is m ean t by theory. R em ain ing  w ith in  m y own 
field, m any econom ists confine the  honorable te rm  “th eo ry ” to  work 
th a t applies a m athem atical apparatus. Those who apply this criterion 
and find not a single equation in this book will obviously deny it the 
ran k  of a theoretical work. For m y part, I agree w ith  those w ho do 
not regard  th e  m ethodology applied in research and reflected in  the 
w ritten  study as the  decisive criterion for determ in ing  w h eth er or not 
to grade it as “theory .” I w ould not like to en ter here into any high- 
flow n argum ents in th e  field of philosophy of science, just to m ake 
m y view  know n as com prehensibly as possible. T heoretical w ork can 
be recognized by th e  h igh  degree of generalization  to w hich it aspires. 
I t is capable of abstracting from  m any individual features, details, and 
shades of an  object exam ined, and focusing on the  attribu tes of the 
object w hich are m ost im portan t and m ost general in th e  context of 1

1 T h e  sam e title  was bom  by an  earlier study of m ine, published in 1998 (Kornai 1998). 
T h a t study has no t been included in th is volum e because the  ideas in it appear in a fuller 
and m ore detailed form  in o ther studies th a t are republished here. I am  gra tefu l to Lord 
Skidelsky for allow ing m e to reuse the  title.
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P R E F A C E

the  question u n d er exam ination. D efin ing  th e  word theo ry  in this 
way, I have gathered  in th is book the  studies of m ine th a t sought to 
contribute to the  theory  of the  great systems, th e  political and adm i­
n istrative form , and th e  change of system.

A lthough I try  to answ er the  questions I have put, I find  th e  ques­
tions them selves m ore im portan t th an  th e  answers. T h e  answers are 
questionable. T he least I would like to achieve is to arouse curiosity in 
readers about th e  puzzles th a t concern me. W h a t is socialism? W hat 
is capitalism ? W h a t is democracy? H ow  can it be determ ined  w hether 
certain  institu tions functioning in a particu lar country  at a particu lar 
tim e show close resem blance to those in o ther countries? W hat do the 
supporters and opponents of a system say about it— and how does rheto­
ric and ideology re la te to reality? W h at operative characteristics of a 
country can be considered system-specific and w hat can be found 
u nder any system? I could continue to give exam ples, b u t those m ay 
suffice to show th e  k ind  of question th a t concerns m e here  and I hope 
m ay in terest readers as well.

So far I have tried  to describe from  the  content side (them e, object 
of exam ination, “puzzle” to be solved) w hat th e  eigh t studies have in 
com m on, bu t I have also im pinged  at several points on th e  o ther com ­
m on feature, th e  approach (m ethodology) characteristic of th em  all. 
Only one of th e  studies is concerned w ith  the  actual m ethodology, the  
approach to the  problem s, and the  basis in th e  philosophy of science. 
T his has been placed at the  end of th e  book for good reason. I do not 
w ant to begin by explaining to readers w hat approach I m ean  to take. 
L et th em  first see for them selves how the  au thor works w ith  his own 
tools. L et th em  discover th a t th is stock of tools is usable. And w hen 
they  have been convinced by seeing th em  a t work, so to  speak, I th en  
offer an insigh t into the  kind of m ethodology em ployed in th e  p re­
vious seven studies. I did th ings in the  sam e order w hen  I  was teach­
ing com parative economics at university  or delivering a lecture series 
on the  post-socialist transform ation. I found it served its purpose well. 
If  I had  begun w ith  th e  m ethodological basis, th ere  w ould have been 
stronger opposition to such an unusual approach. At th e  end of the  
course, students already had  in th e ir heads w hat th ey  had  heard  in 
previous lectures, and the  concluding line of argum en t about m etho ­
dology and philosophy of science had explanatory force. I would like to 
th in k  th a t S tudy 8 in this book can give sim ilar aid to those w ith  the 
patience to read th e  previous seven.
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PREFACE

L et m e m ention briefly a few features of the approach taken in this 
book. One is a “system outlook,” or as Study 8 calls it, the  “system para­
digm .” T here are no micro analyses or partial exam inations to be found 
in the volume. W hen I was working on these studies, I always sought 
to understand the  whole, not parts torn out of it. W h at concerned me 
was how the parts m ade up the whole, how they  were assembled into 
a system. A second feature runn ing  through the volum e is a strict dis­
tinction betw een the  positive and the  norm ative approaches. A th ird  is 
the broad application of comparison as a m eans of analysis.

These are no t m ethodological innovations of m ine. Luckily, I am  
not alone in th e  scientific world in tak ing  this approach. But I have 
to add th a t such use of th em  is not triv ial or self-explanatory. I w ould 
like m y readers to contrast for them selves the m ethodology and ou t­
look applied in  th is  book w ith  w hat they  find in  o ther works, and 
th in k  over th e  question of how they  differ and how  th ey  resem ble 
each o ther in  studying th e  great systems and great transform ations.

H ere let m e m ention  ano ther com m on feature of th e  studies in 
th is book: th ey  each ex tend beyond the  bounds of m y own field of 
economics; th ey  each show an interdisciplinary outlook. T h e  A ppendix 
to S tudy 8 contains the  findings of a survey th a t show how  rare this 
outlook is: econom ists scarcely ever cite the  works of political scien­
tists, sociologists, historians, or social psychologists, and the  sam e app­
lies to exponents of th e  o ther social sciences. T h e  study included 
en tire  years of th e  journals covered, regardless of th e  specific subjects 
of the  articles. I w ould like now to describe m y experiences w ith  the 
m ain  subjects covered in  this volum e. W hile I was w orking on Studies 
6 and 7, to do w ith  th e  change of system, I took up  num erous works 
w ritten  by historians or political scientists. I found it astonishing th a t 
these never m entioned  works of economists th a t w ere re levan t to an 
understand ing  of th e  change of system: re levant in th a t th e ir  in te l­
lectual influence helped to erode or destroy the  old order, or because 
th ey  m ade a contribution to analysis of the  change of system  itself. 
T he fact th a t th e  w ork had  been w ritten  by an econom ist seem ed suf­
ficient reason for a political scientist or a historian to ignore it. I would 
be deligh ted  if th is little  volum e, whose au thor sees h im self not just 
as an economist, b u t as an exponent of “social science” in a synthetic 
sense, could for once break out of th e  tig h t ghetto  of its discipline.

A lthough th e  eigh t studies have m uch in com m on, th is rem ains 
after all a collection of studies, not a m onograph. I t w ould be good to
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P R E F A C E

present readers w ith  a m onograph whose conten t corresponded w ith  
the  vast field delineated  by the  H ungarian  and E nglish  titles of this 
book. I did no t undertake to w rite such a com prehensive account. And 
th a t being the  case, I ask readers not to expect it, least of all th e  com­
pleteness th a t they  could dem and justifiably of a m onograph. Socialism, 
capitalism , democracy, change of system — these em brace a m ultitude 
of extrem ely w eighty and complex questions, of w hich only a fragm ent 
can be discussed in  th is little  volume.

W ith o u t m aking  a virtue of the  lim itations of a collection of s tu ­
dies, I have to say th a t the  genre does have an advantage as well. Its 
pages can be tu rned  by readers who m ay not wish to im bibe the  whole 
volume. Some m ay only be interested in the  one study or another. I t is 
often the case th a t researchers taking up the  com m unications of others 
are not in terested  in  th e  en tire ty  of th e  au th o r’s ideas, only in  m ate ­
rial or the literary background connected w ith  their own subject. In  th a t 
case, it is a re lie f no t to have to wade th rough  a long book, to be able 
to seek the  inform ation  in  w ritings of study length . M uch the  sam e 
applies to professors setting  or recom m ending lite ra tu re  for th e ir stu ­
dents. I t is easier to accom m odate a paper or a chapter of a volum e in 
a syllabus th an  a m onograph. I began to pay heed to these considera­
tions in ed iting  th is volum e, by m aking sure th a t each study stood on 
its own feet and was com prehensible w hen  read separately  from  the 
rest of th e  book. I t  is m ore of an extra to find some cross-references 
w ith in  th e  book, po in ting  to th e  connections betw een th e  studies.

T horough  study of the  volum e will come m ore easily to  those who 
have read m y book The Socialist System  (1992b). In  fact I have inclu­
ded two extracts from  it as the first study here, while the others follow 
directly from  th a t com prehensive work, in content and in m ethodo­
logy. H ow ever, fam iliarity  w ith  the  1992 book is by no m eans a con­
dition for understand ing  the  studies in this volum e.

I w ould like to po in t out th a t the  tex t of each study appears as it 
was orig inally  published, unchanged apart from  som e sm all inaccura­
cies and stylistic infelicities. I was pleased to find as I edited  th e  s tu ­
dies th a t there was no need to change the content. I can still stand by 
every line of th em  today.

However, th e re  are one or two specific issues on w hich m y views 
changed. W here th a t had happened, I felt obligated to  re tu rn  to the 
problem  in a la te r publication and state openly how  m y views in the  
previous piece had  altered. Readers of this volum e w ill find  such a
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partia l change in  m y position exem plified in  S tudy 4, w ritten  in 2004, 
w here I p resen t some questions of stabilization and creation of eq u i­
lib rium  differen tly  from  th e  way I p u t th em  in m y book The Road  
to a Free E conom y  (1990). I see no problem  in people a ltering  th e ir 
position, hav ing  learned  from  subsequent inform ation, experience, or 
lite ratu re . T h ere  is no v irtue in in tellectual obstinacy or strict insis­
tence on one’s opinion. But let the  author have the intellectual honesty 
to in form  readers of the  change. I for one am  averse to th e  far-from - 
rare practice of im perceptibly abandoning the  in itial principles of one’s 
th ink ing  so th a t readers w ill fail to notice.

Anybody can check th a t The Socialist System, w hich I w rote at the 
end of the  1980s, and the  studies in th is volum e, of w hich the  latest 
appeared in  a journal in  the  spring of 2007, reflect th e  sam e world 
view, th e  sam e set of values, the  sam e in tellectual approach, and the  
sam e m ethodology. I w ould be satisfied if readers fe lt th ey  could find 
th e ir bearings in m y views and m y m ethods of research and analysis.

In  some cases I have m ade additions to the  earlier w ritings. I did 
not w ant to sm uggle these into the  original texts, and so subsequent 
insertions, technical in nature (e.g. cross-references w ith in  th e  volum e) 
or substantive, have been placed in  square brackets to d istinguish 
them . I

I would like to express thanks to all those who have helped m e. As 
w ith  m y earlier books, th e  first to th an k  is m y wife Zsuzsa D ániel. 
She was th e  first a tten tive, critical, and encouraging reader of the 
m anuscript, and I owe it m ain ly  to her th a t I could work u n d er calm  
conditions.

Katalin N. Szabó has been m y closest associate for m any  years. She 
understands no t just from  h a lf a sentence, bu t alm ost before I have 
spoken just how  she can be of assistance to me.

I have had  th e  lucky privilege for m any  years of having  young 
research assistants to help  m e in gathering  inform ation, u n ea rth in g  
and assessing lite ra tu re , and editing  studies. M y colleague in  this 
respect w hen m y book The Socialist System  appeared (including  the 
p art th a t form s Study 1 of th is volum e) was M ária Kovács. She was 
succeeded chronologically by Agnes Benedict, János Varga, Zdenek 
Kudrna, Noém i Péter, and Eszter Nagy. I would not like to specify here 
w hat appreciation is due to each beyond saying th a t all of th em  assis-

XV



P R E F A C E

ted m e conscientiously and gave m e m uch valuable advice. I could 
always rely on th em  to be available for w hatever the  research required.

M any professional and personal links connect m e to C entral E uro ­
pean U niversity, an im portan t bastion of independen t spirit, openness 
and up-to-date scholarship. I am  glad th a t it was C entral European 
Press, th e  publish ing  house of this institu tion, th a t undertook  th e  p u b ­
lication of m y volum e.

B rian M cLean has been translating  m y works for some 25 years 
now. I t  is thanks to h im  th a t m y w ritings can be read in  English as 
if they  w ere th e  w ork of an eloquent native speaker ra th e r th an  tran s­
lations. I t  was he  who translated  m ost of th e  studies in  th is book, and 
he did th e  thankless work of language ed iting  for th e  rem ain ing  ones, 
a task th a t he perform ed w ith  exceptional a tten tion  to detail.

I am  gratefu l to A nna Patkós, who undertook  th e  ed iting  of the 
eigh t studies for consistence and coherence at the  tim e of th e  p repa­
ra tion  of th e  H u n g arian  version, for again keeping in han d  th e  d iffi­
cult work of ed iting  the  E nglish language version, w hich she did 
attentively and conscientiously. I would also like to th an k  all those who 
took part in th e  preparation  of th e  book for th e ir com m itted  work, in 
particular, T hom as Cooper, K atalin Csépi, N oém i Kovács, László Tóth, 
and László Szimonisz.

I express m y gra titude to C entral E uropean U niversity  Press for 
publish ing  m y book, and to István Bart, L inda Kunos and th e ir  col­
leagues for th e ir editorial support.

T h e  in tellectual environm ent in w hich these w ritings w ere p re ­
pared was inspiring; I  owe thanks to Collegium  Budapest, th e  D ep art­
m en t of Econom ics at H arvard  U niversity  (C am bridge, U.S.A.), and 
the  H elsinki-based W ID E R  in ternational research in stitu te  for th e  
help  th ey  have given in  th e  com pletion of m y work.

Budapest, October 2007

János K o rna i
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T h e  C o h e r e n c e  of  t h e  Cla s s i c a l  
Sys tem*

1

I n t r o d u c t i o n

]VIy book titled  The Socialist System  d istinguishes th ree  prototypes of 
the  system:

1. the  revolutionary-transitional system (the transition from  capita­
lism  to socialism);

2. the  classical system  (or classical socialism);
3. th e  reform  system  (or reform  socialism).

These are th ree  prototypes or models. At no tim e in  the  h istory  of 
any specific country  has its system corresponded exactly to any of 
these th ree  prototypes. Even so, these models are no t descriptions of 
ideal, U topian socialism. T hey  set out to provide abstract generaliza­
tions of historical realizations of socialism.

Even though  it m ay be quite easy to date the  duration of a p a rti­
cular prototype in  a particular country to a specific period in history, 
no one could argue th a t the system rem ained unaltered  th roughout 
th a t period. T h e  m ain  attributes of the  classical system  w ere apparen t 
in the  social-political-economic system of the  Soviet U nion from  the

*[Study 1 of th is  vo lum e consists of parts of C hapte r 15 of m y book T he Socialist System  
(1992b). How ever, som e explanation is necessary for readers to follow S tudy 1 w ithou t having 
read th e  book, and so I have inserted  som e paragraphs from  C hapte r 2 o f th e  book on pages 
19 21.

C hapte r 15 of The Socialist System  m akes several references to o th e r  chap ters of th e  book. 
T hese  strands have been cut by ex trac ting  th e  chap ter from  th e  con tex t of th e  book. Such 
cross-references in th e  orig inal chap ter have e ith er been deleted  or replaced by short 
explanatory  texts.]
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tim e w hen S talin consolidated his power u n til his death  (for the  sake 
of argum ent, the  tw enty-five years from  1928 to 1953), b u t th e  sys­
tem  was d ifferent at th e  beginning, w hen these characteristics were 
developing and solidifying, and som ew hat d ifferent again at th e  end.

T h e  prototype sets out to reflect an in tertem pora l average. 
C om piling the  conceptual edifice of the  prototypes serves th e  purpose 
of cap tu ring  several decades of history and th e  conditions prevailing  
in  th e  ind ividual countries in  a condensed form. N eith er in sub­
sequent explanations of the  events nor in  actual prediction of the  
fu tu re can a com prehension of th e  prototypes be a substitu te  for con­
crete h istorical exam ination. Nevertheless, these m odels m ay prove to 
be useful conceptual tools in both  descriptive and predictive research.

T h is study provides a sum m ary  of the  m ain  features of classical 
socialism. I t sets out to identify  the  m ain  connections am ong th e  con­
stitu en t elem ents and the  regularities in  th e  partia l processes of the 
classical system.

T h e  w ord theory  is variously defined by th e  various schools of p h i­
losophy of science and practicing scientists. I subscribe to the  view 
th a t an edifice of ideas can be deem ed a theory  if it  illum inates and 
explains the  m ain  relationships w ith in  an  existing, observable, and 
constant group of phenom ena. In  th a t sense this study’s task  is to o u t­
line a few general statem ents w ith in  th e  subject-area of a positive 
theory  of th e  classical socialist system.

To th a t defin ition  of the  task I m ust add rig h t aw ay th a t th e  expo­
sition is not in tended  to yield a universal, com prehensive theory  
explaining sim ultaneously  all the  aspects of the  classical system  th a t 
call for illum ination . I t is quite com patible w ith  other, com plem en­
tary  theoretical approaches th a t can play a likewise im p o rtan t p art in 
explain ing  o ther aspects of this com plex group of phenom ena.

T h e  M a i n  L i n e  of  C a u s a l i t y

E v e n  though  th ere  are m u tua l influences in several directions b e t­
w een th e  various phenom ena, th ere  is a clearly perceptib le m ain  line 
of causal connections. T he m ain  line of causality is represented in 
d iagram  form  in Figure 1.1. T he figure purposely ignores th e  reac­
tions, th a t  is, th e  reverse effects of all k inds th a t exist in real life, 
since it sets ou t expressly to h ig h lig h t th e  m ain  direction.
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T h e key to explain ing  the  classical socialist system  is an  u n d er­
standing of th e  political structure. T he starting  po in t is th e  und iv id ­
ed political pow er of th e  ru ling  party, th e  in te rpenetra tion  of the 
party  and th e  state, and the  suppression of all forces th a t depart from  
or oppose the  p a rty ’s policy. So the classical system, if one looks at its 
essential m arks, is a one-party  system (even if one or tw o socialist 
countries have o ther parties th a t exist nom inally  and  play a form al 
part in a coalition).

F ig u re  1.1 T h e  m ain  line of causality

Note: The figure shows the main line of causality from left to right. The arrows 
point out how each group of phenomena is influenced not only by the previous 
group of phenomena (i.e., merely the group one layer deeper), but by all the deeper 
factors directly or indirectly. For instance, one of the groups of phenomena in the 
last block— the development and reproduction of chronic shortage— is not simply 
explained by such phenomena as the soft budget constraint or the weak respons­
iveness to prices; among the explanatory factors that act directly is the preponderance 
of state ownership and bureaucratic coordination.

The three points at the bottom of the blocks on the right hand side are intended 
to denote that the blocks contain only examples, not a full list. Only the most im ­
portant phenomena have been highlighted, although there are numerous other ones, 
which could be placed in the same block.

3



S T U D Y  1

N ot all one-party  systems lead to th e  form ation of a classical social­
ist system. For th a t to happen it is essential for th e  party  exercising 
pow er to be im bued  w ith  the  official ideology of th e  socialist system. 
C om m on parlance perm its the  te rm  “M arxist-L enin ist party ,” bu t the  
official ideology overlaps only in part w ith  th e  ideas of M arx and 
Lenin. M uch (bu t not all) has been taken over from  them , and all 
kinds of additions have been m ade to th e ir  ideas.

T he prim e factor th a t brings th e  o ther system -specific phenom ena 
about is the  undiv ided  pow er of th e  C om m unist party  prepossessed by 
its specific ideology. T he p arty ’s organizational existence and its ideo­
logy can only be d istinguished on th e  p lane of theore tical analysis: 
they  form  an entity , like body and soul. So on th e  left-hand  side of 
Figure 1.1 th ey  form  Block 1, th e  first link  in  the  causal chain.

U nder th e  classical system  there  is e ith er a preponderance of state 
ow nership (including quasi-state, cooperative ow nership) or a s itua­
tion in  w hich at least th e  key positions, the  com m anding  heights of 
the economy, are u n d er state ownership. On th e  figure, th is phenom e­
non is trea ted  as th e  second factor in the  causal chain  (Block 2).

Placing the  role of property in  second place is an arguable position. 
Some people ra te  it on a par w ith the  political structure, and there is 
a view th a t the  preponderance of state ownership is the  chief criterion 
of a socialist economy.1 T he question is not w holly speculative, for it 
can be analyzed in  the ligh t of historical experience. If  the  Com m unist 
party gains undivided power in an economically backward country like 
China or Vietnam , it sooner or later begins a policy of nationalization 
and pursues it stubbornly. How fast the  pursuit is and how often the 
process comes to a ha lt and starts again depend on the  socioeconomic 
circumstances, the difficulties of organization, and the  patience or 
im patience of the  party. T here are countries w here even the  barber 
shops and the  village general stores are nationalized quite quickly, 
w hile elsewhere the  system coexists for a w hile w ith  the  bourgeoisie. 
But all patience and coexistence of this kind is considered tem porary 
by those in  power, who can hardly w ait for the  nationalization to 1

1 T h ere  is a freq u en t tendency  in th e  debates in  th is area  to confuse a positive (descrip­
tive, exp lanatory) approach w ith  a norm ative  one. [For m ore details on th is  see S tudy 6 of 
th is vo lum e on page 124. T h e  question of w hich  factors p lay  a ro le th a t  is p rim ary , secon­
dary, te rtia ry , and so on in p roducing socialist countries’ m ain  characteristics already belongs 
to th e  province o f positive, causal analysis, ra th e r  th an  norm ative .
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advance. Once banking, industry, and transportation have been nationa­
lized, the  authorities sooner or later set about elim inating  private 
ownership in  agriculture. T he party  openly proclaimed the  objective of 
nationalization even before it came to power. Once in power, it is doing 
no m ore th an  pu tting  its political program  into practice.

I t is no t th e  property  form — state ow nership— th a t erects th e  p o lit­
ical structure of classical socialism over itself. Q uite th e  reverse: the  
given political structure brings about th e  property  form  it deem s 
desirable. A lthough in th is case the  ideology plays a m arked  role in 
form ing society, it is not the  sole explanation for the  direction of 
influence. T h e  indivisib ility  of power and th e  concom itant to ta lita ria ­
nism  are incom patib le w ith  the  autonom y th a t private ow nership 
entails. T his k ind  of ru le  dem ands heavy cu rta ilm en t of ind ividual 
sovereignty. T h e  fu rth e r elim ination of private ow nership is taken, 
the  m ore consistently can full subjection be imposed.

T he th ree  groups of phenom ena discussed so far— th e  political 
structure and ideology typical of the classical socialist system, and the 
property  form — com bine to account for the  next cell on Figure 1.1, 
Block 3, the  system -specific constellation of coordination m echanism s. 
H ere bureaucratic  coordination takes the  m ain  part, and all o ther 
m echanism s play supporting  roles at m ost or w ither away. T his is one 
of th e  corner-stones of our line of argum ent. T he features of the  sys­
tem  cannot be derived from  the fact th a t it is no t a m arke t economy, 
or still less from  th e  fact th a t the  prices are irrational, and so on. Once 
the  political structure, official ideology, and dom inan t role of state 
ownership are provided, they  produce the  preponderance of the  m echa­
nism  of bureaucratic control.

T h e  actual form s of bureaucratic coordination vary  from  country 
to country and period to period. F u lfillm en t of one p lan  instruction  is 
rew arded here and ano ther there. H ere m inistries are m erged and 
there  they  are split up. M eanw hile, officials in  th e  apparatus and pro­
fessional econom ists have lively debates on the  advantages and d raw ­
backs of one form  or another. But certain  essential factors rem ain  
unchanged: e lim ination  of free enterprise and autonom ous actors on 
the  m arket, and of th e  com petition am ong them ; centralization of 
decision m aking  and inform ation; h ierarchical dependence and the 
dom inance of vertical relations over horizontal ones.

T h a t brings us to the  next cell, Block 4 of th e  figure. To it belong 
the  in terest and m otivation of the  actors in th e  classical system, th e ir
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consequent behavior, and the  m ain  features of th e  relations am ong 
th em .2 Some phenom ena th a t m ay be placed here are listed in label 
form, w ithout aim ing at a complete list: plan bargaining, the  quantity  
drive, th e  paternalistic behavior of superiors, th e  soft budget con­
straint, th e  weak responsiveness to prices, and so on. W hichever one is 
taken, it can be explained separately in  term s of underly ing  factors, 
the  na tu re  of power, the  official ideology, and the  preponderance of 
state ow nership and bureaucratic coordination.

T he next cell, Block 5, contains a list of a few typical lasting economic 
phenom ena. T he figure includes only the most important: forced growth, 
labor shortage and unem ploym ent on the job, the chronic shortage eco­
nomy, and the system-specific role of foreign trade. T he m ain features 
of these phenom ena can be traced back to the explanatory factors quali­
fied as deeper by the earlier logic. I t is not because there is shortage tha t 
a huge and alm ighty bureaucracy develops; it is not because the aim  is 
to force growth tha t the plans are m ade taut; it is not because im port 
hunger appears th a t there is an im port-perm it system; and so on. 
Although reactions of this kind exist (and they are dealt w ith in detail 
in the next section), the m ain direction of causality is the contrary: the 
phenom ena cited develop because a specific political structure and ideo­
logy have gained sway, as a result of which specific property forms have 
developed, which has led to the preponderance of bureaucratic coordina­
tion and the typical behavior patterns of the participants.

T his line of a rgum ent contains elem ents th a t a researcher raised 
on M arxist political economy and philosophy can accept w ithou t m uch 
difficulty, w hile o ther elem ents in  it d iffer radically  from  th e  ideas 
en trenched  in th e  researcher’s m ind. H e or she w ill be fam iliar w ith  
the  approach reflected in th e  a ttem p t to classify phenom ena as “dee­
p e r” or “m ore superficial” and the  desire to find th e  m ain  directions 
of influence w ith in  th e  web of m utual effects.3 * 5 I t w ill be fam iliar and

2 Some w riters have described th e  approach th a t  1 custom arily  tak e  in m y w orks as “beha-
viorist.” H ow ever, th is is no t an accurate description. T h o u g h  m uch can be exp lained  by th e  
p artic ipan ts’ behavior, th e  behav ior itself needs causal analysis. T h is is reflec ted  in th e  stru c­
tu re  of Figure 1.1: th e  behavioral features can be found in th e  “ m iddle  zone” o f th e  causal 
chain, m idw ay  betw een th e  u nderly ing  exp lanatory  factors and th e  d irectly  perceptib le  eco­
nom ic phenom ena.

5 T h is  is one o f th e  ways in w hich  th e  M arxist researcher differs from  th e  analytical 
econom ist liv ing  in a w orld of neoclassical models, w ho draw s conclusions in his or her m odel 
from  assum ptions placed side by side, a lthough  th e re  m ay  be “d eep e r” and “m ore sup e r­
ficial” prem ises am ong th e  assum ptions.
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acceptable to a ttem p t to explain a social group’s behavior in term s of 
its self-in terest and social situation, ra th e r th an  conten ting  oneself 
w ith  citing th e  preferences of individuals. Equally  akin to M arxist t ra ­
dition is the  w ay th e  logical analysis (w hat is the  m ain  direction of 
causality?) com bines w ith  the  historical approach (in w hat characte­
ristic order in  tim e did the  m ain  events occur?).

T he sam e econom ist raised on M arxist political econom y m ay be 
perplexed to find th a t the  line of a rgum ent described here does not 
follow the  usual pattern  of discussing a relationship of “base and super­
structu re .” W hatever m ean ing  one attaches jo the  concept of “base,” 
one cannot state th a t  th e  base has determ ined  its own superstructure. 
T he historical po in t of departure, as was first in th e  case w ith  the 
Soviet U nion and la ter w ith  alm ost all the  o ther countries subject to 
C om m unist rule, is a poor and backw ard country. I t  still has few  large 
factories, and its production and the concentration of capital are low. 
I t is certain ly  no t the  case th a t the  forces of production are already 
being im peded in  th e ir  developm ent by th e  capitalist production re la ­
tions, or th a t th ey  can only develop once those relations have been 
destroyed. I t  is certain ly  not the  case th a t one only has to drive the  
capitalists out for a well-organized, concentrated production system  
ripe for cen tral p lann ing  to fall on the  plate of the  socialist planners. 
These countries are still in  a state th a t M arx and Engels described in 
the Communist M anifesto  (M arx and Engels [1848] 1969), one in w hich 
they  also say th a t capitalism  is capable of giving enorm ous im petus 
to th e  developm ent of th e  forces of production.

T he historical developm ent course of classical socialism  is quite 
d ifferen t from  th e  pa tte rn  presented in the  handbooks on th e  M arxist 
philosophy of history. T he revolution shatters th e  old superstructure 
and artificially erects a new  one, or, m ore precisely, it produces the  seed 
of a new  superstructure w hich then  pushes out alm ost of its own accord. 
T he new  superstructure crushes the base th a t is alien to it and rearran­
ges it entirely. I t  nationalizes and collectivizes; it steadily elim inates 
private p roperty  and squeezes the  m arket into a sm aller and  sm aller 
space. T h e  bureaucratic apparatus of economic control springs up  and 
spreads in  all directions. As this process goes on, as th e  property  re la ­
tions, coordination m echanism , and economic processes alter according 
to the  new  system, these changes react continually  on th e  political 
forms and b ring  a transform ation  of the  ideology in  th e ir  train .

7



S T U D Y  1

T h e  A f f i n i t y  a m o n g  E l e m e n t s  o f  t h e  S y s t e m

T h e  discussion of the  m ain  line of causality in th e  last section con­
tains repeated  references to th e  fact th a t th e  effect reacts on th e  cause: 
num erous in teractions occur am ong the  elem ents of th e  system. Let 
us recall some as illustrations:

— Once state ow nership and the  soft budget constrain t have pro­
duced the  investm ent hunger, the  im port hunger, the  hoard ing  te n ­
dency, and w age-drift, it becomes necessary to use th e  adm inistrative 
tools of investm ent and im port perm its, m ateria l quotas, ra tion ing  and 
allocation systems, and wage funds. Once such tools are being used, 
it no longer suffices to encourage economic discipline w ith  praise and 
m ateria l rewards. I t  m ust be imposed w ith  punishm ents, and firm  
m easures m ust be taken  against “speculators” and “w age-sw indlers.” 
This all has an effect on the  political clim ate and th e  official ideology. 
(Blocks 4 and 5 react on Blocks 3 and 1.)

— Bureaucratic control of state-sector wages, which combats the up­
ward pressure on wages even when there is a labor shortage, is incom pa­
tible w ith the higher incomes obtained outside the state sector on the free 
market. This and other factors tend to encourage as full an elim ination 
of the private sector as possible. (Blocks 3, 4, and 5 react on Block 2.)

— Once the  econom y has em barked on forced grow th, th e  ideas to 
explain the  necessity and advantages of th is type of grow th need 
incorporating in  th e  official ideology. (Block 5 reacts on Block 1.)

— If  th e  m anagers of production fail to develop a strong intrinsic 
in terest in gaining foreign, hard-currency m arkets, due to th e  chronic 
dom estic sellers’ m arket and several o ther factors, a m echanism  and 
incentive system  forcing th em  to produce for capitalist export purpo ­
ses m ust be created. (Block 5 reacts on Block 3.)

As th e  classical system  consolidates, its elem ents develop a cohe­
rence. T h e  various behavioral forms, conventions, and norm s rub  off 
on one another. To apply a chemical analogy, the phenom ena exhibit 
affinity: th ey  a ttrac t and require each other. T h e  m onolith ic structure 
of power, petrified  ideological doctrines, alm ost to ta l dom ination  of 
state ow nership, d irect bureaucratic control, forced grow th, shortage, 
and distrustfu l w ithdraw al from  m ost of th e  w orld (to m ention  just 
the  m ain  groups of phenom ena) all belong together and strengthen  
each other. T his is no loose set of separate parts; the  sum  of th e  parts
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m akes up  an in tegra l whole. In  th a t sense as well th ere  is justifica­
tion in considering th is form ation as a system.

A peculiar “natural selection” comes to apply: new institutions, regu­
lations, customs, and m oral and legal norms th a t are easily reconciled 
w ith the  nature of the  system survive and take root; those alien to it 
are discarded.4 L et us take a single example. No one planned in advance, 
before the first socialist system came into being, th a t personnel 
affairs— i.e., appointm ent, transfer, and dismissal— would be strictly 
centralized. T here is no trace in a prior b lueprin t for socialism of the 
idea of establishing for the  purpose a hierarchical apparatus in w hich 
the personnel decisions in every u n it at every level would depend on 
the relevant party  organization, on police institutions th a t keep track 
of people’s political attitudes, on a superior personnel adm inistrator, or 
on the official state, economic, or m ass-m ovem ent leader in the  field 
concerned. This very powerful institutional system w ith  its precise 
forms of career control em erged step by step through tria l and error, 
feeling its way w ith  repeated reorganizations. I t first became a perm a­
nen t part of the  system in the Soviet Union, and th en  developed in 
each socialist country in  a m ore or less sim ilar form. As a result, no 
other social system  has such close control over individual careers as 
socialism, w ith  its uniform , centrally controlled apparatus of personnel 
m anagem ent. I t  illustrates th a t specific forms and institutions grow 
organically w ith in  the  system.

Tendencies th a t have arisen and developed show a strong inclina­
tion to consum m ation. D irect bureaucratic control, for exam ple, gains 
predom inance, prescribing economic tasks in instructions. B ut once 
prescription of a firm ’s m ain  assignm ents, in aggregate indices, has 
begun, th ere  is no stopping here. C ircum vention is too easy: th e  m ain  
assignm ent is fulfilled, bu t th e  details and secondary tasks are n eg ­
lected. Logically, th e  next step is to assign each task in  m ore detail, 
and if th a t does no t suffice, the  subordinate’s hands m ust be tied  w ith  
an even m ore m inu te  breakdow n into even tin ie r parts. I f  th e  net of 
totalitarian power and its instrum ent, bureaucratic control, has too large 
a m esh, m any  actions can escape from  it. T he answ er is a n e t w ith  a 
sm aller m esh th a t cannot be slipped through. T h e  system ’s in terna l 
logic propels bureaucratic pow er tow ard “perfectionism .”

4 T h e  idea of na tu ra l selection am ong institutions appears in th e  works o f J. A. Schum peter 
and F. A. H ayek. For a m ore detailed explanation, see th e  article by A lchian (1950).
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T he exam ples of positive selection, in tegration into th e  system, are 
followed by an illustration of the  opposite process: rejection by th e  sys­
tem . P rivate ow nership and private enterprise are foreign to classical 
socialism, and in  th e  long term  it cannot tolerate them . T he cen trali­
zed, nationalized order of this society is disturbed not only by large-scale 
capital bu t th e  existence of small-scale peasant ownership. Central 
power, sooner or later, depending on its tolerance threshold, sets about 
e lim inating  it. T h e  Soviet U nion waited m ore th an  a decade before 
launching  mass collectivization. In  V ietnam  it was only a couple of 
years after the  m ilitary  victory, before m uch progress had  been m ade 
on repairing  the  economic dam age caused by the  war, w hen  the au tho ­
rities em barked on elim inating the private farm ing and produce-trading 
sector and nationalizing and collectivizing its activities, w ith  catastro­
phic economic results. T he E thiopian governm ent launched in  the m idst 
of a devastating fam ine a socialist reorganization of agriculture th a t 
uprooted the  ru ral population and resettled it on a collectivized basis. 
G oing beyond examples, it should be stressed th a t property  is not the 
only sphere of phenom ena in w hich the classical system  is unable to 
cohabit lastingly w ith  institutions, customs, attitudes, and norm s alien 
to it. T h e  m atu re  classical system cannot to lerate contrary political 
opinions, self-governing institutions, and organizations independent of 
the  political institutions organized from  above; cultures and world 
views o ther th an  the  official ones; or free-m arket exchange betw een 
autonom ous economic entities. All these phenom ena, though  they  m ay 
recur tim e after tim e, are confined into an ever narrow ing  area. 
Individual behavior is deeply im bued w ith  conform ism : spontaneous 
use of the  ideas and w orking abilities deriving from  a spirit of en ter­
prise is v irtually  ru led  out, as are independent critical opinions and 
rebellion against the  superior organizations.5

To sum  up  th e  lesson com m on to these exam ples of in tegration  
and rejection: a na tu ra l selection of institu tions and behavior patterns 
takes place, and u ltim ate ly  enorm ously streng thens and greatly  conso­
lidates th e  inner coherence of the  system.

5 T h e  lines above em phasize a tendency against w hich  countertendencies also apply. Even 
a t a tim e  of ex trem e to ta lita rian  pow er, a m easure of narrow  ind iv idual au tonom y survives 
in m any  spheres of life, though  confined to a very constricted area. T h e  sp irit of en terprise  
rem ains la ten tly  p resen t (and occasionally breaks ou t in a d istorted  form ). Som e people, if 
few of th em , dare to oppose th e  repression. All these features sudden ly  s tren g th en  w h en  the  
social en v iro n m en t offers m ore favorable chances for th em  to develop.
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M arx and Lenin expected the victorious socialist revolution to be fol­
lowed by a transitional period in which the rem nant of capitalism would 
still leave their impression on society. “W hat we have to deal w ith here 
is a communist society, not as it has developed on its own foundations, but, 
on the contrary, as it emerges from capitalist society; which is thus in 
every respect, economically, morally and intellectually, still stamped with 
the birthm arks of the old society from whose womb it emerges,” M arx 
says of socialism (M arx [1875] 1970, p. 18.) According to this view, later 
incorporated into the official ideology of classical socialism, the existence 
of the rem nants of capitalism causes the difficulties in the transitional 
period, and once they have been done away with, all the com m unist sys­
tem ’s beneficial features can develop unhindered. Experience, however, 
seems to deny tha t the tendencies and internal contradictions have sur­
vived as a legacy of the capitalist system. On the contrary, the classical 
socialist system’s characteristics sui generis have brought them  into being.

T h e  P r o t o t y p e  a n d  t h e  N a t i o n a l  V a r i a t i o n s

I t  does not follow from  th is line of argum ent th a t som e kind  of u lt i­
m ate determ in ism  or fatalism  applies in history. T here  are tw o issues 
w orth considering in  th is respect. T h e  first is the  departu re  along a 
specific historical path , and the  second the  broader or narrow er d e te r­
m ination  of th e  pa th  itself.

Beginning w ith the first issue, it depends on a conjunction of a great 
m any circumstances w hether or not a society sets out on the path toward 
classical socialism. As m entioned in the last section, the Communist party 
m ust gain undivided possession of political power for the process to get 
under way. This historical configuration bears the “genetic program ” tha t 
transmits the m ain characteristics of the system to every cell w ithin it.6

() T h e  analogy w as inspired by th e  m odern  genetic  theory  of biology th a t  in h erite d  tra its  
are tran sm itted  by a particu la r substance, DNA, whose m olecule has th e  special ab ility  to 
control its own reproduction . I t  can transfer th e  inherited  traits to fu rth e r  m olecules form ed 
u nder its control. T h e  inh erited  genetic p rogram  is coded in th e  specific DNA chem ical “ la n ­
guage,” and th e  code th en  reproduced in every single cell of th e  organism . U n d er th e  com ­
m and of th e  program  h idden  in th e  DNA, all th e  biochem ical, anatom ical, physiological, 
and to som e ex ten t behavioral characteristics of the  biological organism  are d e te rm in ed  d u r­
ing its developm ent. T h e  consistency of th e  DNA in th e  liv ing  w orld is species-specific. See 
J.D . W atson’s fam ous book (W atson 1968). For th e  sho rt account above, th e  a u th o r  used a 
un iversity  biology textbook (C am pbell 1987).
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T his is th e  seed of th e  new  society from  w hich  th e  w hole organism  
grows.

T h e  approach outlined here contradicts th e  frequen tly  expressed 
view th a t each elem entary  particle of the  classical system  is im posed 
artificially  on th e  fabric of society, w hich resists it from  first to last. 
According to th is  superficial notion, it is a case of no th ing  m ore th an  
a m erciless d ictator and his slavish h irelings im posing th e ir  ru le  on 
the people by in tim idation  and violence. I f  th a t w ere so, this ex ter­
nal layer w ould easily be shed by the  body of society; b u t it is not a 
question of th a t  a t all. T h roughout there is certain ly  resistance, som e­
tim es w eaker and som etim es stronger, w hich th e  possessors of power 
break by force, b u t th e  new  structure proliferates w ith  an  elem ental 
force, propagating  itself and penetra ting  into every social re la tion ­
ship.7 Once the  sta rt of the  process is im posed upon th e  society, it  goes 
on in a spontaneous m anner, proceeding, to use M arx ’s phrase, as a 
“na tu ra l grow th process,” indigenously (naturwüchsig). I f  another 
“genetic p rogram ” applies in some country at th a t particular historical 
tu rn in g  point, th e  resu lt w ill differ despite th e  sim ilarity  of the  sta r­
ting  point. Consider N orth  and South Korea, w hich w ere in  th e  same 
economic position after the  Second W orld W ar. T h e  South resem bled 
the  N orth  not only in  its poin t of departure bu t even in  certain  fea­
tures of its political and adm inistrative structure applying in the postwar 
period: it was ru led  by a relentless d ictatorship th a t brooked no oppo­
sition; the  bureaucracy of the  state played a big part in ru n n in g  the  
economy, in terven ing  in  decisions on foreign trade, investm ent, and 
the extension of credit; and so on. Yet the difference is fundam entally  
significant: th e  official ideology in  South Korea differed u tte rly  from  
N orth  K orea’s; th e  possessors of undivided political power, far from  
in tend ing  to e lim inate private property, cooperated w ith  it and sought 
to assist its prosperity. A lthough a big p art was played by bureaucratic 
coordination, there  was no m ention  of abolishing the  m arket, w hich 
operated w ith  great vitality. As tim e w ent by, N orth  Korea finally  
came to display all th e  classical system ’s essential features, w hile South 
Korea, after decades of suffering and sacrifices, developed a political

7 T h e  H u n g arian  poet G yula Illyés describes th is w ith  m oving  force in his poem  A  
Sentence on Tyranny:  “ P risoner and jailer, you are  both; ... T h u s  th e  slave forges w ith  
ca re /T h e  fetters th e  h im self m ust wear; ... W here  seek tyranny? T h in k  again :/E veryone is a 
link in th e  ch ain ;/O f ty ran n y ’s stench you are  not free:/Y ou yourself are ty ranny  ...” (Illyés 
1950, 1999, pp. 70-76), first publication  in 1956.
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and economic system  th a t increasingly resem bles Japan’s path  of deve­
lopm ent and differs ever m ore sharply from  N orth  Korea’s. S im ilar 
statem ents could be based on com paring T aiw an w ith  m ain land  China 
or W est G erm any  w ith  East Germ any.

L et us tu rn  to  th e  second issue raised at th e  beg inn ing  of th e  sec­
tion: how widely or narrow ly is the  pa th  determ ined? If  in some 
country the  power of the  Com m unist party  is consolidated and society 
departs on the  path  of historical developm ent w ith  its own “genetic 
program ,” according to th e  theory  outlined  in th e  book, certain  m ain  
features are sure to develop. No one w ill be in any doubt la te r th a t 
such a country belongs to the  fam ily of socialist systems. At th e  beg in ­
n ing  of the  pa th  it m ig h t have been uncertain  w ha t Czechoslovakia 
in the  early years after 1945 or Cuba in the first years of F idel Castro’s 
rule m ig h t tu rn  into, b u t by now it is indisputable th a t th e  systems 
th a t came into being  are closely akin to the  Soviet U nion of L enin  
and S talin  and  to th e  C hina of Mao.

W hereas light has been shed on the m ain common features, it must 
be recalled here tha t this does not am ount to perfect identity. Each socia­
list country has numerous individual characteristics. This too is suggested 
by the earlier biological-genetic analogy: not even the monozygotic tw in 
offspring of the same parents are perfectly identical. To return to the sub­
ject, several factors affect the specific structure of a society and the eco­
nomy within it: geographical and natural conditions, the economic and 
cultural legacy from the previous regime, the political line taken by the 
new possessors of power, the personal traits of the supreme leader, the 
behavior of foreign countries toward the country concerned, world poli­
tical events, and so on. So it would be quite wrong to im agine th a t given 
the “genetic program ,” the accession of the Communist party to power, 
all has been determ ined and history will “take its course.” T he strength 
of application and the specific constellation of the tendencies will vary 
appreciably from country to country and from period to period. T here is 
repression in every country at every stage in the classical system, but in 
one it applies on a mass scale in a particularly merciless way, while in 
another country or period it can be felt to be relatively mild. T here is a 
command economy everywhere, but in one place it operates pedantically, 
w ith painstaking concern for the smallest detail, while in another it works 
sloppily and unreliably. Everywhere and always there is a shortage eco­
nomy, but w hile the  food shortage is unbearable in  one country, the 
accustomed degree of shortage is quite tolerable in another.
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T his analysis describes th e  inclinations of the  system. An inclina­
tion  m ay prevail or it m ay be restrainable to  some extent. A m easure 
of choice affects the  actual com bination of m utually  com pensatory ten ­
dencies th a t arises. To take an example, the  classical system  is inclined 
toward forced growth. T he m ore the leadership forces growth, the  grea­
te r the  problem s in supplying the  public and the  graver the  repression 
used to stifle th e  consequent discontent. If  a m ore m oderate leader­
ship chooses to restrain  the  expansion drive and investm ent hunger 
(w hich happens in  certain  countries at certain  tim es), it  can afford to 
loosen th e  constraints on political and in tellectual activ ity  a little. So 
th ere  is “p lay ,” som e freedom  to m aneuver, although  it is lim ited.

U nderstand ing  and accepting a theoretical m odel, a prototype of 
classical socialism  does not act as a substitu te for concrete historical 
analysis of ind iv idual countries. T h a t task rem ains for o ther works. 
M y aim  here  is m erely  to clarify w here th e  constant constraints on 
choice in  decision m aking  lie or, m ore precisely, w hich constraints 
derive form  th e  “genetic program ,” the  basic, com m on features of this 
fam ily  of systems.

Some observers and  critics of th e  socialist econom y ten d  to ask w hy 
a b e tte r inform ation  and incentive system  is no t in troduced under 
socialism. T hey  th in k  society can be perceived as th e  realization of a 
gigantic “p rincipa l-agen t” m odel.8 If  the  p rincipal’s purpose is know n, 
an incentive schem e th a t best serves th e  objectives can be devised, 
and im m ediately  th e  system  will operate better. W illy-nilly , th is  line 
of argum en t im plies th a t the  principal has been ra th e r stupid  not to 
have lit before upon th e  in form ation and incentive system  th a t suits 
h im  best.

T h e  approach in th is analysis is not to start by deciding w hat the 
leadersh ip’s “objectives” are, not least because th e  objectives are d if­
ficult to observe. T hey  are not necessarily reflected faithfully  in public 
resolutions and political speeches, since these form  parts of th e  offi-

8 T h e  au th o r has encountered  th is approach m ainly  am ong W estern  th eo re tica l econom ists 
w ith o u t a close acquain tance w ith  socialism  but in terested  in its problem s. A sim ilar notion 
is no t in frequen tly  seen in th e  th in k in g  of sta ff a t th e  In te rn a tio n a l M onetary  F und , W orld 
Bank, and o ther in ternationa l agencies. Raised in th e  W est, they  suddenly engage in studying 
th e  problem s of a socialist country, and even in p reparing  for p ractical decisions. For a long 
tim e  a sim ilar concept appeared am ong th e  m athem atica l econom ists in th e  Soviet U nion: 
they  sough t to elaborate  proposals for an “optim al econom ic system ” for th e  official lead er­
ship of th e  day. For a description of th is school, see, for instance, books by E llm an  (1973) 
and S u te la  (1984).
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cial ideology. T h e  only way of establishing the  “tru e ” purpose of lea­
ders is to  observe th e ir actual deeds, in w hich th e ir  in ten tions (and 
any forced m odifications of th e ir original in tentions) are incarnated. 
Moreover, there  is no com m unity of purpose anyway, due to th e  m u lti­
tude of conflicts w ith in  the  sphere of the  leadership.

All those controlling th e  classical socialist system, from  the  tip  to 
the  base of th e  bureaucratic pyram id, are not stupid  at all. T h ey  are 
quite capable of asserting th e ir interests and objectives. T h e  system  
evolved in th e  way it did precisely because this is th e  structu re th a t 
can perform  th e  functions expected of it. I t is naive to im agine th a t 
the  m ain  features of the  system  can be altered by applying a few ideas 
for reorganization.

T h e  a tten tion  in ano ther kind of critical approach is concentrated 
on the extrem e examples. This course is taken by confirm ed opponents 
of socialism w ho th in k  they  can present th e ir m essage m ost effect­
ively by draw ing atten tion  to the  worst enorm ities, th e  unbrid led  mass 
terror, or the  m ost conspicuous instances of waste. T h e  sam e approach 
is taken  by som e confirm ed adherents of socialism, who are glad to 
ta lk  about th e  u ltim ate  negative exam ples because th ey  hope th a t the  
problem s can be solved by curbing the “extrem es” and “excesses.” I try  
a d ifferen t approach, focusing atten tion  on w hat is general, typical, 
and norm al in  the  system; in o ther words, on th e  average, th e  expec­
ted value of th e  random  fluctuations. I do so in the  hope th a t a lthough 
th is approach has less influence on th e  feelings of th e  reader, it m ay 
place the  draw ing  of the  conclusions on a sounder footing.

D uring  the  debates around the reform s and “de-S talin ization ,” one 
issue raised not in frequen tly  is this: could th e  S talin terro r have been 
avoided? W as it w orth  paying the  price signified by the  victim s of 
S ta lin ’s ru le  th a t th e  socialist system  m ig h t survive? A lthough the  in ­
tellectual and m oral content of these questions is fully understandable, 
it is no t m y in ten tion  to answ er th em  here. T h e  theoretical m odel 
being described is one th a t does not necessarily im ply  the  extrem ism s 
of S ta lin ’s rule, although  it does not exclude them . T he issue p re ­
sented during  th e  analysis of this prototype is as follows: G iven the  
pow er structure, ideology, and property relations typical of classical 
socialism, w hat are the  m ain  features of the  structure and operation 
of society th a t appear, a t least as a tendency or inclination? Is th e  exis­
tence of this “genetic program ,” th a t is, the  specific pow er structure 
and ideology, a sufficient and necessary condition for the  inclinations
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and tendencies m entioned to arise? I consider this to be a stricter, not a 
m ore lenient, set of questions to put than  the  one at the  beginning of 
the paragraph about the necessity or avoidability of the  “extrem ism s.”

T h e  S o v i e t  E f f e c t

W h a t  effect on the  structure and m ain  a ttribu tes of th e  classical sys­
tem  has been exercised by the  historical accident th a t  th e  C om m unist 
party  first took pow er in form er tsarist Russia? W h a t k ind  of system  
w ould th e  socialist system  have become if its developm ent on a 
w orldw ide scale had  started  out from  a d ifferen t country?

Those posing these questions tend  to po int out how  deeply the  cha­
racteristics associated w ith L en in ’s and S talin’s Soviet U nion are rooted 
in R ussia’s past. T h e  KGB continues the  practice of th e  tsarist secret 
police; th e  rig id  and soulless apparatus is th e  h e ir to th e  bureaucracy 
of the  old Russian governors and chinovniks·, th e  bleakness of a kolkhoz 
village and the  passiveness of a kolkhoz peasant recall th e  way of life 
of th e  m uzhiks  u n d er the  old regim e. T hey  custom arily  project the  
application of this line of a rgum ent beyond th e  Soviet borders as well. 
Socialism would have developed otherw ise in  o ther countries too if 
backwardness and a sem i-Asian lack of civilization had  no t been b ra n ­
ded upon it at the  historical point of departure.

H istory cannot be reversed. T here is no way of conducting an expe­
rim en t in  w hich th e  autocracy of the  C om m unist country  develops in 
some o ther country first and the  new  system  in th a t o ther country 
exercises th e  global effect th a t th e  Soviet U nion had  in  th e  actual 
course of history. To th a t ex ten t one cannot give an answ er w ith  
com plete certain ty  to  the  question pu t at th e  beg inn ing  of th e  section. 
Nonetheless, th e  line of th in k in g  in th is analysis does suggest a few 
hypotheses.

1. One can certain ly  consider it an accident th a t th e  circum stances 
in w hich the  C om m unist party  could seize pow er should have arisen 
in Russia first. But the fact tha t nearly all countries w here the  socialist 
revolution triu m p h ed  largely by in terna l efforts w ere backw ard and 
poor m ust be ra ted  a recurren t regularity . T h e  reg im e preceding 
socialism governed by b ru ta l m eans; th ere  w ere notably  sharp  inequa­
lities in  society. T h e  specifically Russian antecedents m ay  have played 
some part in  developing the  general features of th e  socialist system,
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bu t th e  antecedents equally characteristic of all th e  countries, seem  to 
be far m ore im portan t. Apart from  one or two exceptions, in no t one 
of those countries had  genuine parliam entary  dem ocracy developed; 
in no t one of th em  had  m atu re  capitalism  been attained; in  no t one 
of th em  had the  m arket become the dom inant coordination mechanism. 
All these countries w ere “late arrivers.”9 These com m on antecedents 
certainly had  an effect on th e  political structure (to tal e lim ination  of 
dem ocratic institutions), the  developm ent of th e  p a tte rn  of forced 
grow th for the  sake of elim inating  backwardness, the  radicalism  of the 
red istribu tion  of incom e, and a good m any other characteristics of the 
system. T his is th e  type of society prone to accept th e  “genetic prog­
ra m ” th a t creates the  socialist system .10

2. T h e  Soviet exam ple played an im portan t part in  all countries in 
shaping specific elem ents of classical socialism (its official ideology, 
institutions, and norm s of behavior).

In  part th e  Soviet U nion enforced this, by various m ethods. G reat 
pressure was exerted on all the Eastern European countries under Soviet 
m ilitary  occupation by the  very presence of the  Soviet troops. If  the 
population tried  to oppose the  system, as happened, for instance, in 
1953 in East Berlin, 1956 in Budapest, and 1968 in  Prague, th e  resis­
tance was crushed by th e  m ilitary  m ig h t of the  Soviet Army. 
M oreover, aw areness of the  th rea t of Soviet m ilitary  in terven tion  had 
th e  desired effect in  the  o ther countries as well.

A part from  direct in tervention, ano ther very in fluen tia l factor was 
the  tie  th a t th e  C om m unist parties felt w ith  the  Soviet U nion and its 
Com m unist party. T he Moscow center imposed its will on the  C om m u­
nists of o ther countries w ith  fire and sword in the  early  decades of 
th e  w orld C om m unist m ovem ent. U nconditional acceptance of every 
Soviet in stitu tion  and action was the  p rim e condition before a party  
could claim  to be Com m unist. W hen the  Com m unists took pow er in 
o ther countries, leaders who had re tu rned  from  exile in  th e  Soviet

9 See G erschenkron  (1962). Szűcs (1983) provides deep historical analysis of th e  belated 
developm ent of E astern  Europe.

10 A nother reason w hy th is is w orth  u n d erlin ing  is th a t  th e  crisis in th e  socialist world 
and th e  break m ad e  by m any  countries w ith  th e  socialist system  does no t end th a t  incli­
nation  once and for all. T h e  lead ing  C om m unists of E astern  E urope, th e  Soviet U nion, and 
C hina are branded  as tra ito rs by L atin  A m erican guerillas fig h tin g  to the  death  against the 
outrageous injustices o f th e ir  ow n social systems. T hey  tru st they  w ill gain  pow er, and th en  
they  will be th e  ones w ho create tru e  socialism.
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U nion and continued to be controlled from  th e  Moscow center played 
a big part in them ; th ey  unhesita ting ly  transp lan ted  Soviet practice 
into th e ir  own countries. T h e  presence of Soviet advisers exercised a 
great influence, and so did the  fact th a t m any politicians, arm y officers, 
and econom ic experts in the  o ther socialist countries had  com pleted 
th e ir studies in th e  Soviet Union.

T h e  compulsion was augm ented and m ade m ore effective by volun­
tary  zeal. T he Com m unists who came to pow er after a long and often 
heroic struggle looked on the  Soviet U nion as th e  paragon of hum an  
progress. T hey  w ere sincerely convinced th a t the  m ore fa ith fu lly  they  
copied th e  Soviet model, the  sooner they  w ould a ttain  th e  socialism 
they  ardently  desired.

All this explains how the  countries of classical socialism can be seen 
to have followed th e  Soviet exam ple, no t only in  essential attribu tes 
b u t often in  m inor ex ternal details ranging  from  the  design of the 
national crest and the  uniform s of th e ir soldiers to th e  m anagerial 
structure of th e ir firms.

3. S trong though  th e  Soviet effect was, an  even stronger influence 
seems to have been exerted by th e  inheren t logic of th e  classical sys­
tem . T h e  section “T h e  A ffinity am ong E lem ents of th e  System ” des­
cribed the  process of natu ra l selection am ong institu tions and opera­
tive m echanism s th a t u ltim ate ly  welds the  system  into a coherent 
whole. Once th e  genetic program  m entioned  earlier starts to work (as 
the  com bined resu ltan t of the  Soviet effect and in tern a l forces), the  
coherent features of th e  system  develop and b ring  each o ther into 
being. I t  is not th e  following of the exam ple of the  Soviet shortage 
econom y th a t produces the  East G erm an or M ongolian shortage eco­
nom y, b u t th e  in h eren t na tu re  of the system. T he counsel of Soviet 
security advisers is no t the m ain  factor behind  the  em ergence in  every 
country of the  secret police, w hich builds up  its netw ork of inform ers 
and stam ps out the  least signs of resistance. T his police apparatus ari­
ses out of th e  in h eren t needs of the  system, w hich cannot survive 
w ithou t in tim idation , repression, and lim itations on civil liberties. 
T h e  follow ing conclusions can be drawn. One of th e  explanatory  fac­
tors beh ind  the  differences am ong the national variants of the  system  
is th e  relative streng th  or weakness of th e  Soviet influence. But w hat 
shaped th e  prototype itself was not the  Soviet im pact b u t a com bina­
tion  of fa r m ore profound effects, nam ely, the  causal chain outlined 
in th e  section “T he M ain L ine of C ausality.”
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V e r i f i c a t i o n

T h e  previous sections contain a num ber of propositions:
1. T h e  classical socialist system  is d istinguished from  o ther system- 

families by several basic attributes; these are the system-specific features.
2. Specific causal relationships obtain betw een th e  groups of sys­

tem-specific phenom ena: there is a specific m ain direction of causality 
w ith in  th e  com plex of m u tua l effects.

3. C ertain conditions are necessary and sufficient for th e  system  to 
em erge and consolidate. T h e  seed of th is “genetic p ro g ram ” is a p a r ti­
cular political structure and related  ideology: th e  undiv ided  pow er of 
th e  C om m unist party  and the  prevalence of an official ideology whose 
cardinal precepts include the  establishm ent of hegem ony, and th en  
dom inance for public ownership.

4. T his “genetic p rogram ” fashions society in  its own im age; it crea­
tes a coherent system  whose various elem ents connect, and assum e 
and reinforce each other.

On the  one hand, this theory  has a deductive character. T h e  in i­
tial, basic assum ptions and the  in term ediate conclusions act as th e  p re­
mises for th e  la te r analyses. So the  in terna l consistency of th e  th o u g h t 
process can be checked: Does the  analysis include no m utua lly  con tra­
dictory assum ptions? H ave no logically faulty  steps been made?

On the  o ther hand , th e  theory  has an  em pirical natu re , resting 
u ltim ate ly  on observation of the  practice of classical socialism. So the 
re lationship  betw een th e  theory  and historical reality  deserves special 
attention.

It was stressed th ro u g h o u t the  expositions th a t th ey  outline a th eo ­
retical m odel com patible w ith  the  “dispersion” of actual historical rea ­
lities around th e  theory. So the  theory  is not falsified if  the  situation 
in one particu lar country or o ther is no t identical to th e  one described 
by the  m odel, or the  events there  differ som ew hat from  the  course 
assum ed in th e  m odel. But th a t poses a question: Is the  book dealing 
w ith a theory at all, or just w ith  the definition of a category, “classical 
socialism ,” w hich can n e ith e r be verified nor falsified?

In this respect I accept the  criteria of the  positivist theory  of science 
(see Popper 1959), in particu lar the  criterion th a t a theo ry  m ust be 
falsifiable. T h e  w ording of the  definitions and the  line of a rgum ent 
m ust not ren d er th e  statem ents tautological, th a t is, exclude a priori 
the  possibility of discovering the  falsity of the  statem ents in som e way.
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In  th e  context of th is book, th e  theory  needs confronting w ith  h is­
torical experience observed in m any  countries over a long period. I t is 
not possible (or necessary) to prove or refu te  the  theory  w ith  a m a th e ­
m atical-logical m odel. At m ost a few of the  th eo ry ’s partia l conclu­
sions can be tested  econom etrically, using m athem atical-sta tistical 
analysis of economic statistics.11 T he m ost im portan t propositions 
m ust undergo less subtle bu t w eightier historical tests.

T he m ost im portan t testing ground is th e  process of reform  tak ing  
place in  socialism. R etu rn ing  to Figure 1.1, Block 1 contains the  
“genetic program ,” the  power structure and ideology. In  m any  count­
ries th e  reform  proceeds as an a ttem pt to alter Blocks 2, 3, and 4 while 
keeping essential features of Block 1 unchanged. T h e  m ain  characte­
ristics of the  pow er structure are retained, yet profound alterations in 
the  system  are aw aited. M ajor indirect evidence of th e  theoretical 
statem ents just ou tlined  is provided by the  constraints, inconsistencies, 
and failures of the  reform  process and the tendencies to regress tow ard 
the  classical system — th e  repeated restorations. If  th e  w hole system  is 
capable, however, of developing new  features in Blocks 2, 3, and 4, 
sharply  d iffe ren t from  the  classical ones, and if it is also capable of 
surviving and grow ing in th is m odified form  w ithout a fundam ental 
change ensuing in Block 1, the  theory  is w eakened, or possibly falsi­
fied a lto g e th e r!11 12]

T his analysis suggests a revolutionary theory. T he socialist system 
is not capable of a renew al th a t could free it of its dysfunctional fea­
tures w hile re ta in ing  the  sole rule of th e  C om m unist party  and the 
dom inance of th e  state sector. To use the  term inology of Figure 1.1,

11 Should a sta tistical exam ination  falsify one partia l conclusion or ano ther, one would have 
to exam ine th e  ex ten t to w hich the  phenom enon now known and described m ore accurately 
was com patib le  w ith  th e  orig inal prem ises of th e  th o u g h t process lead ing  to th e  p artia l con­
clusions. If  need be, those too m ust be altered . So in th a t  sense sta tistical ex am ination  of a 
partia l phenom enon  is an im p o rtan t m eans of supporting  or re fu tin g  th e  m ore general th eo ­
retical prem ises.

T h is procedure is well know n in some natural sciences. It is impossible to test th e  validity 
of certain  fu n d am en ta l theories directly  by experim ents. B ut th en  th e re  are  som e less basic 
propositions, w hich are  derived by logical reasoning from  th e  fu n d am en ta l theory , and 
w hich are  em pirically  testable . If  th e  test would prove th e  tru th  of th e  derived proposition, 
it would m ean  also a strong indirect em pirical support of th e  fun d am en ta l theory.

12 [T h e  in te rp re ta tio n  of th e  Chinese and th e  V ietnam ese reform s are  of key im portance 
in th is respect. H ere Block 1 has apparen tly  rem ained  unaltered , w h ile  th e  o th e r  blocks have 
undergone profound changes. W e will re tu rn  to th is issue in S tudy 3 (pp. 57—60) and Study 
6 (pp. 147—50) of th is volum e.]
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a profound, lasting and from  the  economic point of view  effective 
transform ation  of Blocks 3, 4, and 5 requires a radical change in 
Blocks 1 and 2— th e  political structure and property  relations.

T he au tho r is convinced th a t experience did not re fu te  th e  propo­
sitions sum m ed up  in points 1—4 up to now. T h e  rem ainder of this 
volum e exam ines the  process by w hich several countries m ove away 
from  th e  classical form  of the  socialist system  and reform s and revo­
lutions take place. These analyses support the theoretical propositions 
m ade above w ith  fu rth e r observations, a lthough the  u ltim ate  verifi­
cation or falsification of th em  can only be done by th e  fu tu re  course 
of history and the  scientific analysis th a t processes it.

T h e  V i a b i l i t y  o f  t h e  C l a s s i c a l  S y s t e m

C a n  the classical system survive permanently? T he answer depends on 
the time-scale applied, on how one defines the word “perm anently .”

T h e  dom inance of th e  classical system  has te rm in a ted  in  m ost 
socialist countries. T h e  period has ended, because th e  process of 
reform  has s tarted  or a still m ore profound change of system  has 
taken  place. T h ere  are only two countries w here th e  classical system  
still prevails: N orth  Korea and Cuba. All one can say about th em  is 
th a t so far, up  to th e  tim e of w riting  th e  book The Socialist System , 
th e  classical system  has operated in th em  for th ree  or four decades!13] 
I have no desire to offer a guess as to w ha t the  fu tu re  w ill b rin g  for 
these tw o countries w hen  the  general position in  th e  w orld around 
th em  is th a t  all th e  o ther socialist countries, includ ing  th e  tw o great 
powers, th e  Soviet U nion and China, have gone beyond th e  classical 
system.

But even if one refrains from  a direct prediction about these two 
countries, one can certainly say tha t on the scale of centuries on w hich 
world history is m easured, the  classical system is transitory. I t  proves

13 [I w rote  these  lines in 1991. A to tal of 15 years have passed ever since and th e  classi­
cal socialist system  still functions in both N orth  Korea and Cuba. T h is  is an im p o rtan t veri­
fication o f one m ajor s ta te m e n t o f th e  theory  sum m arized  in th e  above analysis and presen ­
ted  in details in m y book The Socialist System. A socialist system  is able to p revail as long 
as it m ain ta in s coherence and above a ll— th e  repressive features of th e  political structure. 
Once it loosens up, c itizens’ lives becom e far m ore tolerable; it w ill, how ever, launch  an e ro ­
sion o f th e  system  th a t  w ill u ltim ate ly  lead to its collapse.]
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relatively  short-lived com pared w ith  th e  socio-economic form ations 
th a t have m anaged  to  survive for centuries.

B ut alongside th e  scale of centuries for m easuring  w orld history 
th ere  is a need to use other, shorter tim e-scales as well. T h e  periods 
of decades from  th e  em ergence u n til th e  end of classical socialism 
cover th e  en tire  adult lives of generations. T ak ing  a m ed ium -term  
view, th e  classical system  is viable. I t can perform  th e  basic functions 
of controlling  social activities v ital for survival. I t  organizes produc­
tion and supply to the  public of the  goods and services th ey  need to 
survive. I t  ensures in  its own way the  discipline required  for the  coor­
d ination  of activities and for h u m an  coexistence. I t  founds a legal and 
m oral system  in w hich people can find th e ir  bearings. W h a t is m ore, 
the  system  enjoys th e  support of a certain  p art of society th a t feels 
such support is to its advantage. T he system ’s elem ents cohere w ith 
each other. U nder certain  conditions it is capable no t only of repro­
ducing an existing standard  b u t of expansion, grow th, and qualitative 
developm ent. I t  can gather a large m ilita ry  force, allow ing arm ed 
defense in  case of attack. T hough  the  system  is rep le te  w ith  contra­
diction and inner conflict, for a long tim e th is does no t th rea ten  its 
existence as such.

T h e  previous paragraph  m akes no value judgm ent. I t  is, in fact, 
possible to com pile a “school rep o rt” on a system; in  o ther words, one 
can ra te  its perform ance in relation to various in trinsic values. I t has 
em erged th a t classical socialism fails to display superiority  over the 
capitalist system  in m aterializ ing certain  values, for exam ple equality  
and solidarity. W h a t is m ore, for several o ther fun d am en ta l values, 
like w elfare, efficiency, and liberty, the  socialist system  falls far short 
of the  a tta inm en ts of developed, m odern capitalism  operating  under 
dem ocratic political forms. T his, however, is an  assessm ent supple­
m en tary  to th e  positive analysis, m ade exogenously, i.e. outside the 
system. H ow  th e  general public judges th e  system  endogenously, i.e. 
from  w ith in , is quite another m atter. Some m em bers are biased in 
favor of th e  existing system  because th ey  share in pow er and benefit 
from  it, and  subscribe to th e  system ’s official ideology. O thers are 
disaffected, bu t th ey  cannot assess the  perform ance of th e  system  
properly because th ey  have not w ay of com paring it w ith  o ther sys­
tem s. Y et others hold  strongly condem natory opinions b u t have no 
chance of expressing them . If  th e  discontent increases, those in  power 
can ensure the  survival of th e  system  by stepping up  repression.
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T his leads back to th e  question discussed before. T he classical sys­
tem  can survive w hile the  discontent rem ains suppressed. M easuring 
its v iability  on a scale of decades, not centuries, th e  classical system  
looks tenacious and durable.

But one m ust add th a t the  survival of th e  system  is hard  to ensure. 
C ertain in h eren t contradictions are exacerbated. N ot only is th e  socia­
list system  b eh ind  in m any  areas in its com petition w ith  capitalism , 
bu t the  lag increases. T his all provides a m otive beh ind  th e  efforts to 
change the  classical system, w hich brings us to new  subjects: th e  ero­
sion and crisis of classical socialism, the  reform , and the  revolution.
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T h e  I n n e r  C o n t r a d i c t i o n s  of  R e f o r m  
Soc ia l i sm*

2

I n t r o d u c t i o n

L e t  m e begin  m y rem arks by defin ing the  concept of “reform  socia­
lism .” I ascribe it to th e  socialist regim es th a t d iffer from  th e  S talinist 
m odel of classical socialism in several im portan t respects, m ade some 
steps tow ard liberalization in the  political sphere, som ew hat decen tra­
lized th e  control of th e ir  state-ow ned sector, and allowed som ew hat 
larger scope for th e  private sector. T hese changes w arran t th e  a ttr i­
bu te “refo rm .” At the  sam e tim e, these countries still m ain ta ined  the 
fundam ental attribu tes of a socialist system: th e  C om m unist party  did 
not share pow er w ith  any o ther political force, th e  state-ow ned sector 
still played a dom inan t role in the  economy, and th e  m ain  coordina­
to r of economic activities was the  centralized bureaucracy, even 
though  coordination was effected w ith  the  aid of less rigid in stru ­
m ents. Yugoslavia qualified as a reform  socialist system  four decades 
ago and still belongs to th a t type of system. R eform  socialism has 
been operating in C hina for a decade and a h a lf  and in  th e  Soviet 
U nion for eigh t or eigh t years.

D isregarding the  early  efforts in 1955—5, H ungary  becam e a re ­
form  socialist country in  the  1960s. But now th e  breakneck changes

* [An earlier version of th e  study was presented  a t th e  R ound-T ab le  C onference on 
“ M arket Forces in P lanned  Econom ies” organized jo in tly  by th e  In te rn a tio n a l Econom ic 
Association and th e  USSR A cadem y of Sciences in Moscow, M arch 28 -30 , 1989. I w ould like 
to express m y th anks to M ária  Kovács, Carla Krüger, Shailendra Raj M ehta, and Ju d it Szabó 
for th e ir  devoted help  in  th e  research beh ind  th is study and in ed itin g  th e  final tex t o f the  
publications.]
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of th e  last few m onths m ean it is displaying the  signs of a real change 
o f  system, principally  in  the  political sp h e re !1 J T h e  political structure 
is undergo ing  a transform ation  th a t w ill lead to th e  C om m unist party  
losing its m onopoly of power. To th a t extent, th e  change is of a rev­
olutionary  nature. I would no longer place today’s H ungary  am ong 
the  “reform  socialist” countries, bu t I w ould place yesterday’s H u n ­
gary am ong them , and th a t “yesterday” lasted tw o or th ree  decades.

Poland had hardly moved from classical, pre-reform  socialism into 
the reform  socialist group of systems before it was moving on again. As 
in H ungary, there is a profound change of system taking place. As this 
article was taking final shape, transform ations had also begun in the 
GDR and Bulgaria. T here is no way to predict w hether the changes will 
cease at the stage term ed reform  socialism in this article (i.e., the und i­
vided power of the Com munist party and the  dominance of the state 
sector will rem ain), or w hether this stage will soon be superseded.

T he study deals exclusively w ith the “reform  socialist system,” seeking 
to present some of its characteristics. Its aim  is a positive analysis, not a 
norm ative position. I t tries to decide, if a country is at this historical stage, 
w hat features will m ark its property relations and coordination m echa­
nisms. So it has nothing to say about (1) whether the country remains at 
this stage; or (2) if not, how it can emerge from this stage and w hat it 
should do during the change of system. I expressed m y views on these 
m atters in a recent work of m ine (The Road to a Free Economy 1990). 
I will not repeat in this study the normative ideas and economic policy 
recommendations expressed there, but instead shed light on some m atters 
to do w ith the background of experience. T he starting point for the 
H ungarian change of system is provided by the economic relations inher­
ited from reform  socialism. These leave their m ark on the state and pri­
vate sectors and on the state and business apparatus. T he recom m enda­
tions for change m ust be based on reconsidering the features of the in ­
heritance, and this piece is intended to make a contribution to that.

T h e  study does not discuss th e  specific events in  one reform  socia­
list country  or another, b u t aim s for a h igh  degree of generalization. 
A tten tion  is focused p rim arily  on w hat th e  various reform  socialist 
countries have in  common. In  th a t sense it is theoretical in nature. 
N onetheless, readers should be cautious. T he sam ple is very small: 1

1 [To enab le  th e  reader to correctly  understand  th e  w ord “ no w ” I have to  em phasize th a t 
th is study was w ritte n  in 1988—9.]
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there  are few  countries w here reform  socialism perta ins or has p erta i­
ned, and in  som e the  period of observation has been short. I cannot 
undertake to provide a m atu re  positive theory  adequately  verifiable 
on th e  basis of experience. But even u nder these conditions, it  is use­
ful to m ake som e positive theoretical guesses th a t em phasize some 
essential com m on features in reform  socialism.

Since th e  object of the  analysis is to offer a few general observa­
tions, I will not a ttem p t here to support th e  conjectures w ith  data and 
em pirical evidence.2 In  o ther words, th e  em phasis is less on purely  
factual description and m ore on outlin ing  a specific approach to the  
analysis of these w ell-know n facts.

T h e  issues to be discussed in the  study have m any  political ra m i­
fications. Decisions concerning ow nership and coordination m echa­
nism s are, of course, strongly linked to the  questions concerning po­
wer, political institu tions and ideology. Apart from  a few sort hints, 
the  study does no t elaborate on the  political aspects of the  topics.3 * 5

T r a n s f o r m a t i o n  w i t h o u t  a S t r a t e g y

L ook ing  at the  history of the reform  socialist countries, it is found 
w ithout exception tha t the actual period of reform  was preceded by the 
circulation of reform  blueprints or programs. In m any cases, these blue­
prints were prepared by scholars. As a m atter of fact, the first example 
of such an academic program  for reform w ithin socialism goes back as 
far as Oscar L ange’s famous proposal for m arket socialism and the de­
bate to which his ideas gave rise in the 1930s (Lange 1936—1937). Some 
blueprints were also prepared by the leaderships, th a t is to say by party 
and governm ent officials, in Yugoslavia, Hungary, China, the Soviet U ni­
on, and other countries. Finally, there have been instances of programs 
published illegally or semi-legally by dissident politicians, for instance, 
by authors close to the unofficial trade union Solidarity in Poland, and 
by opposition intellectuals in Hungary and in the Soviet Union.

2 T h ere  is a volum inous lite ra tu re  on th e  description and analysis of reform  processes in 
th e  various socialist countries. To m en tion  only a few exam ples: B urkett (1989) on Yugoslavia;
Kornai (1986b) and A ntal e t al. (1987) on H ungary; Perkins (1988) on C hina; A fanas’ev (ed.)
(1988), H ew ett (1988), Schroeder (1987), and Shm elev (1987) on th e  Soviet U nion.

5 M y book T he Socialist System  (1992b) exam ines in detail th e  relations betw een  th e  po liti­
cal structure, th e  ideology, th e  ow nership  types, and th e  coordination m echanism s.
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W hile  all these reform  proposals becam e in teresting  historical do­
cum ents, and som e had  a m easure of influence on th e  course of 
events, th e  reality  in  th e  refo rm ing  countries has never corresponded 
to  any of th e  b lueprin ts. In  fact, no t even th e  officially publicized 
in ten tions of party  and governm ent w ere usually  realized consistent­
ly. T h e  departures from  th e  original program  w ere som etim es so 
g reat th a t th ey  bore no resem blance to th e  in itia l guidelines. Of 
course, h istory  has w itnessed m any  o ther cases of a gap betw een 
in ten t and  outcome: th e  F rench R evolution cam e to reflect few  of 
th e  ideas th a t th e  Encyclopedists like R ousseau had  been  discussing 
in  th e ir  works, and th e  Soviet U nion in  the  1930s tu rn ed  out to be 
a country  quite d iffe ren t from  th e  one M arx or th e  1917 revo lu tion­
aries had  envisaged.

I t  is ironic to note, nevertheless, tha t m ajor transform ations in cent­
rally planned economies occur w ithout being based on a central plan. 
There is a Chinese adage tha t talks of “crossing the  river by touching 
the stones.” T he reform  processes in socialist economies have conformed 
exactly to this: whole societies have set out across deep w ater w ithout 
accurate knowledge of their final destination, by a process of moving 
from one stone to another. Because of this lack of strategy, the reality 
of reform  in socialist countries has been m arked by historical compro­
mise, by backward as well as forward m ovem ents, euphoria and opti­
m ism  alternating w ith  disillusionm ent and frustration. I t  is also foun­
ded frequently tha t changes cannot be maintained, despite great efforts to 
do so. People often learn the limits of potential reform  by running, so 
to speak, up against a stone wall. In  any case, the  lim its of a society’s 
ability to transform  cannot be gauged accurately un til the  transform ing 
process has begun.

U nder such circum stances, it becomes extrem ely  im p o rtan t to re ­
cognize w ha t evolved spontaneously in the  reform  process. M arx used 
th e  G erm an te rm  naturwüchsig  (naturally  grown) to characterize spon­
taneous historical processes: phenom ena th a t appear not by govern­
m en t behest or u n d er adm inistrative pressure, bu t by th e  free w ill of 
certain  social groups.

T h e  study of “natu ra lly  grow n” changes is all th e  m ore im portan t 
because ind ividual freedom  of choice typically increased as a resu lt of 
reform , though  certain  restrictions were im posed by unchangeable 
taboos. N evertheless, spontaneous changes reflect to som e ex ten t vo­
lun tary  decisions and revealed preferences of various social groups.
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T his is exactly the  approach th a t d istinguishes th is study from  
m any  others. M ost work on reform  deals w ith  norm ative issues, and 
even in th e  realm  of positive analysis, the  discussion concerns the 
in tentions and actions of th e  leadership and the  apparatus. T his study 
seeks to poin t to another, no less im portan t aspect: w ha t occurs spon­
taneously, not on th e  orders or despite th e  orders of lead ing  groups.

T h e  E v o l u t i o n  o f  a P r i v a t e  S e c t o r

T h e  first area to focus on is the  evolution of a private sector. L e t us 
recall briefly  th e  period in w hich the  first reform  proposals were 
draw n up. W hen, for exam ple, th e  au thor began to partic ipate  in the 
East European th in k in g  on reform  in 1954, 1955, and 1956, all the 
scholars tak ing  part in  th e  debate were concerned alm ost exclusively 
w ith  questions of reform  as applied to the  state-ow ned sector.4

Discussions tu rn ed  on the  issues of how  to give m ore autonom y 
and stronger profit-based incentives to state-ow ned firm s, of how  to 
decentralize economic adm inistration, w hile at the  sam e tim e m a in ­
ta in ing  state ow nership in all bu t the  m ost m arg ina l sectors of the 
economy. T hese were the  views of radical reform ers in those days.

T ak ing  a th irty -year leap in history, it tu rns out that, quite in 
accordance w ith  th e  previous section of this study, history has taken 
quite a d ifferen t course from  the  one outlined in  the  b lueprin ts of 
academ ic economists. In  the  au tho r’s view, the  em ergence of a sign i­
ficant private sector in all socialist economies w here reform s had  tim e 
to develop, and especially in H ungary, Poland, and China, was the 
m ost im portan t result of economic reform .

T he m ost im portan t inroad by private activity  in socialist econo­
mies occurs th ro u g h  private farm ing. T his exists in  a variety  of forms. 
L and  m ay be reprivatized de facto  (as, for exam ple, u n d er th e  Chinese 
“fam ily  responsibility  system ”) or private fa rm ing  m ay never have 
been abolished and survive all kinds of political changes (as, for 
exam ple, in  Yugoslavia or in Poland). In  H ungary, the  role of the

4 See for exam ple, th e  follow ing sam ple o f th e  earliest papers advocating decentralization- 
based reform  in E astern  Europe: K idric (papers from  th e  1950s in th e  1985 volum e) for 
Y ugoslavia, P é te r (1954a and b, 1956) and K ornai (1959) for H ungary , Brus (1972) for 
Poland, L ib e rm an  (1972) for th e  Soviet U nion, and Sun Y efang (1982) for China.
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household plot and of private farm ing  also increased in  th e  wake of 
the  reform . In  addition, there  typically exists som e k ind  of fam ily 
subcontracting w ith in  the  agricultural cooperative.

A part from  these private and sem i-private agricu ltu ral businesses, 
there  is legal, tax-paying private activity in various o ther sectors. 
A significant p rivate sector has em erged in  various branches of the  
services, transport, and construction; and to a lesser ex ten t in m anufac­
tu rin g .5 T here  appear various form s of incom e derived from  private 
property, for exam ple, ren ting  out private hom es in  cities or privately 
owned second hom es in resort areas.

In  addition to the  form al private sector, various types of inform al 
“m oon ligh ting” often appear; these unlicensed and perhaps illegal, 
yet to lera ted  activities proliferate in the  services, com m erce, transport, 
and construction.6 R eform  economies also experienced a significant 
increase in  elaborate do-it-yourself activities.

In  som e countries and some sectors, such as housing and agricul­
ture, even property  owned by the  state or som e o ther social organiza­
tion m ay be sold or leased to individuals.7 But in practice, th e  larger 
part of th e  private-sector grow th resulted  from  en trep reneuria l in itia ­
tive, based som etim es on private savings, bu t som etim es alm ost exclu­
sively on individual labor input.

It m ust be stressed that the government typically does not have to 
convince its citizens to enter the private sector through a propaganda 
campaign. Usually, once certain prohibitions on private activity are lif­
ted, the private sector begins to grow spontaneously, w ith individual en­
terprises sprouting up like mushrooms in a forest after rain. T he explo­
sion of private activity is all the more rem arkable as it often follows a 
period of brutal repression of any form of private venture. As soon as the 
repression ends, the private sector im m ediately begins to expand in 
reform  socialist countries in a genuinely spontaneous m anner. People do

5 P rivate business partnerships, owned and operated by groups of people belong to th e  p ri­
vate sector, along w ith  businesses owned and operated by individuals or fam ilies. Such p a rt­
nerships are called “cooperative” in th e  Soviet Union, a lthough everybody knows they are in 
fact private business partnerships.

6 O n th e  form al and inform al private sector, see G rossm an (1977), G ábor (1985), Davis 
(1988), Pom orski (1988), and Dallago (1989).

7 Sales of sta te  property to private citizens and foreign investors have becom e com m on in 
Poland and H ungary . T h is is a tangible sign th a t th e  tw o countries are exceeding th e  bounds 
of “reform  socialism ” and en tering  on a “change of system .”
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not have to be cajoled or coerced into choosing this life.8 In  fact, they 
are im m ediately attracted by the higher earnings, the  more direct link 
between effort and reward, and the greater autonom y and freedom  the 
private sector offers. T he third reason in particular— the prospect of 
greater autonom y in private activity— should not be underestim ated.

P rivate activities generate relatively h igh  incom e because th ey  can 
m eet dem and left unsatisfied by the  state-ow ned sector. A craftsm an 
or th e  ow ner of a corner grocery store or a sm all restau ran t is ty p i­
cally in the  m iddle incom e bracket in  a private enterprise-based capi­
talist economy. But in th e  environm ent of a chronic shortage econo­
my, such activities catapult people into the  h ighest incom e group, not 
because th ey  w ere particu larly  sm art or greedy, b u t because the  ser­
vice th ey  provide is scarce. T he price they  receive for th e ir  o u tpu t is 
just th e  m arket clearing price in th e  sm all segm ent of the  economy 
w here a genuine m arket operates. T hey  can be g ratefu l to th e  state- 
ow ned sector and to th e  fiscal and m onetary  systems th a t create sup­
ply and dem and conditions leading to free m arket prices sign ifican t­
ly h igher th an  the  official prices in the  state-ow ned sector.

T he dim ensions of th is grow th in private economic activity  are 
even m ore rem arkable if one th inks th a t private business has to adjust 
to a hostile env ironm ent in a half-hearted ly  reform ing  socialist econo­
my. D espite some im provem ents, the  daily life of private businesses 
is still m arked by a m u ltitude  of bureaucratic in terventions and  re ­
strictions. T h e  private  sector has lim ited  access to supplies of m ate ri­
als and alm ost none to credit or foreign exchange, so th a t these are 
often acquired in  illegal or sem i-legal ways.

A fu rth e r sign of hostility  is jealousy of people observing th e  w i­
dening incom e differentials. T his envy of individuals who suddenly 
come to earn  m ore th an  others occurs u nder all systems, b u t it is like­
ly to be all th e  m ore divisive in a society w here people have been 
b rought up  to consider equality  a m ajor social desideratum . F inally, 
fu rth e r difficulties are caused by the  absence of legal institu tions to 
provide consistent protection for p rivate property  and enforce private 
contracts, as well as the  absence of political m ovem ents and associa-

8 T he Soviet Union, especially the Soviet agricultural sector, may be an exception. T he memory 
of the terror that accompanied mass collectivization and the “liquidation of the kulaks” is so deeply 
imprinted on the collective conscience that it has been passed from generation to generation. Many 
people still shy away from starting individual farming or any other kind of private business.
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tions devoted to articu la ting  private-sector interests. And th a t leads on 
to th e  ideological aspects of th e  issue.

Is it justifiable to assum e th a t this sm all-scale private activity 
u n d er reform  socialism leads inevitably  to capitalism ? For instance, if 
there  w ere now in a m eeting called in th e  Soviet U nion to decide on 
the  pragm atic question of how m any licenses to issue to private taxi 
owners, w ould it be p ertin en t to argue th a t private  cabs are not gen­
u ine capitalist ven tures and th a t Soviet socialism w ill no t be endan­
gered if a few m ore are allowed on the  streets? Nevertheless, if  the 
aim  is to be objective, th e  question cannot be dism issed lightly.

Using now th e  term inology of M arxian political economy, the  over­
w helm ing part of private sector activity in  a socialist economy can be 
classed as sm all com m odity production. Roughly speaking, the decisive 
distinction betw een sm all com m odity production and genuine capita­
lism  in  the  M arxian sense is th a t the  form er uses only the  labor inpu t 
of an individual, possibly w ith tha t of fam ily m em bers, whereas the 
latter uses hired labor regularly and so becomes exploitative, as it seeks 
to extract surplus value from employees. In  this context, th e  ideology 
and practice of socialist countries has been m uch influenced by L enin’s 
oft-quoted dictum: “Small production engenders capitalism and the bour­
geoisie continuously, daily, hourly, spontaneously, and on a mass scale” 
(Lenin [1920] 1964—1972c, p. 8). Lenin, in  the  au thor’s opinion, was 
absolutely right. I f  a society allows for the  existence of a large n u m ­
ber of sm all com m odity producers, and if it perm its them  to accum u­
late capital and grow over tim e, a genuine group of capitalists will 
em erge sooner or later. To appreciate this, readers m ay im agine for a 
m om ent w hat would happen if private producers had the  same access 
to credit and to all kinds of inputs necessary for production as the state- 
owned enterprises in a socialist economy, and if they  were to be trea ­
ted equally under the  tax and subsidy systems. W ithou t a doubt, the 
m ore successful private businesses would begin to accum ulate and 
grow. So the  negative answer to the  question as to w hether sm all com­
m odity production breeds capitalism  in pragm atic discussions of p arti­
cular cases is predicated on the assum ption th a t the  governm ent will 
not allow private business to grow beyond a certain critical threshold. 
In  o ther words, the  growth of the private sector in a socialist economy 
is not sim ply ham pered by the  excessive red tape of a ubiquitous and 
om nipotent bureaucracy. T he sustained growth of private businesses 
also runs counter to the ideological premises of the  system, and will
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therefore be held in  check by a ru ling  party  and governm ent unw ill­
ing to to lerate a significant capitalist sector.

T here are various ways of im posing constraints on the  private sec­
to r’s ability to grow. Sometimes, these constraints sim ply take th e  form 
of legal restrictions (for example, a ceiling on the  num ber of people a 
legal private firm  m ay employ, or on the  am ount of capital th a t m ay 
be invested in  it.) Obstacles to growth m ay also be incorporated in  the 
tax system. T he extent of taxation of a particular activity at a given 
tim e m ay vary substantially, so providing the  authorities w ith  an  addi­
tional tool for keeping the  private sector under control. For example, 
private craftsm en and private traders m ay be able to identify  the  exact 
level of taxation up to w hich they are able to sustain th e ir private ven­
ture, and beyond w hich they will have to abandon it and re tu rn  to 
work in  the  state-ow ned sector. Of course, these critical thresholds m ay 
vary from  sector to sector, from  period to period, and from  business to 
business. But it is im portan t to note th a t they exist and they  impose 
institutional lim its on the  survival of a private firm . T he m ost pow er­
ful upper lim it on accum ulation is uncertain ty  and the  fear of fu ture 
nationalization and confiscation. M emories of past repression are vivid 
and individuals m ay be scared th a t th a t they  and th e ir children m ay 
one day be stigm atized as “bourgeois” or “kulak.”

T hus economies of scale cannot be enjoyed, due to th e  lim itations 
on capital accum ulation. I t m ay be socially m ore reasonable in  a gi­
ven political and ideological clim ate to squander profits ra th e r th an  
p u t th em  to productive use. H istorical accounts of capitalist economies 
com m only m ention  th e  th rif t of the  founders of fam ily  businesses, 
who try  to bequeath  th e ir w ealth  to fu tu re generations. In  th e  pic­
tu re  pain ted  in T hom as M ann’s novel Buddenbrooks, extravagance ap­
pears only in  th e  second and subsequent generations of a capitalist fa­
m ily line. By contrast, waste in fam ily  businesses in socialist countries 
often begins on th e  first day of th e ir existence, as it is quite u n cer­
ta in  w h e th e r ventures w ill survive even as long as th e ir  founders.

M yopic behavior is also encouraged by the  social env ironm en t of 
th e  private sector. P rivate  firm s are typically ind ifferen t to bu ild ing  
up  a solid clientele, because th e ir owners feel they  m ay no t even be 
in business in  a year’s tim e. In  an extrem e case, th e  overall env iron­
m en t of a sellers’ m arke t m ay p rom pt private firm s to be dow nrigh t 
dishonest w ith  custom ers and reap th e  largest possible one-off profit. 
Since consum ers are used to queues and shortages in th e  state-ow ned
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sector, it is generally  easy for private firm s to keep th e ir  customers, 
though  th e ir em ployees m ay be hard ly  m ore forthcom ing  or polite 
th an  th e ir  counterparts in th e  state-ow ned sector, if th ere  is one. In ­
stead of raising  overall standards of service of sellers u n d er state ow n­
ership in the  direction of those of a buyers’ m arket, the  standards of 
new  sm all p rivate ventures drop to those of sellers in  a chronic sho rt­
age economy.

P rivate  ventures have to adapt to th e  use of bribery, too, in acquir­
ing necessary inputs. C heating is needed not only to acquire inputs, 
b u t to defend th e  business against the  state. M any individuals joining 
the  private  sector are not entrepreneurs, bu t adventurers. Such is the 
natu ra l process of selection u nder the given conditions.

These circum stances set the  trap  for the  social position of th e  p ri­
vate sector. D aily  experience supplies argum ents for “an ti-cap ita list” 
dem agoguery and popular slogans against p rofiteering, greediness, and 
cheating.9 Such propaganda fuels fu rth e r restrictions and in terven ­
tions w hich  lead to fu rth e r deterioration: to capitalism  at its worst.

T h e  resu lting  vicious cycle is rem iniscent of a m arriage betw een 
an an ti-Sem ite and  a Jew  or a racist and a black. As th e  m arriage 
goes on, husband  and wife irrita te  each o ther and m ay even ha te  each 
other, bu t th ey  know  they  m ust cohabit out of strong com m on eco­
nom ic interest. T he reform  socialist system  needs th e  active contri­
bu tion  of a private sector; otherw ise it cannot supply its citizens w ith  
goods. Socialism has apparently  arrived at a stage in h istory  w hen it 
is unable to survive in its pure, strictly non-capitalist fashion and 
m ust coexist w ith  its self-acknowledged arch-enem y, no t only w orld­
wide b u t w ith in  its own borders as well.

T h e  P e r s i s t e n c e  o f  B u r e a u c r a c y

T h e  state-ow ned sector rem ains the  dom inan t sector of th e  econom y 
in E astern  Europe, in  th e  Soviet Union, and in  C hina as well, though  
not to th e  sam e ex ten tJ10]

9 I t’s ironic th a t some politicians and journalists in reform socialist countries, (sometimes even in 
“new  left” circles w ithin oppositionist groups) argue against high prices and profiteering on moral 
grounds. It is not recognized that it is inconsistent to declare the desirability of a m arket and at 
the same tim e deny th e  legitimacy of a price generated by th a t same m arket mechanism.

10 [The original version of the  article, published in 1990, continued w ith the  sentence, “As China
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T he central idea behind  the  original reform  b lueprin ts was to abo­
lish the  com m and economy, th a t is, elim inate m andatory  ou tpu t ta r ­
gets and in p u t quotas. At present, Yugoslavia and H ungary  are the 
only countries to im plem ent th is m ore or less consistently. I t has been 
done only partia lly  in  the  two biggest socialist countries, C hina and 
the  Soviet U nion.t11!

T he in itia l expectation of th e  reform ers was th a t once th e  adm in is­
trative system  had  been abolished, the  m om entary  vacuum  would 
th en  be filled by th e  m arket m echanism . In  o ther words, bureaucra­
tic com m ands w ould be instantaneously replaced by m arket signals. 
T he assum ption underly ing  th is position was th a t of a sim ple com ple­
m en tarity  betw een th e  tw o m echanism s of coordination, bureaucratic 
and m ark e t.12 T his expectation, shared by this au tho r in 1955—6, has 
tu rn ed  out to be naive. W h at actually happens is th a t  the  vacuum  left 
by elim inating  adm inistrative com m ands, and thus direct bu reaucra­
tic coordination, is filled no t by the m arket, bu t by other, indirect 
tools of bureaucratic coordination.15

T he role of the  m arket, which was not completely elim inated even 
under the classical socialist system of planning, has of course increased 
in the wake of reform. But the role of the bureaucracy has continued 
to be pervasive and is asserted in  m any different ways.14 To sum m arize, 
the role of the bureaucracy rem ains param ount in  selection and prom o­
tion of managers, and in  decision-making power over the  entry and the

proceeds on the road to industrialization, however, the  role of state-owned enterprises is likely 
to increase.” This prediction has not come true. T he relative w eight of sta te enterprise in China 
has fallen, not risen. This phenom enon is considered in Studies 3 and 7 of this volume.]

11 [W hile the  Soviet U nion broke up at the beginning of the 1990s and a change of system 
began in Russia and the  other successor states, one of the  great achievem ents of the  “reform 
socialist” stage in C hina has been to restrict substantially or elim inate the  planning-com m and 
m echanism  in various segm ents of the  state sector.]

T h e  term  bureaucratic coordination, here as in other works of the  author, is used in a value- 
free sense, w ithout any of the negative connotations it bears as in m any East European w ritings 
and speeches. I t refers to certain types of controlling and coordinating activities. T h e  m ain cha­
racteristics of the  m echanism  include m ulti-level hierarchical organization of control, dependence 
of subordinate on superior, and the  m andatory or even coercive character of the  superior’s 
instructions.

15 T h e  notions of direct and indirect control were first applied by Kálmán Szabó, T am ás Nagy, 
and László Antal.

14 In the  spirit of note 12, a word of explanation is needed about the  term  bureaucracy. This 
notion is also used in a value-free way, w ithout any negative connotations. It denotes the  h ier­
archical apparatus in control of all social and economic affairs and includes no t only governm ent 
officials and m anagers, but functionaries of the party and the  mass organizations as well.
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exit of firms. W hile the bureaucracy has reduced or com pletely re lin ­
quished direct adm inistrative control over the quantities of output and 
input by state-owned firms, it can still control them  by inform al in ter­
ventions, through formal state orders and inform al requests, and 
through adm inistrative price setting and extrem ely strong financial de­
pendence of the firm  on its superior organs. So the state-owned firm  is 
strongly dependent on the various branches of the  bureaucracy, the m i­
nistries in  charge of production, foreign trade authorities, the price cont­
rol office, financial bodies, the  police, and so on. T here is also frequent 
intervention in  enterprise affairs by party  organizations. A change has 
occurred in  the form, but not the intensity of dependence.

This description of the private sector has employed the  term s spon­
taneous or naturally  grown. H ere it should be emphasized th a t persis­
tence of the bureaucracy is a spontaneous and natural outgrow th of the 
socialist economy as w ell.15 T he Central Com mittee or Politburo does 
not have to decide to m ain tain  as m uch of the  bureaucracy as possible 
during the  reform  process. On the contrary, the bureaucracy m ay grow 
despite sincere attem pts to reduce it and dram atic campaigns to get rid 
of it, such as the one during the Cultural Revolution in China. T he cur­
ren t Soviet cam paign of perestroika (restructuring) again sets out to re ­
duce the  size of the bureaucracy, but experience so far does not w arrant 
m uch confidence in  the chance of checking the natural growth of the 
bureaucracy, even if  drastic methods are employed. T here is partheno­
genesis of bureaucracy in the sense tha t if it is elim inated in  one place 
and one form, it reappears in another place and another form.

T his continual regeneration of bureaucratic control is explained by 
m any  factors. One is, of course, th e  m ateria l advantage associated 
w ith  bureaucratic positions: financial benefits, privileges, and access to 
goods and services in short supply. Even m ore im p o rtan t is th e  lure 
of power. H ere we arrive at a h igh ly  political issue again. T h e  re la ­
tive shares of th e  role played by bureaucratic and m arke t coordina­
tion is no t sim ply a m atte r of finding the  m ost efficient division of 
labor betw een two neu tra l form s of control. T h e  bureaucracy rules the  
socialist economy. Allowing genuine function ing  of th e  m arke t entails

15 As before, th e  te rm  natural is no t used here  in th e  sense of A m erican  advertising , as a 
synonym  for words like good, wholesom e, and non-artificial. I t is used to denote a pheno­
m enon th a t  reproduces w ith o u t governm ent support and som etim es desp ite  policies designed 
to oppose it, sim ply  as a consequence of th e  social situation.
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voluntary  su rrender of an im portan t p art of its realm .
T he m ain  consequences of th is are constraints on the  reform abili- 

ty  of the  state-ow ned sector im posed by the  system ic tendency  of 
regeneration of th e  bureaucracy. T he point m ay be clearer if th e  ques­
tion of th e  constituency for reform  is considered. For g reater state to ­
lerance for p rivate economic activity, this constituency is large and 
w ell-defined. I t consists of all the  citizens of a socialist country who 
chose to, or at least w ould like to have the  option to w ork in  th e  p ri­
vate sector, as en trepreneurs or employees.

But nobody is an unqualified w inner by decentralization of the  state- 
owned sector. Everyone involved in the  sector gains as well as loses by 
genuine decentralization. M embers of the  bureaucratic apparatus m ay 
gain some autonom y from superiors, but sim ultaneously lose power 
over subordinates. A reduction in paternalism  and concom itant h a r­
dening of th e  budget constraint entails advantages and disadvantages 
to m anagers and to workers in  state-owned firm s.16 T hey  are w inners 
and losers at the  same tim e for they gain in autonom y, bu t lose in sup­
port. W hile it is typically true th a t people disapprove of, or are at best 
indifferent to th e  support of others, they  usually like to be supported 
themselves. In  a capitalist economy, this am bivalent feeling towards 
protection is best reflected in  the  complex attitude towards free trade: 
evaluated favorably w hen it allows a company to m arket its own 
products in foreign m arkets w ith only m inim al tariffs, but less eagerly 
welcomed w hen it brings foreign competitors into the dom estic m ar­
ket. In  a socialist economy, not only managers, but every individual 
working in  the  state-ow ned sector has these am bivalent feelings about 
the soft budget constraint, paternalism , support and protection.

W hile h igh  taxes were disliked, subsidies, even if th e  firm  is not 
receiving th em  at the  tim e, m ay come in handy in th e  fu ture , and so 
cannot be opposed quite so strongly. S im ilar am bivalence appearance 
over shortage, w hich  inconveniences buyers, b u t suits sellers.

I t tu rns out th a t ne ith e r bureaucrats nor m anagers, nor indeed 
workers are en thusiastic exponents of com petition or of m arketization  
of the  state-ow ned sector. At most, some en ligh tened  governm ent offi­
cials and in tellectuals m ay come to th e  conclusion th a t hard en in g  of

16 For th e  term s “soft” and “ hard  budget co nstra in t” , see Kornai (1980, 1986b). [T here 
is a com prehensive account of m ore recen t theory  about hardness and  softness of th e  budg­
e t constra in t in K ornai, M askin, and R oland (2003).]
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the  budget constrain t and a decrease in  paternalism  is needed to 
im prove th e  perform ance of the  economy. As for th e  masses, there  are 
no strikes or street protests in  favor of increasing econom ic efficiency 
at the  expense of state protection. T here  exists no grassroots m ove­
m ent for decentralizing the state-owned sector. On the  one hand, there 
is a strong inducem ent to m ain ta in  bureaucratic positions, and on the  
other, no clear constituency against m ain ta in in g  them . So th e  final 
resu lt is p erm an en t reproduction of bureaucratic coordination.

A l t e r n a t i v e  F o r m s  o f  S o c i a l  O r g a n i z a t i o n

and the 
socialist 
a some-

F ig u re  2.1. S trong and weak linkages

A_fter this discussion of the  private and state-ow ned sectors, 
roles of bureaucracy and the  m arket in a prototype reform  
economy, le t us now  approach the  them e of th is study from  
w hat m ore general point of view. Consider Figure 2.1.

Ownership fo rm s  Coordination mechanisms

State / A B ureaucratic
.................. ......  ............. ................ coordination

Private 2 ........................ ................................ ............
B M arket

............. coordination

Cooperative and ...................—
Q Associative

labor m an ag em en t coordination

Strong lin k ag e------- W eak linkage

W hen  referring  to state ow nership 1, we have in m in d  th e  classi­
cal case of bureaucratic centralized state ownership; 2  is private  ow ­
nership, w hile A  and B refer respectively to bureaucratic  and m arket 
coordination.

Tw o strong  linkages exist betw een ow nership form  and  coordinati­
on m echanism . So it is com m on to encounter classical, p re-reform  so­
cialist economies th a t com bine state ow nership w ith  bureaucratic 
control and classical capitalist economies th a t com bine private  ow ner­
ship w ith  m arke t control. These two sim ple cases m ig h t be looked 
upon as historical benchm ark models. I t seems quite na tu ra l th a t w hen
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economic units based on private ownership operate in th e  m arket, as 
sellers and as buyers, they  should be m otivated by th e  incentives of fi­
nancial gain and h igh ly  responsive to costs and prices. S im ilarly, eco­
nom ic units u n d er state control are operated by the  bureaucracy, using 
bureaucratic instrum ents.

By contrast, th e  private sector in  reform  socialist economies, w hile 
m ain ly  controlled by th e  m arket, is also subject to bureaucratic  con­
trol, as sym bolized by the  dotted line from  2 to A . Yet th is  a ttem pt 
to impose bureaucratic control on private activities does not and cannot 
work sm oothly, due to th e  basic incongruity  of th is pair.

In  addition, th ere  exist other, generally  also inconsistent attem pts 
to coordinate th e  state-ow ned sector via m arket coordination (the  do t­
ted  line from  1 to B). T his idea was, of course, a t th e  cen ter of the 
b luep rin t for m arke t socialism. But it tu rn ed  out no t to be possible to 
decrease the  dom inan t influence of the  bureaucracy. T h e  influence of 
the  m arket on coordination of state-ow ned firm s is fu ll of frictions, as 
has been seen in th e  earlier section of th is study. D espite th e  efforts 
of reform ers to streng then  the  linkage of 1 to B , th ere  is an  inclina­
tion to restore th a t of 1 to A·, bureaucratic coordination penetrates and 
pushes out th e  influence of the  m arket. To sum  up: th e  linkages 
betw een the  la tte r two pairs— those betw een 1 and B, and betw een  2 
and A — can be classed as weak.

T he notion of strong and weak linkages do not im ply a value judge­
m ent or indicate any preference on the part of the author. These are 
descriptive categories. In  accordance w ith the general philosophy of the 
study, a linkage between an ownership form and a type of coordination 
is strong if it emerges spontaneously and prevails in  spite of resistance 
and countermeasures. I t is based on a natural affinity and cohesion 
between certain types of ownership and certain types of coordination 
m echanism , respectively. T he adjective weak refers to linkages th a t are 
to some extent artificial and not sufficiently robust to w ithstand the 
im pact of a strong linkage. W eak linkages are pushed aside by strong 
tim e and again, w hether intellectual and political leaders like it or not.17

17 T h ere  are m an y  o th e r  com binations of Í, 2, A, and B  w orth  considering. For exam ple, 
if th e  private  sector of an econom y is strong and stable, and th e  linkage of 2  to B  is th e  dom i­
n an t one; a certain  segm en t of th e  econom y can be successfully subjected to  th e  linkage of Í 
to B. In  o ther words, in a basically private m arket econom y, th e  state-ow ned sector can adjust 
to th e  ru les of th e  m arket
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T h e  W e a k n e s s  o f  “ T h i r d  F o r m s ”

I s  there a “th ird  w ay”? First let us tu rn  to the  issue of ownership. In  
row 3, w here Figure 2.1 refers to cooperatives and labor m anagem ent, 
it is necessary to emphasize the non-private and also non-bureaucratic 
character of social ownership, such as th a t found in  genuine workers’ 
m anagem ent.18 T he idea of cooperative socialism has long been part of 
social thinking. As for coordination of type C, the term  “associative 
m echanism ” is the collective nam e of a set of potential mechanisms. It 
is possibly easiest to define the set in negative way, as any m echanism  
of coordination avoiding the use of bureaucratic and m arket coordina­
tion; a m echanism  based on self-governance, free association, reciprocity, 
altruism , or m utual voluntary adjustm ent. T he literature on socialism is 
rich in  proposals for basing socialist society on cooperative ownership 
and non-m arket, non-bureaucratic associative coordination. In  referring 
to this tradition of thought, M arx coined the som ewhat derogatory term  
“Utopian Socialism.” Early representatives of this line included 
Proudhon, Fourier (to some extent), Owen, and others.

T he literature does not always couple 3, co-operative, self-governed 
ownership and C, associative coordination. Some authors emphasize 3, 
others C, w hile in  some cases, the  two are considered together. Ideas of 
this kind came up frequently in  reform  discussions in  socialist coun­
tries.19 T he whole Yugoslav experience constitutes an attem pt, albeit a 
highly im perfect one, to move in the direction of this th ird  way to so­
cialism, away from  exclusive reliance on state or private ownership and 
on bureaucracy or the m arket. T he Chinese Cultural Revolution m ay be 
looked upon as another attem pt to smash the bureaucracy and proceed 
to a non-bureaucratic type of socialism, w ithout introducing m arket ele-

18 In accordance w ith  th e  definitions used in th is study, p riva te  business partnerships in 
th e  Soviet U nion cannot be regarded as genu ine  cooperatives. T hey  belong to form  2  and  not 
to form  J.

19 Of course, cooperative ow nership can be linked not only to coordination m echanism s of 
type C, b u t to th e  m arket m echanism  as well. For exam ple, Y ugoslavia experim ented  w ith 
coupling ow nership  form  3 (labor m anagem ent) w ith  coordination m echanism s B  and C  
(m arket and “associative” coordination). L arge segm ents of th e  econom y w ere coordinated in 
th e  unusual w ay by th e  m arket m echanism . A t th e  sam e tim e, so-called “social com pacts” 
w ere arranged to establish direct contracts betw een representatives o f producers and of con­
sum ers; they  w ere expected voluntarily  to m ake m utual adjustm ents. W hile  official policy 
a lternated  in th e  em phasis given to m echanism s B  and C, in fact bureaucratic  coordination 
m echanism  A  prevailed  all th e  tim e, and was in a la ten t fashion th e  d o m in an t force.
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ments. But neither of these two great historical experim ents leads to 
conclusive results.!20! In  both cases the  transform ation was forced on 
society by the political leadership, and although the in itiative from  the 
top initially had enthusiastic support from at least some of the popula­
tion, it was subsequently institutionalized and forced through, w ithout 
any deviation from the central party line being tolerated. So the  fact 
th a t som ething resem bling ownership form 3 was and still is the  dom i­
nan t form in Yugoslavia or th a t the rhetoric of M ao’s C ultural Revolu­
tion reasserted principles sim ilar to coordination m echanism  C  does not 
allow any conclusions to be reached on the true strength of these forms.

Let us apply instead the criterion proposed previously— whether coope­
rative ownership and associative coordination grow spontaneously and 
naturally during the reform  process of socialist systems. This question is 
m eaningful because establishm ent of genuine voluntary cooperatives, 
voluntary adjustments, and other forms of associative coordination are 
not prohibited in  these countries. Small cooperatives are far better tole­
rated by the  system than  are private economic activities. A ltruism  and 
non-commercialized reciprocity are legal under any system, of course.

However, it can be seen th a t w hile 3 and C exist, and existed even 
at th e  peak of bureaucratic centralization, these form s have not expe­
rienced spectacular grow th since the  com m and system  was abolished. 
W hen o ther form s beside centralized state ow nership were perm itted , 
only private ow nership gained rapidly ground. W hile  elim ination  of 
d irect bureaucratic control left a m om entary  vacuum , th is has been 
filled m ain ly  by indirect bureaucratic control and by som e form  of 
m arke t coordination. Cooperative ow nership and associative coordina­
tion have played an auxiliary  role at m ost.21

20 [W ith  today’s eyes, based on th e  available inform ation  about th e  m otives and destruc­
tive consequences of th e  Chinese C ultural Revolution launched by Mao, th is assessm ent m ay 
seem  too m ild. It is doubtfu l how sincerely the  instigators of th e  sequence of events, Mao 
and his im m ediate  circle, believed in th e ir  ow n rhetoric against party  bureaucracy, even if 
th e  m isguided masses w ere deceived, especially th e  young people so en thusiastic  about Mao. 
U ltim ately , th e  final resu lt was no t just an experim en t th a t w ent w rong, b u t th e  deaths, to r­
ture, degradation , and loss of livelihood of very m any  people, no t to m ention  to th e  huge 
losses it caused in th e  economy.]

21 O w nership form  3 and coordination m echanism  C  are associated in m any  w ritings w ith  
certain  political ideas such as adm in istrative decentralization of governm ent activities, the  
increased role o f local governm ents, participatory  dem ocracy and self-governance, corporative 
ideas o f various sorts and so on. Again, th e  discussion of these aspects is beyond th e  lim its of 
th e  p resen t study.
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I t is tim e to  sum  up the  general conclusions m ade about the  
strengths or weaknesses of th e  forms of social organization. W hile  ow­
nership  form s 1 and 2 are robust, 3 has few followers. S im ilarly, coor­
d ination  form s A  and B  are w idely applied, b u t C  operates only in a 
ra th e r restricted area. In  contrast to the  strong linkages betw een 1 and 
A , and betw een 2 and B, all o ther po ten tial linkages from  1, 2, and 3 
on the  ow nership side to A, B, and C on th e  coordination m echanism  
side are weak. (Figure 2.1 shows only four of the  po ten tia l weak link ­
ages using dotted lines. T here  are others, of course.) T h e  valid ity  of 
conjectures about th e  strengths or weaknesses of certain  ow nership 
forms, coordination m echanism s, and linkages betw een ow nership and 
coordination m echanism  is an empirical m atter. As indicated  in the  
In troduction , th is study does not provide em pirical evidence. All th a t 
needs to be added here is th a t the  valid ity  of th e  conjectures being 
m ade is testable. T hey  can be accepted, m odified, or rejected by infe­
rence from  em pirical studies reported  in available lite ra tu re  or to be 
conducted in  th e  future. In  any case, th e  issue of th e  valid ity  of em ­
pirically  testable conjectures has to be strictly  separated  from  th e  n o r­
m ative issue: political and m oral preferences am ong th e  set of a lte r­
native form s of ow nership and coordination m echanism s.

I t  has to be adm itted  th a t th e  observations about th e  weakness of 
th ird  form s are draw n from  a sm all sam ple of historical episodes ob­
served over a re la tively  b rief period. Researchers in perhaps tw enty  
or th ir ty  years m ay observe th is tendency te rm in a tin g  and history tak ­
ing an a lternative  route. H istory is always unpredictable. But as long 
as no contrary  evidence is provided by experience, it is w orth  bearing 
in m ind  these observations about the  streng th  or w eakness of a lte r­
native ow nership form s and coordination m echanism s.

I t  is fully  understandable for various social groups and  in te llectu ­
al currents to advocate greater scope for th ird  forms. Such efforts m ay 
have beneficial effects so long as those advocating th em  do no t n ou­
rish false hopes or strive for th e  dom ination of non-state and non-pri­
vate ow nership, w ith  non-bureaucratic and non-m arketized  coordina­
tion. I t w ould be in tellectually  dishonest to conceal th e  evidence about 
the  weakness of th ird  forms and the  observation th a t these form s can 
play at m ost an  auxiliary  role beside th e  form s th a t are tru ly  robust.
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N o r m a t i v e  I m p l i c a t i o n s

N o  search for th ird  forms of ow nership and /o r coordination m echa­
nism  can circum vent the  really tough choices. So w hat really  needs to 
be decided is th e  relative im portance of th e  two robust form s of ow ­
nership: state and private. Closely allied to this is th e  choice over the 
relative shares of the  tw o robust coordination m echanism s: bureauc­
ratic and m arket.

H ere a caveat is required. Discussions of ideas for reform  often put 
a normative tw ist on the  critical propositions generated  by th e  posi­
tive analysis of an existing socialist system, w ith  th e  follow ing logi­
cal structure: “I f  you say th a t the  phenom enon A  has h arm fu l effects, 
th en  it im plies a válue judgm ent and a perspective suggestion as well: 
th e  e lim ination  of phenom enon A  elim inates th e  h arm fu l effects. 
Therefore phenom enon A  should be elim inated .” T his tra in  of though t 
is logically false and also dangerous. Even if one can expect th a t p h e­
nom enon A  has harm fu l effects, it does not follow from  th a t proposi­
tion th a t (1) e lim ination  of phenom enon A  is at all feasible u n d er the 
given conditions; or (2) th a t e lim inating  phenom enon A  is a sufficient 
condition for e lim in a tin g  th e  harm fu l consequences.

Now le t us re tu rn  to th e  ideas elaborated in th is study. T h e  au thor 
would like to avoid norm ative twists to his positive analysis. T h e  posi­
tive statem ents to th e  effect th a t both  state and private ow nership are 
robust forms, and th a t each has a strong linkage to e ither bureaucratic 
or m arket coordination does not im ply a clear norm ative economic 
policy proposal about these forms. T he positive statem ents do not 
b ring  w ith  th em  the  proposal th a t society m ust give up  state ow ner­
ship and sh ift to private ownership. T hey  do not im ply th e  opposite 
either: e lim ination  of private property  and exclusive valid ity  for state 
ownership. N or is the  study suggesting th a t we faced an e ith e r/o r type 
of b inary  choice betw een m utually  exclusive forms: e ith e r state ow ­
nership  w ith  bureaucratic coordination, or p rivate ow nership w ith  
m arke t coordination. But instead of these non sequiturs, th e  ideas p re­
sented in th e  study, do en tail the  following:

1. State and private ownership can coexist w ith in  the  sam e society. 
In  the reform  socialist political, social and ideological environm ent, this 
is an uneasy symbiosis, burdened by m any grave dysfunctional features.

2. T he decision on the  actual proportions of state and private ow ­
nership  and th e  associated decision on the  com bination of bureau-
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cratic and m arket coordination both  depend on th e  ultim ate value 
judgm ents  of th e  individual, m ovem ent or party  partic ipa ting  in the 
choice. T h e  relation  to state and to private  ow nership is no t strictly 
economic. I t is not based only on considerations of efficiency. I t  is 
deeply influenced by political belief, w orld view, eth ical postulates, 
and sen tim en tal ties and antipathies as well.

This study does not com m ent on these value judgm ents, nor on the 
political and ethical criteria underlying the choices am ong them . I have 
expressed m y views on these m atters, based on m y own system of val­
ues, in m y recent work The Road to a Free Econom y  (Kornai 1990), 
m entioned in  the  Introduction. T here I stress m y conviction th a t rapid 
developm ent and a rapid increase in  the  share of the  private sector are 
expedient. But I repeat th a t the approach there is of a different kind 
(likewise justified and im portant). This study is in tended to rem ain  
w ith in  the  bounds of positive (descriptive, interpretive) analysis, and is 
therefore confined to conditional predictions based on theoretical con­
jectures about the strengths and weaknesses of various possible linkages 
betw een ownership and coordination mechanisms.

T h is study m erely  warns: le t us have no illusions or false expecta­
tions. L e t logical consequences be expressed. Once one opts for a large 
share for state ownership, one gets a “package deal,” and the  package 
inevitably  contains a big dose of bureaucratic coordination. A nother 
w arn ing  is also needed: if one really  w ants a larger share for m arket 
coordination, one m ust ipso fa c to  accept a larger and ever increasing 
share for p rivate ow nership and individual activity. T h e  desired coor­
dination m echanism  (m arket, say) does not arrive w ithou t significant 
backing from the  appropriate ownership form (private ownership). L ike­
wise, th e  desired ow nership form  (public, say) is no t obtained  w ith ­
out its associated form  of coordination (bureaucratic). Such is the 
Realpolitik  of reform  of th e  socialist system  and of socio-economic 
transform ation  of it. M arket socialism is a pipedream . T h e  usual slo­
gans dem anding  state ow nership w ith  m arket forces en ta il a m isun­
derstanding  or engender naive, false expectations th a t are certain ly  
disproved by th e  b itte r track record of experim entation  w ith  sem i­
reform s. I t  m ig h t even be said th a t som e econom ists and policym a­
kers have used th is catch-phrase as a tool of mass m anipulation , or to 
p u t th a t less pejoratively, as an  educational instrum ent. (“A fter a long 
period in  w hich it has been alleged th a t 2 X 2 = 8, it is reasonable to 
allege in itia lly  th a t 2 x 2  = 6. D eclaring im m ediately  th a t 2 x 2  = 4
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causes too m uch of a shock.”) B ut then , m ust every socialist country 
tread  th e  pain fu l path  of gradual disenchantm ent? Is it really  hope­
less to expect th a t  latecom ers to the  reform  process, such as China, 
the  Soviet U nion, or m aybe in the  fu ture East G erm any or Bulgaria, 
can learn  from  th e  disappointm ents of such countries as Yugoslavia 
or H ungary, w hich have gone before them ?

3. Those who sincerely seek a larger role for th e  m ark e t m ust 
allow m ore room  for form al and inform al private activities, for free 
en try  and exit, for com petition, for individual en trepreneursh ip , and 
for private  property. Only radical expansion of th e  private sector can 
create favorable conditions for m arketization of th e  w hole economy. 
M ovem ent in  th a t direction— towards expanding the private sector— is 
the  m ost im portan t yardstick of economic reform . W ithou t such 
m ovem ent, re form ing  slogans pay only lip service to  decentralization 
and m arket coordination. I do not th in k  the  change of system  th a t 
H ungary  is undergo ing  has m ade reconsideration of th e  questions 
explored here  redundant. T here  are very strong illusions being held 
by m any  in fluen tia l people, especially about “m arke t socialism ” by 
economic leaders and economic researchers. M any hope it w ill prove 
possible to transfo rm  th e  state-ow ned enterprise into a tru ly  m arket- 
oriented organization. In  m y view, G áspár M iklós T am ás was rig h t in 
saying th a t th is is one of the  “th ird -road” views (T am ás 1989). I am  
convinced th a t the  practical economic-policy tasks of th e  change of 
system  and th e  economic transition  to the  new  system  can be p er­
form ed only by those w illing  to face the  failures of “reform  social­
ism ” and th e  deeper explanation for those failures. One factor in  th a t 
deeper explanation is to reconsider w hat property forms and coordina­
tion m echanism s prove com patible and attractive to one another, and 
w hich have an  underly ing  incom patibility  betw een them .
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3

I n t r o d u c t i o n

T h e  link ing  of th e  two term s socialism and m arke t has a long h is­
tory. Various com binations and ties betw een th em  have em erged  in 
long-lasting, som etim es ra th e r heated  debates, in  academ ic circles and 
in the  political sphere, including “m arket socialism ” and “socialist 
m arket econom y,” to m ention  b u t two frequent ones!']

To look at recent experience in China and V ietnam  and the  study 
of their actual history m ay help in a reconsideration of the  relationship 
between socialism and the market. An opposite approach m ay also prove 
useful. Recalling past political and academic debates m ay contribute to 
a better understanding of the  realities of contem porary history. Analysts 
are at risk of getting  lost in  m inor details. C onfronting today’s experi­
ence w ith intense, century-old debates will help to place Chinese and 
Vietnam ese developm ent in a wider historical context.

T h e  debates so far have always been b lurred  by conceptual con­
fusion. T his study attem pts to apply some conceptual clarification to 
them .

[The author gratefully acknowledges the valuable assistance of Yingyi Qian and Agnes 
Schooner.]

1 [T he te rm ino logy  (“m ark e t socialism ”)— as it is going to be d ea lt w ith  in th is  study— 
has o rig inally  been used by academ ic econom ists, w hile  th e  expression “socialist m arket 
econom y” is characteristic  of th e  language of th e  official Chinese ideology.]
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I n t e r p r e t a t i o n  o f  t h e  T e r m  “ M a r k e t ”

T h e  interpretation of the concept of market is not too difficult. There is 
more or less a consensus. The m arket is a m echanism for coordinating 
hum an activities. I t is a social arrangem ent for integration of society.2

T h e  m arket is not th e  only m echanism  of coordination and in teg ­
ration. L et m e m ention  just one alternative, the  feasible and pow er­
ful one of bureaucratic coordination, as an exam ple of special re le­
vance in the context of Chinese and Vietnamese experience. I t served as 
the  m ain  coordinator in these two countries for decades. B ureaucratic 
and m arke t coordination display m any im portan t differences, in  de­
gree of centralization or decentralization, in th e  na tu re  of in form ation 
flows, and in  th e  incentives associated w ith  the coordination type. 
M arket and bureaucratic coordination are only two, albeit especially 
re levan t types; history has generated o ther coordination m echanism s 
as well. As tim e goes by, societies choose betw een alternative coordi­
nation m echanism s— deliberately  or spontaneously. R eform  in C hina 
and V ietnam  includes, am ong o ther changes, a sh ift aw ay from  the 
predom inance of bureaucratic coordination tow ard predom inance of 
m arket coordination.

W hile there  is w ide consensus on the  m eaning  of the  te rm  m ar­
ket, th ere  are great difficulties w ith  the  concept of “socialism .” 
Several in terp re ta tions coexist, in w hat is not sim ply h a irsp litting  lin ­
guistic disagreem ent. On th e  surface th e  controversy seem s to be 
about th e  in terp re ta tion  of a single word, b u t in fact th e  conceptual 
debate is heavily  loaded w ith  political values, w ith  the  struggle to rea ­
lize alternative visions of a “good society,” and w ith  sharp  divisions 
on the  strategy for creating the  new  order. I t  is not about words, bu t 
about political rhetoric  and ideologies!3]

2 M ost textbooks and d ictionaries o f econom ics offer a concise characteriza tion  o f th e  con­
cept of “ m ark e t,” and  also various classifications of m arkets. See, for exam ple, M ankiw  
(2004), or Sam uelson and  N ordhaus (2004). I am  using  here, and in la te r parts of th e  paper, 
th e  conceptual fram ew ork  of m y book The Socialist System  (1992b).

3 [T here  was a large n u m b er of Chinese and V ietnam ese econom ists and o th er social 
scientists p resen t a t th e  2004 conference in H ong  K ong a t w hich  th e  previous version o f th is 
paper w as presented . I therefore  saw it as im p o rtan t in  th a t  venue to m ak e  th e  follow ing 
observation, w hich  I quote: “ I understand  th a t  som e of m y colleagues have  pay heed to tac ti­
cal considerations, canno t be en tire ly  outspoken, and  m ay see it as m ore  exped ien t to avoid 
clearly  circum scribed definitions. M y personal s itua tion  is easier. So I can  allow  m yself to 
lay aside ‘d ip lom atic’ considerations and address th e  real prob lem s.” ]
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I will discuss five in terpretations of the  te rm  “socialism .” T here  
are m any  m ore, b u t m ost of the  others can be trea ted  as blends or 
com binations of these five, pure in terpretations, or as in term ediate , 
tem poral, or transitional stages betw een them .

I n t e r p r e t a t i o n  1: M a r x ’s C o n c e p t

L e t  us start w ith  Karl M arx. He was not the first to use th e  term  
“socialism .” Official courses in M arxism  as practiced in  th e  countries 
under th e  ru le  of a C om m unist party  liked to use th e  som ew hat pejo­
rative label “U topian socialists” for such tow ering figures in in tellec­
tual and political history as Saint-Sim on, Owen and Fourier, and to 
contrast th e ir ideas w ith  the  “scientific socialism ” th a t allegedly began 
w ith M arx.

C ertainly M arx opens a new  chapter in  the  history of socialist ideas, 
and his teachings have had  and still has trem endous influence on po­
litical tho u g h t and action. So it seems proper to focus first on his con­
tribution.

M arx was not eager to give a detailed description of a fu tu re  social­
ist system. H e even m ade sarcastic com m ents about G erm an professors 
who drew  up  m inu te ly  detailed blueprints of a desired socialist order. 
H e restricted h im self to dropping a few hints here and there. His 
thoughts on socialism can partly  be constructed by a negative ap­
proach: w hat features of capitalism  did he furiously reject?

Political structure. M arx had  no clear design for the  political regim e 
of socialism. T here  are only fragm entary  references in his works from  
w hich to bu ild  up the  organization behind his thoughts on th e  sub­
ject. M arx certain ly  did not appreciate “bourgeois dem ocracy.” H e was 
keen to ridicule the  em ptiness of liberal political ideas. T here  are oft- 
quoted lines w here he advocated dictatorship of the  proletariat, need­
ed on the  way to th e  full-fledged com m unist system.

H e also had  some naive, sem i-Anarchist ideas about th e  political 
situation th a t would perta in  at the stage of “com m unism .” Since every 
need would be m et, the  necessity for any kind of force or repression 
would cease autom atically. T he state would spontaneously shrink  and 
eventually  w ither away; only the  rational self-governance of th e  com ­
m unity  would rem ain.
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M arx certainly did not advocate any brutal, repressive, to talitarian  
L eninist-S talinist-M aoist state. Nevertheless, dictatorship was not in ­
com patible w ith  M arx, at least as applied to an indefin ite period of 
transition  to com m unism .4

Ownership. M arx’s thoughts are the  following: u n d er th e  capitalist 
system, productive assets are owned and m anaged by the  capitalists. 
T he capitalist class exploits th e  p ro letariat because it consists, not of 
m ercilessly cruel people, bu t of the  legal owners of capital. So the  
w orld has to be changed— it is tim e to expropriate th e  expropriators. 
I t  em erges from  th is tra in  of th o u g h t th a t M arx and  Engels w ere op­
tin g  for public ownership. “T he p ro letariat w ill use its political sup­
rem acy to wrest, by degrees, all capital from  th e  bourgeoisie, to cent­
ralize all instrum ents of production in  the  hands of th e  State, i.e. of 
the  p ro le ta ria t organized as the  ru ling  c la ss ...” (M arx and Engels, 
Com m unist M anifesto  [1848] 1969). But th ey  did no t specify th e  route 
to com plete centralization of all m eans of production in  th e  sta te’s 
hands or th e  institu tional fram ew ork of public ownership.

In  any case, M arx had  a strong position on the  ow nership issue. In  
th e  Com m unist Manifesto, he expressed h ig h  appreciation of th e  prog­
ressive role played by early capitalism  in cleansing society from  the 
rem nants of feudalism . But th a t period was over and  capitalists had 
become a h indrance to progress. H e m ade no fine distinctions b e t­
ween capitalists g reat and sm all. H e sim ply w anted capitalism  to give 
way to a new, m ore productive system.

Coordination mechanism. T he th ree huge volum es of Capital are 
devoted to the  study of the  m arket economy. M arx’s scholarly in te r­
est is focused on understand ing  of how th e  m arke t works. H is sum ­
m ary  verdict is in  stark  contrast to th a t of his adm ired  predecessor in 
classical economics, Adam  Sm ith. Sm ith  had  great respect for the

4 M arx and Engels a lready w rote in th e  Com m unist M anifesto  th a t  th e  p ro le ta ria t would 
assum e “political sup rem acy” after th e  victorious revolution. L ater, Engels form ulated  the  
M arxist position in th is way: “ . . . th e  necessity of th e  political action of th e  p ro le ta ria t and 
of th e  d ictato rsh ip  o f th e  p ro le taria t as th e  transitional stage to th e  abo lition  o f classes and 
w ith  th em  of th e  s ta te . . .” (Engels [1872] 1976, p. 370). L en in  quoted th e  words of M arx and 
Engels w ith  g rea t em phasis in his fam ous book State and  Revolution  ([1917] 1964 1972a), 
w hich laid th e  g roundw ork for constructing  th e  L en in ist theory  on th e  s ta te  and d ic ta to r­
ship. H e w anted  to d em onstra te  a theoretical con tinu ity  betw een  th e  ideas of M arx and 
Engels and his ow n th o u g h ts  on th e  issues o f crea ting  d ictato rsh ip  and rejecting .
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incredible ach ievem ent of th e  “invisible h an d .” M illions of uncoordi­
nated, decentralized decision-m akers finally  come up w ith  a balanced 
state of the  economy. M arx was not im pressed by th a t. On th e  con tra­
ry, he regarded th e  m arket as a spectacular m anifestation of anarchy. 
H e did not study the  problem  of efficiency carefully, b u t arrived 
alm ost by instinct a t the  conclusion th a t the  operation of th e  m arket 
led to waste.

Again his though ts on coordination m echanism , sim ilarly  to those 
on th e  political reg im e of socialism, can be reconstructed m ain ly  by 
a negative approach. Coordination m echanism  u n d er socialism  has to 
be exactly th e  opposite of th e  m echanism  at w ork u n d er capitalism . 
If  th a t is irra tiona l— coordination under socialism w ill be rational. It 
will be a conscious and reasonable allocation of production forces, or 
of labor, or of tim e spent on labor. M arx, as usual, did no t offer a 
b luep rin t for cen tral p lanning, bu t his idea of ra tional allocation is 
com patible w ith  cen tral p lann ing  and incom patible w ith  th e  m arket.

T he m arket— as the  ch ief coordinator of a fu tu re  socialist sys­
tem — is a sharp ly  an ti-M arxist idea. It is com pletely alien no t only 
to the  words of M arx, b u t m ore im portan tly  still, to the  sp irit of 
M arx’s distinction betw een capitalism  and socialism.

Ideology. M arx was am ong the  first social scientists who recognized 
the  im portance of ideology. But he did not claim  to be a prophet h im ­
self. H e w ould probably have been em barrassed to see w ha t various 
political groups w ere doing a hundred  years la te r u nder th e  b anner 
of M arxism . H e tried  to understand  the  ideologies of capitalism , bu t 
he did not suggest a new  ideology for socialism.

I n t e r p r e t a t i o n  2: T h e  W a l r a s i a n  C o n c e p t

T h is  in terp re ta tion  em erged in the quiet groves of Academe. T he 
pioneer of th e  so-called “theory  of socialism ” was the  Ita lian  econo­
m ist Enrico Barone, a disciple of Pareto. A lthough his early  works 
m et w ith  som e response in the  economic profession, th e  real b reak ­
th rough  cam e w ith  a sem inal paper on the  theo ry  of socialism  by 
Oscar Lange, th e  Polish econom ist (Lange 1936—1937). T h ere  were 
quite a few o ther economists who subsequently  elaborated  on L ange’s 
ideas, above all Abba L erner, in his in fluential Economics o f  Control
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(1946). For th e  sake of conciseness, le t m e concentrate solely on 
L ange’s theory.

L ange’s m odel of socialism fits tigh tly  into the  theoretical fram e­
work of W alrasian economics. In  fact, it is a special application of the 
G eneral Equilibrium  Theory pioneered by Leon W alras and reaching 
its later clim ax in the works of Arrow, Debreu, and other contem porary 
theorists. T here is no need to outline the whole tra in  of though t here, 
as we are exclusively concerned to in terpret the term  “socialism .”

In  th e  realm  of th e  L ange m odel, “socialism ” m eans public ow ner­
ship— and no th ing  else. T h a t is th e  necessary and sufficient condition 
for calling a system  “socialist.” R eading th e  L ange paper carefully 
again, one finds no w ord of power, th e  structure of th e  political re ­
gim e, or ideology. Only ow nership m atters.

H ow ever, L ange does not clarify th e  exact place of public ow ner­
ship in  the  to tal com position of ow nership structure. Is th e  publicly 
ow ned sector just part of the  w hole economy? Is it th e  dom inan t part, 
or are all assets owned by th e  public? T h e  L ange paper contains th e  
follow ing tacit alternative assumptions: all th e  productive assets of the  
econom y are in public ow nership or th e  dom inan t part of them . Or 
it m ay be assum ed th a t the  publicly ow ned sector can be perfectly 
isolated from  th e  rest of the  economy.

H ere th en  is th e  final reduction: L ange’s “m arke t socialism ” is a 
vision of an econom y based on public ow nership and coordinated by 
the  m arket. “Socialism ” and the  m arket— these two institutional-cum - 
structu ra l arrangem ents— are deem ed com patible.

T h e  L ange m odel stirred  up a great storm , suffering  tw o great 
waves of v ehem en t attack. T h e  first re fu ta tion  cam e in a brillian t 
essay by F riedrich  von H ayek (1935a), based on th e  argum en t th a t 
such a vast quan tity  of inform ation and know ledge cannot be collec­
ted, stored and utilized in a centralized way. I t is indispensable to 
have decentralized incentives for gathering  and applying knowledge. 
T h a t is assured by the  m arket and private property, w hich au tom a­
tically com bine incentives and inform ation.

T h e  second wave em erged in the  context of re fo rm ing  the  Soviet 
and E astern  E uropean socialist economies. T h e  H ayek ian  incentive 
and inform ation  argum ent was corroborated by em pirical evidence. 
M y own work, inspired by th e  reform  experience, contribu ted  addi­
tional argum ents for re fu ting  the  L ange theory. I t seem s to  be h ig h ­
ly im probable th a t a strong cost-m inim izing or profit-m axim izing
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incentive, taken  as gran ted  in the world of L ange’s theory, can be 
generated  in a public firm  under a soft budget constrain t regim e. 
(T he L ange theo ry  assumes there is no difficulty w ith  b ring ing  such 
strong incentives to bear.)

I t  is im possible to couple an arb itrarily  chosen ow nership structure 
and a likew ise arb itra rily  chosen set of coordination m echanism s. 
T here  is close affin ity  betw een certain  ow nership form s and certain  
coordination m echanism s. (See Study 2 for m ore detailed  argum ents.) 
D ecentralized m arke t and private ow nership belong together.

A fu rth e r im portan t counter-argum ent comes from  the  political 
and ideological sphere. T he sm ooth functioning of th e  m arke t d e ­
pends on th e  “clim ate.” I t requires a m arket-friend ly  environm ent. If 
the  politicians ru lin g  a country are sworn enem ies of genuine decen­
tralization, th e  m arke t w ill be banned to the  black and grey area of 
the  econom y and cannot become its fundam en tal coordinator and 
in tegrator.5

Some k ind  of ideas of m arket socialism have cropped up  here and 
there since th e  collapse of com m unist rule, along w ith  o th er naive 
ideas of a “th ird  w ay.” These proposals, however, have been  energe­
tically rejected.

L et us now m ove aw ay from  academ ic debates and look at po liti­
cal history. T h e  socialist m ovem ent was split about th e  tim e of the 
F irst W orld W ar by a traum atic  chasm  betw een two political m ove­
m ents, tw o program s and two ideologies. These no t only divided, bu t 
began to com bat each other, in  some places and in  som e periods w ith  
sad or even trag ic  consequences.

I n t e r p r e t a t i o n  3: T h e  L e n i n i s t  C o n c e p t

C o m m u n is t parties began to em erge around the  tim e of th e  First 
W orld W ar, u nder the  leadership of Lenin. I do not in tend  to trace 
here the  history of the  C om m unist parties, starting  from  before they  
took power, and ending w hen they  lost power in  th e  Soviet U nion and 
Eastern Europe. L et m e focus only on the  tim e w hen the  power of the 
C om m unist party  had been consolidated, b u t erosion of th e ir ru le  had

5 For a broad overview  of th e  contem porary  debate  on “m ark e t socialism ,” see B ardhan 
and R oem er (eds.) (1993). M y ow n critical rem arks are sum m arized  in K ornai (1992b).
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not yet started. T h a t is w hat I  call the  period of “classical socialism .” 
T he best exam ple is S talin’s ru le for the  several decades after he elim i­
nated his enem ies and com pleted the  “expropriation of th e  expropria­
tors,” i.e. finished nationalization and collectivization, bu t before the 
process of “de-Stalinization” began after the  ty ran t’s death. W e could, 
of course, find  historical realizations of th e  sam e type of system  in 
o ther countries as well. H ere is a sum m ary of its characteristics.

Political structure. Dem ocracy is despised and rejected in the  rh e to ­
ric of th e  L en in ist-S talin ist parties. T hey  proudly announce th a t they  
exercise d ictatorship of th e  proletariat. T he tru th  is th a t  th is consists 
of unshared  pow er of the  C om m unist party , i.e. a reg im e in  w hich 
the  party  has com plete political monopoly. All com petitors are not 
only excluded, bu t b ru ta lly  prosecuted and oppressed.

Ownership. A fundam en tal feature of th e  system  is public ow ner­
ship of practically  all the  productive assets. Confiscation of private 
property, nationalization  and collectivization form  a core elem ent of 
the  political program  before tak ing  power, and rem ain  so after power 
is assum ed. T h e  program  is im plem ented  consistently and w ith  cruel 
force. Some pockets of p rivate property  rem ain , bu t th e  size of th em  
is alm ost irre levan t com pared w ith  dom inance of public property.

T h e  L en in ist position on private property  is confrontational. Even 
m inor rem nan ts of it are viewed w ith  anim osity  and suspicion. “Sm all 
com m odity production engenders capitalism  and bourgeoisie, conti­
nuously, daily, hourly, spontaneously, and on a m ass scale” (L enin  
[1920] 1964-1972c, p. 24).

Coordination. T h e  overw helm ing role of the  m arke t is replaced by 
predom inance of central m anagem ent. T he usual nam e given to this 
form  of coordination is “central p lann ing .” A m ore adequate characte­
rization is bureaucratic coordination, cen tral control, and a system  of 
enforcing instructions: a “com m and econom y.”

M arket coordination cannot be expunged com pletely. I t plays a 
certain  role, partly  legally to lerated  w ith in  narrow  bounds, partly  ille­
gally in th e  various form s of th e  “black” or “g ray ” economy.

Ideology. M arxism (later M arxism-Leninism, and still later Marxism- 
L enin ism -S talin ism  or M arxism -Leninism -M aoism .) is trea ted  as sac­

W
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rosanct. A lthough it cannot re ta in  a perfect m onopoly over th e  m inds 
of all people, it re ta ins a m onopoly in  education, all legal publications, 
the  m edia, etc. T he official ideology rejects all though ts friendly  to 
capitalism , private ownership, or the  m arket.

According to the  official ideology of th e  regim e, th e  exclusive leg i­
tim ate  user of th e  term  “socialism ” is its own system. T h e  M arxist- 
L eninist-S talin ist-M aoist position on socialism is u tte rly  incom patible 
w ith  any significant role for the  m arket.

I n t e r p r e t a t i o n  4: T h e  S o c i a l  D e m o c r a t i c  C o n c e p t

H e r e  we discuss the first hundred or more years of social democracy, up 
to the  1980s and leave out of the scope of conceptual clarification the 
later changes in  social dem ocratic thought. T he m odel countries to keep 
in m ind are Sweden, o ther Scandinavian countries, and at a la ter his­
torical stage W est G erm any and other countries in W estern Europe. 
T he m ovem ent of social democracy in  countries and periods to be stu­
died in  the  following adheres to a set of principles. T hey  accept and 
im plem ent these principles w hen they  assume power, bu t respect them  
also before w inning  or after losing an election.

Political structure. Being a social democrat m eans unconditional ac­
ceptance of the idea of parliam entary democracy. Exactly here is the 
deep dividing line between the two great currents of the tw entieth  cen­
tury. Communists w ant “socialism” by all means. “If  you are able to get 
to power by election, fine. But if not, take power by revolution, by vio­
lence, by imposing the will of the party on the people.” Social democ­
rats w ant their own kind of “socialism” if, and only if the m ajority of 
people is ready to support their program by voting for their party.

Once a Communist party is in power, it does not surrender th a t power, 
even if it becomes clear tha t it does not have the support of the m ajo­
rity. I t is not ready to test that support in competitive elections. A social 
democratic party, on the other hand, is ready to surrender its power if 
election results demonstrate that it has lost its m ajority support.

T he chasm  betw een Leninists and social democrats started  w ith  h ea­
ted debates about ty ranny  and political com petition, the  role of parlia­
m ent, and elections. T hat, to this day rem ains the  crucial, decisive cri­
terion for distinguishing In terpretation  3 from In terpretation  4.
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Ownership. Social democracy does not reject private ownership out of 
hand. Old-style social democrats always rejected crude m eans of confis­
cation. But in  some countries (e.g., Britain), they  were inclined to assign 
a significant role to nationalization. As doubts about the efficiency of 
nationalized industries were shed by worldwide experience (including 
their disappointing perform ance in the Soviet U nion and the  East Euro­
pean countries), the  social democrats gradually gave up their plans for 
nationalization and accepted the predom inance of private ownership. 
Still, they  are ready to m aintain  a larger segm ent of the education and 
m edical care sector in  public (typically m unicipal) ownership.

C oordination . Social d em o cra ts  u n h e s ita t in g ly  re ly  on  th e  m a rk e t  as 
the chief coordinator of economic activities. But they do not support u n ­
fettered free competition. On the contrary, they would insist on using 
the power of the  state for income redistribution. T he great accomplish­
m ent of their political influence is creation of the m odern welfare state, 
w ith all its well-known attributes: progressive taxation, free or heavily 
subsidized education and health  care, an extended system of state pen­
sions, unem ploym ent insurance, financial support for the  very poor, and 
so on. W hatever the  current fiscal problems caused by expansion of the 
welfare state, social democrats try  to preserve w hat they feel is the  m ain 
achievem ent of their political struggle in P arliam ent as an opposition 
party, or after electoral victories, in government.

These rem arks on ow nership and coordination lead to th e  conclu­
sion th a t social dem ocrats do not w ant to create a new  socialist sys­
tem , fundam entally  d ifferen t from  capitalism . W h a t th ey  w ant is a 
profound reform  of the  existing capitalist system. In  o ther words, they  
w ould like to see a variation of the  capitalist system , closer to th e ir 
own political and eth ical ideals. T h a t includes:

— Extensive red istribution, for g reater equity, fairness and justice.
— E stablishm ent, m aintenance and developm ent of the  institutions 

of a m odern w elfare state (a national hea lth  service, free education, 
pensions for all citizens, etc.)

M odern social democracy seeks new ways to overcome the deep fis­
cal troubles partly associated w ith the com m itm ents of the welfare state 
toward citizens. T he problems are m ounting under the pressures of de­
mographic changes, new conditions on the labor m arket created by new 
inform ation and communication technology, and competitive forces of
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globalization.6 But certain elements of the traditional social-democratic 
approach to redistribution and welfare com m itm ents are still m aintained.

Ideology. T h e  set of ideas, values and objectives espoused by social 
dem ocrats is linked  closely to the  “w elfare s ta te” and the  dem ocratic 
political process. I t  is a hun d red  years since a debate arose betw een 
Lenin, founding father of the  com m unist stream  of the  socialist m ove­
m ent, and Kautsky, a h igh ly  respected theoretician  and party  leader 
of w hat w ould becom e la te r the  social dem ocratic stream .7 Both sides 
in th e  controversy still referred  at th a t tim e to M arx as th e  com m on 
theoretical source and h ighest authority . As tim e passed, social dem o­
crats distanced them selves increasingly from  M arx. Ideological links 
w ith  M arxism  w ere com pletely cut off after W orld W ar II, as a new 
chapter in th e  m ovem ent’s history opened w ith  the  1959 program  
accepted at th e  party  m eeting  of G erm an social dem ocrats in Bad G o­
desberg. European social dem ocracy had publicly abandoned M arxism  
and dropped nationalization  as an essential ingred ien t of its program . 
Sooner or later, all social dem ocratic parties w ould follow th e  G erm an 
exam ple (H odge 1993, Przeworski 1985).8

L et us now tu rn  to th e  problem  of C hina and Vietnam !

I n t e r p r e t a t i o n  5: W h a t  a r e  t h e  C u r r e n t  C h i n e s e  
a n d  V i e t n a m e s e  I n t e r p r e t a t i o n s  o f  “ S o c i a l i s m ” ?

T h e  subtitle  takes a question form  because it is raised here bu t no 
answ er is given. I f  th ere  is an answer, it is unclear w h e th e r it is id en ­
tical in C hina and in V ietnam . But le t us lay aside any difference in

6 Exploring  th e  feasib ility  o f a “T h ird  W ay” is certain ly  one of th e  a ttem p ts to m oder­
nize th e  trad itio n a l objectives o f th e  social dem ocrats and adjust th em  to p resen t w orldw ide 
econom ic conditions. (See G iddens 2000.)

7 T h e  clim ax of th e  debate  was a confrontation  betw een th e  G erm an  socialist leader Karl 
Kautsky, advocating  th e  social dem ocrats’ position, and L enin , w ho attacked h im  b itte rly  in 
his fam ous p am ph le ts State and Revolution  ([1917] 1964 1972a) and The Proletarian  
Revolution and the R enegade K autsky  ([1918] 1964 1972b).

H T h ere  is a certain  k insh ip  betw een th e  trad itional social dem ocratic  in te rp re ta tio n  of 
socialism  and th e  ideas o f “C hristian  Socialism ,” and th e  related  concept of a “Social M arket 
Econom y,” a te rm  conceived in postw ar W est G erm any. A t th e  sam e tim e, th e re  is a strong 
dem arcation  line concerning th e  accom panying ideology. (C hristian ity  versus a stric tly  secu­
lar approach to po litical and eth ical issues.) T h e  discussion of th is im p o rtan t political and 
in te llec tual cu rre n t goes beyond th e  lim its of th is paper.
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the  understand ing  of the  notion “socialism ” betw een these tw o coun­
tries. For even if there  is such, it is still leg itim ate  to ask th e  ques­
tion in respect to both.

W hile  I do no t undertake to reply, I can offer a few negative 
observations. T h e  study so far has outlined four in terp re ta tions of the 
term  “socialism .” W h at is going on in C hina and in V ietnam , cur­
ren tly  and in the  foreseeable future, does no t fit any of these.

In  Interpretation 1, Marx was an outspoken opponent of private prop­
erty and expressed deep distrust in the m arket. China and V ietnam  
have allowed th e  private sector to grow fast, so th a t it produces the 
m ajor part of th e ir G D P and its share is increasing by the day, w hile 
tha t of the  public sector is shrinking. T he dom inant role in  coordina­
tion is played by the  m arket m echanism . If  M arx’s in terpretation  is 
allowed, neither China nor V ietnam  is a socialist system  anymore.

T u rn in g  to In terp reta tion  2, C hina and V ietnam  cannot be seen as 
historical realizations of Oscar L ange’s theoretical construct of “m ar­
ket socialism .” T h e  productive assets in L ange’s abstract w orld are in 
public ownership. H e p u t g reat in tellectual effort into proving the  
m arket can fulfill its coordination role in the  absence of private ow n­
ership. In  th e  real world of C hina and V ietnam , th e  m arke t has 
becom e th e  ch ief coordinator. T h a t m ay be a welcom e change, bu t 
the  profound changes in the  ow nership structure m ean  th e  present 
state of affairs has no th ing  to do w ith  th a t earlier in tellectual vision 
of “m arke t socialism .”

As for In terp reta tion  3, China and V ietnam  have kep t an  ex trem e­
ly im portan t a ttrib u te  of the  L enin ist type of “socialism ” : th e  po liti­
cal structure has rem ained basically unchanged. T h e  C om m unist party  
still holds its political m onopoly and the  party-state has unrestric ted  
to ta lita rian  power. T here  is no legally perm itted  political com petition 
betw een parties or ideologies; any opposition, dissident or tru ly  inde­
pendent, is repressed.

H ow ever, th e  ow nership structure has undergone fundam ental 
changes, in  w hich th e  state-ow ned sector has given up  its lead ing  role. 
T he role of bureaucratic coordination and central m anagem en t has 
been drastically  reduced and largely replaced by th e  m arket. T he 
result is far from  a classical socialist system, and fairly  close to a ty p i­
cal capitalist system.

M oreover the  official ideology has undergone drastic changes. T he 
C om m unist party  has shed its trad itional opposition to private pro­
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perty  and m arke t and become friendly  to them , m oving from  a 
vehem ently  anti-cap ita list view of the  w orld to one th a t favors capi­
talist values and principles. Today’s C om m unist parties in  C hina and 
V ietnam  are parties friendly  to capitalism , although th is  is disguised 
by M arxist-L enin ist slogans and fa ith fu l references to the  though ts of 
C hairm en M ao and Ho Chi M inh.

W h e n  i t  co m es to  I n te r p r e ta t io n  4, th e  tw o  m a in  a t t r ib u te s  o f  t r u e  
soc ia l d e m o c ra c y  a re  la c k in g . F irs t, d ic ta to rs h ip  a n d  s in g le -p a r ty  ru le  
a re  r e ta in e d  a n d  th e  id e a  o f  c o m p e ti t iv e  e le c tio n s  is a n g r i ly  re je c te d .

An old-style com m unist regim e would m ake serious efforts to build  
up at least some elem ents of a w elfare state in  th e  education, hea lth  
care and pension sectors, for all citizens, or for som e services, a t least 
for em ployees of public enterprises. T h e  form er governm ents were, of 
course, lim ited  in doing so by low levels of production and develop­
m ent, so th a t the  efforts m ade could no t lead to a m odern, w ell-fun­
ded w elfare state and in some cases w ent beyond the  bounds of affor­
dability, producing a p rem ature  w elfare state. T h a t situation  is now 
over. T h e  state has begun to w ithdraw  from  w elfare services, in p u r­
suit of a be tte r fiscal balance and the  greater efficiency and com peti­
tiveness of th e  private sector. T he degree of red istribu tion  is d im in ­
ishing, inequality  is d ram atically  increasing, and th e  gap betw een rich 
and poor is growing. C hina and V ietnam  are not m oving (in  relative 
term s, in  th e  pa tte rn  of incom e d istribution and social services) to ­
ward the  social dem ocratic, Scandinavian model, b u t tow ard an early 
19th cen tury  M anchester model, or th a t of some strik ing ly  unequal 
L atin  Am erican societies.

Four defin ite no 's add up to an em phatically  negative: T h e  system  
in C hina and  V ietnam  can em phatically  not be called “socialism ” 
according to the  criteria of the  four in terpretations described.f9l

T his is a fa c tu a l  observation w ithout any normative im plications. I 
do no t class th e  label “socialism ” as a badge of honor. I am  not the 
advocate of L en in ist socialism. I do not discuss th e  issue w h e th e r 
C hina or V ietnam  “deserve” to be called socialist countries, or w h e th ­
er th ey  departed  from  the  only true  way of Leninism . Sim ilarly, I am  
no advocate of social dem ocracy, and do not b lam e countries for fa il­
ing to follow th e  social dem ocratic pattern  of parliam en ta ry  dem oc­
racy and a w elfare state.

9 [For m ore details see th e  A ppendix of S tudy 6 (pp. 147—50).]
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“Socialism” is no registered tradem ark. Nobody has a rig h t to pu t 
forward a m andatory, exclusive definition as the  only legitim ate one. 
If  the  Chinese or Vietnam ese leadership should insist on calling their 
regim e “socialist,” no one can deny them  the  righ t to do so. Of course, 
it rem ains an in trigu ing  question for scholars specializing in  ideology, 
symbol, ritual, and political rhetoric, w hat m otive lies behind th a t insis­
tence. These leaders took the  risk of departing from  th e  L eninist route 
and did not join the social dem ocratic route either, but decided to fol­
low a new  path  w ith  actions. So why are they  so conservative or stub­
born about re ta in ing  the old words and labels? Scholars of ideology m ay 
have an answer. T hey m ay observe th a t words do m atter. In  politics 
(and perhaps in private life), it m ay often be m uch easier to alter prac­
tical actions th an  to adm it to being a renegade to one’s earlier beliefs 
and values. Conversions such as Paul’s on the  road to Damascus, w ith 
open admission of the change of faith  and acceptance of the conse­
quences, are rare, very rare exceptions in political history.

In tellectuals who m ake th e ir living by w ritten  or spoken w ord are 
keen to clarify th e ir  concepts. But life m ust go on am idst conceptual 
confusion. I have tried  in this study to offer some conceptual clarifi­
cation. W hatever th e  result, discussion of the  Chinese and V ietnam ese 
reform s and th e ir  tru e  na tu re  m ust continue, even if it is im possible 
to decide w hat to call the system  now prevalen t in  those two coun­
tries. T h e  m ost im portan t task is to understand  not th e  rhetoric, bu t 
the  tru e  n a tu re  of th e  changes in these two countries.
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T h e  S p e e d  of  T r a n s f o r m a t i o n
4

I n t r o d u c t i o n

T e n  years have passed since the publication of my book The Road to a 
Free Economy: Shifting fro m  a Socialist System— the Example o f  H ungary  
(referred to hereafter as Road.) I t was the first book in the international 
literature to put forward comprehensive proposals for the post-socialist 
transition. This study sets out to assess the book as the author sees it ten 
years later.1 Is this not an extremely self-centered undertaking? An adver­
tisem ent for an old book nobody is buying these days? No, there are good 
ethical and intellectual reasons for reassessing the book, and I hope the 
motivation will become clear in the course of the discussion.

T h e  custom ary indices of success in th e  academ ic world, such as 
the  num ber of citations, are attem pts to m easure th e  im pact th a t  a 
work has had  on its au th o r’s colleagues. H ere I can be satisfied. Sev­
eral hun d red  references have been m ade to th e  book, including, of

[1 delivered th e  presen t paper as a Keynote Address to th e  A nnual Bank C onference on 
D evelopm ent Economics convened by the  W orld Bank in W ashington on April 20, 2000. 
1 delivered an earlier version of th is paper in Stockholm , as the  Keynote Address to th e  Nobel 
Sym posium  held on Septem ber 11, 1999, m ark ing  the  ten th  anniversary of th e  beginning of 
th e  post-socialist transition . I am indebted to Stanislaw  G om ulka, Karel Kouba, Kazim ir 
Poznanski, M ihály Laki, and Peter M urrell for the ir s tim ula ting  com m ents and suggestions. 
I am gratefu l to M ária Barát, Agnes Benedict, Andrea Despot, Cecília H ornok, and Ju lianna 
Parti for th e ir efficient research assistance, and to Brian McLean for his excellent translation.] 

1 I deal m ain ly  w ith  R oad  (1990), bu t th e re  w ere a few o ther public  lectures and p u b li­
cations a t th e  beg in n in g  of th e  post-socialist transition  th a t gave m e a chance to clarify  my 
views. T h e  T in b e rg en  L ectu re  (1992a), delivered  in 1991, concerned privatization . T h e  M yr- 
dal Lecture (1993b), w hich I gave in 1992, was about hardening the  budget constraint. I have 
included these in th is retrospective evaluation.
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course, ones by scholars who disagree w ith  w hat I say. A uthors are 
gratified  also if  th e ir  work tu rns out to be controversial.

B ut w ith  th e  work discussed here, th is is not a sufficient criterion 
of success. T he book offered policy recom m endations, w hich m eans 
th a t a m uch m ore serious question has to be put. W h a t was its im pact 
on the  outside world? I am  no t like a m eteorologist, who m akes a 
forecast, b u t the  w eather develops of its own accord. W h en  I launched 
m y book, I could expect it to have at least a m odest im pact on p u b ­
lic opinion and political decision-m akers, and u ltim ate ly , therefore, to 
influence the  course of events.

H istory  is no t sim ply shaped by b lind  forces. I t  is influenced by 
conscious people who bear responsibility for th e ir actions. T h e  m ain  
historical responsibility  falls on political decision-m akers, bu t in  addi­
tion, it falls secondarily on advisers from  th e  academ ic world. T hey  
too are accountable for w hat th ey  say.2

H eated  debate broke out at the  beginning  of the  1990s on w hat 
strategy to adopt for the  transition. I w ill re tu rn  to th a t debate, but 
let m e em phasize in advance, not in a com bative form . I w ill contrast 
m y views w ith  those of others, b u t w ithou t po in ting  a finger at any­
one. T here  is a H ungarian  proverb: “ If  i t’s no t your sh irt, don’t pu t 
it on .”3 Perhaps th is approach m ay help  to prevent th e  debate from  
becom ing personal and direct atten tion  to the  problem s them selves.

2 T h e  w ord “ adviser” in a narrow er sense m eans people w hom  a governm ent, a s ta te  or 
an in te rn a tio n a l o rganization , a political party  or a m ovem en t has officially called upon and 
invited to advise it. M any econom ists in th e  countries o f th e  region and outside them , u n d er­
took to do th is a t th e  beg in n in g  of th e  post-socialist transition . For m y part, I tu rned  down 
all invita tions o f th a t kind.

H ow ever, th e re  is a broader, litera l m ean in g  to th e  w ord “ adv iser” : people w ho not only 
do positive research , b u t m ake policy recom m endations as w ell, w ith o u t anyone com m is­
sioning th em  to do so. As th e  au tho r of R oad  (1990), I can count m yse lf an adviser in th e  
broader sense. W h en  I was a young m an , just before th e  1956 R evolution , I belonged to a 
w orking group th a t  m ade recom m endations for reform s. A fter th e  d efea t of th e  revolution  
(and here  I quote  from  th e  postscript to Road), “T h ir ty - th re e  years have gone by in w hich 
I have never once u ndertaken  to draw  up ano ther com prehensive econom ic policy proposal.” 
1 concentrated  m y energies on positive research. My role did no t change radically  u n til the  
first free elections w ere announced, a t w hich  po in t 1 realized th a t  “ if  som e proposals have 
form ed in m y m ind , th is is th e  m om en t w hen  1 m ust p resen t th e m .”

3 As 1 do n o t nam e those w ith  w hom  1 was in dispute, 1 feel it w ould  be inappropriate  
likew ise to list those w ith  w hom  I was on th e  sam e side. I take  responsib ility  for om ittin g  
from  th is study  th e  usual full list of references.

E xcellent sum m aries o f th e  debates a t th a t tim e  are provided in R oland (2000), especially 
C hapters 4 and 10.

62



T he em phasis in  th is study is on self-evaluation. I w ill do all I  can 
to avoid self-justification at any cost, and self-congratulation. I w ill 
aim  to be self-critical. On the  o ther hand, custom ary m odesty will not 
deter m e from  subsequent endorsem ent of m y earlier views, if I feel 
it is leg itim ate  to do so.

H ow  can it be established, after the  event, w he ther the  m essage of 
the  book was r ig h t or wrong? I t  is not enough sim ply to com pare it 
w ith  the  facts. I t could be u n fo rtunate  if th e  actual course of events 
coincided w ith  m y advice and it was m istaken. A lternatively, it could 
be fo rtunate if  subsequent events did not coincide w ith  m y advice and 
it was m istaken.

W hatever approach is taken  to judging the  recom m endations after 
the event, the  task is really to assess the events them selves, the actual 
course of history. T h a t cannot be done w ithou t m aking  value judg­
m ents. I  w ill re fra in  from  stating  in  advance th e  system  of values by 
w hich I view th e  events. These will be revealed step by step. U ltim a­
tely, th e  judge is m y own conscience.

T he book was w ritten  originally  for a H ungarian  public.4 I t ap ­
peared in a ltogether 16 languages, w ith  m inor alterations. T h e  fore­
word to the  foreign-language editions contained a w arn ing  th a t the 
recom m endations could no t be applied m echanically  to o ther coun­
tries. A lthough I considered th a t m any aspects of th em  had  universal 
validity, th ey  needed adapting  to each country’s conditions. So it 
seems expedien t to concentrate in this study m ain ly  on H ungarian  
experience, augm en ting  it occasionally w ith  references to Polish, 
Czech, and Russian developm ents.

A fu ll and detailed  account would have to cover all th e  15—20 
issues discussed in  the  book. W ith  h indsight, I see th a t I was rig h t on 
m any of them , b u t w rong on quite a few. I hope I w ill have a chance 
to m ake a m ore detailed  assessm ent one day, b u t I w ill confine m yself 
in  th is study to just two of the  issues.

T h e  first is ow nership reform . According to m y presen t beliefs, m y 
recom m endations a t th a t tim e were fundam entally  correct. T h e  se­
cond is m acroeconom ic stabilization. H ere m y report card is m ixed. 
M y present view  is th a t  m y position at th a t tim e was partly  rig h t and 
partly  wrong.

4 T h e  H u n g arian  edition  appeared in 1989, before th e  coun try ’s first free elections to 
P arliam ent.

T H E  S P E E D  O F  T R A N S F O R M A T I O N
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O w n e r s h i p  R e f o r m  a n d  D e v e l o p m e n t  
o f  t h e  P r i v a t e  S e c t o r

R o a d 1 took issue w ith  th e  basic concept of “m arket socialism .” I t 
rejected th e  idea th a t the  dom inance of state ow nership  could be 
re ta ined  if it w ere connected w ith  m arket coordination. M y position 
on th is caused irrita tion  to advocates of m arke t socialism. I t  incurred 
the  w ra th  of m any  reform  economists in E astern  E urope and m any 
old-style social dem ocrats in th e  W est.

T h e  book reflected its au th o r’s credo in  supporting  an economic 
system  in w hich private ow nership w ould be dom inant. In  th is res­
pect, th e  views in th e  book did not differ from  m any  proposals orig i­
nating  from  th e  W est. However, this broad agreem ent leaves open 
some im portant questions. W hat is the best road to such a system? Once 
the  transition  is over, w hat w ill th e  ow nership structure of th e  econ­
om y be like? W hich  of m any possible variants of capitalism  based on 
private ow nership is the  one to aim  for?

M any ideas arose. T his study sets out tw o pure strategies in com ­
pact form . M ost of th e  detailed, practical proposals cam e close to one 
or o ther of these strategies, and th e  debates centered on confrontation 
betw een them .

Strategy A  Retrospectively, I w ould call th is th e  strategy o f  orga­
nic developm ent I t has five m ain  characteristics.

1. T he m ost im portan t task is to create favorable conditions for 
“bo ttom -up” developm ent of th e  private sector. T h e  m ain  im petus 
behind  the  grow th of the  private sector is mass de novo entry. T his 
developm ent has to be assisted by several means:

— T h e legal barriers to free en try  have to be broken down.
— Private  ow nership has to be guaran teed  security. Institu tions 

have to be founded th a t enforce the  fu lfillm en t of private  contracts.
— “A ffirm ative action” applied w ith  the  requisite caution is need­

ed to prom ote developm ent of the  private sector, for instance in tax  
and credit policy.

2. M ost of th e  com panies h itherto  in  state ow nership  w ill have to 
be privatized. T h e  basic technique for doing so is sale. T h e  state assets 
have to be sold m ain ly  to outsiders, giving preference to those who 
not only offer a fa ir price, bu t in addition m ake a com m itm en t to 
invest in th e  com pany.
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A genuine price m ust still be paid if th e  buyer is an  insider. In si­
der privatization cannot be allowed to degenerate into a concealed 
form  of free distribution.

3. As im plied in No. 2, any give-away d istribution of state proper­
ty m ust be avoided.

4. Preference m ust be given to sales schemes th a t produce an ow n­
ership structure w ith  th e  following features:

T h e  com pany has a dom inan t owner. T his m ay be a business p e r­
son or a group of owners, or a privately  owned com pany th a t already 
has a history of private ownership. T h e  last m ay be dom estically 
owned or foreign-ow ned. A particularly  desirable type of ow ner is a 
strategic investor prepared to back the  com pany w ith  a significant 
injection of new  capital.

W here th e  form  of a jo in t stock com pany is chosen, th e re  is no 
need to avoid a situation in w hich part of th e  shares becom e dis­
persed. H ow ever, it is desirable for every com pany, including  joint 
stock com panies, w here possible, to have a few core owners in  the  
sense just outlined.

5. T he budget constrain t on com panies has to be hardened . T h is is 
the  key to ensuring  th e  financial discipline essential to operating  a 
m arke t economy. A set of new  laws will have to be passed, including 
bankruptcy  law, accounting law  and banking law. Follow ing th e  legis­
lative phase, all these laws should be consistently enforced. T h e  “tr in ­
ity ” of privatization, liberalization and stabilization w ill not suffice for 
a successful transition . H arden ing  the  budget constrain t has equal 
im portance w ith  these.

S tate-ow ned com panies th a t are m aking  chronic losses do not need 
to be privatized at all costs or sustained artificially  for too long. As 
th e  budget constrain t hardens, it perform s a process of n a tu ra l selec­
tion  am ong them . Those th a t are profitable can be sold, sooner or la ­
ter. Those th a t are unsaleable, because th ey  have zero or a negative 
value, m ust have insolvency proceedings taken  against them , and  not 
be given away. P rivatization th rough  bankruptcy and  liqu idation  is 
one of the  m ain  techniques used for changing ownership.

T h e  private sector’s proportion in to tal production w ill grow on the 
one hand  because new  private businesses are appearing, and on the 
o ther because th e  state sector is shrinking. T h e  second process takes 
place in  tw o ways: state-ow ned com panies m ay be sold to private 
owners, or th ey  m ay  go bankrup t and exit.
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Strategy B  This I would call retrospectively the strategy o f  accelera­
ted privatization. I t can be described in  term s of th ree characteristics.

1. T h e  m ost im portan t task is to e lim inate state ow nership as fast 
as possible.

2. T h e  m ain  technique for privatization is som e form  of give-away, 
for instance a voucher scheme, w hereby th e  property  righ ts in state- 
owned com panies to be privatized are d istribu ted  free and equally 
am ong th e  country’s citizens.

T h is approach m ay be linked w ith  to leration or even encourage­
m en t for takeovers by m anagers. In  m any  cases, th is tu rn s  out to be 
a fake m anagem en t buyout, as the  m anagers pay a very  low price, 
w hich is alm ost tan tam o u n t to receiving th e  property  righ ts in the  
com pany free of charge.

3. T h ere  is no need to show any dispreference for dispersed ow ner­
ship. In  fact, it m ay actually be preferred. W hat needs to be em p h a­
sized is th a t  all citizens w ill share in th e  property  righ ts of the  for­
m erly  state-ow ned com panies, so th a t “people’s cap ita lism ” develops.

H ere there are only three characteristics, not five, as w ith Strategy A. 
As for th e  tw o attribu tes not m entioned:

Advocates of Strategy B  also approved of “bottom -up” private en ter­
prise developing, bu t they  did not give it em phasis in  th e ir  proposals, 
w hereas it was placed in the  forefront of ow nership reform  by advo­
cates of Strategy A.

I f  th e  supporters of Strategy B  had been asked at th e  tim e, they  
would have approved of harden ing  the  budget constrain t in principle. 
N evertheless th ey  did not press in  th e ir w ritings for th e  re ten tion  of 
a soft budget constraint, b u t th e  requ irem en t of a hard  budget con­
stra in t becam e lost in th e ir proposals, and not by chance. T hey  expec­
ted  th a t p rivatization would harden  the  budget constrain t au tom ati­
cally. I w ill re tu rn  to this in th e  context of the  Czech and Russian 
experiences.

T he m ost im portan t difference betw een the two types of strategy 
lies not in  th e  item s in  each set of characteristics, b u t in  w hich item s 
receive the  greatest emphasis. W here should political attention, legis­
lative and adm inistrative capacity, intellectual in terest and research 
activity be focused? T here is a strong difference betw een th e  two strate­
gies in  this respect. Strategy A  emphasizes healthy  grow th of the  new 
private sector, w hile B  underlines rapid liquidation of the  state sector.
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Road, and o ther w ritings of m ine th a t appeared about th e  sam e 
tim e outlined  and recom m ended Strategy A. I was no t alone in  doing 
so; quite a few others pu t forw ard sim ilar views. H ere  and th ro u g h ­
out th e  rest of th e  study, I confine the  survey only to  th e  views taken  
by the  W estern  profession, in the  academ ic w orld and at th e  in te rn a ­
tional financial institu tions.5 I w ould like to underline  w ith  h igh  
appreciation here  the  positions taken  by A ndreff (1992), Bolton and 
Roland (1992), B rabant (1992), M cKinnon (1992), M urrell (1992a, 
1992b, and 1992c), M urrell and W ang (1993), and Poznanski (1993). 
However, it was certain ly  a sm all m inority  am ong W estern  academ ­
ic economists who supported a strategy of organic developm ent of the 
private sector. T h e  vast m ajority  of the  profession accepted and popu­
larized th e  strategy of rap id  privatization, often using quite aggressive 
argum ents to do so.

T en  years after, I am  reassured th a t Strategy A, p rom oting organic 
grow th of th e  private sector, was the correct position to take. Strategy  
B, a forced ra te  of privatization, as com pared w ith  Strategy A ,  was in ­
ferior at best and expressly harm fu l at worst.6

Before m aking  com m ents on the  perform ances of four countries, a 
b rief statistical com parison is needed to provide som e background in ­
form ation. T here  is a close causal relation betw een h ea lth y  develop­
m en t of th e  private sector, hardening  of th e  budget constraint, force­
ful restructu ring  of production, and th e  grow th of labor productivity. 
T he last of these indicators is m ore expressive, in th e  presen t context, 
th an  th e  figure for per capita GDP, because it sheds a clearer ligh t 
on the  effect of restructuring. T he state-socialist system  left b eh ind  it 
a legacy of mass unem ploym ent on th e  job. Strategy A  is prepared  to 
dispose of th is legacy, even if it m eans tak ing  pain fu l and unpopular 
m easures. Strategy B  shrinks from  doing so. Now th e  labor producti­
vity  in H ungary  in  1998 was 36 per cent h ig h er th a n  in 1989, w hile 
in Poland it was 29 per cent higher. In  the  Czech R epublic it was

Ί Econom ists w ork ing  in th e  post-social ist countries w ere deeply  divided. A h igh ly  infor­
m ative in sigh t in to  th e  debate  betw een political parties in H u n g ary  is provided by Laki 
(2000); th a t was th e  political env iro n m en t in w hich  th e  first ed ition  o f R oad  appeared. 
H ow ever, analysis and ex  post evaluation  o f th e  debate  on th e  stra tegy  of tran sitio n  w ithin  
th e  post-socialist region w ould go beyond th e  lim its of th is study.

() Dyck (2000, p. 38) show s th a t  m ost countries w ith  direct sales, and concentrated  ow n ­
ership  w ith  openness to outsiders, had grow th rates h ig h er th an  th e  m ean  for th e  post-socia­
list region. A t th e  sam e tim e, countries adopting  th e  voucher schem e w ith  p redom inan tly  
dispersed ow nersh ip  had grow th  rates low er th an  th e  m ean.
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still 6 per cent low er th an  in the  last year of socialism. T h e  situation 
is especially serious in  Russia, w here labor productiv ity  in 1998 was 
still 33 per cent lower th an  in 1989 (UNECE 1999, pp. 128-31).7 8

Clearly, H ungary  has followed Strategy A ß  But th e  H ungarian  road 
should not be idealized by any means. M any abuses occurred, bearing in 
m ind th a t not only free distribution can be used for unfair businesses, 
but the  various m ethods of privatization by sale as well. A lthough none 
of the great corruption scandals came to a head, experts and the public 
strongly suspect th a t abuses were not rare. T here were num erous short­
comings in all five listed features: judicial enforcem ent of private con­
tract left m uch to be desired; there was not enough support for deve­
loping small and medium-sized business ventures; company m anagers 
sometimes acquired state-owned assets at unjustifiably low prices; harde­
ning of the budget constraint was not accomplished consistently.

Nonetheless, in  term s of all five characteristics described earlier, the 
H ungarian transition came closest to following a line of organic devel­
opm ent in the private sector. T he economic achievem ent is impressive. 
Hundreds of thousands of new small and medium-sized firms came into 
being. T ightening of the budget constraint in the first half of the 1990s 
allowed a process of natural selection to sweep over the corporate sphere. 
This coincided w ith a perceptible strengthening of financial discipline. 
T he chains of m utual debt am ong companies were broken and the stan­
ding of private contracts improved. A start was m ade to consolidating the 
banking sector. All these developments were a big attraction for foreign 
capital. T he strong inward flow of capital was one of the  m ain factors 
explaining H ungary’s productivity and export performance.

Occasional statem ents in Poland  were flirting  w ith  th e  idea of Stra­
tegy B, b u t econom ic policy in practice rem ained  close to  Strategy A . 
A h ig h  proportion of Polish economists today recognize th a t th e  m ain 
explanations for Poland’s developm ent successes, apart from  success-

7 T h e  ou tstand ing  em bodim ent of the  success of strategy A  is, of course, China. Nevertheless, 
I do n o t include it in th e  cross-country com parison. A careful evaluation  has to include a 
com parison of in itia l conditions and th e  prevailing  political struc tu re , w hich  are  vastly d if­
feren t in th e  post-Soviet and E astern  E uropean regions on th e  one hand  and in C hina on 
th e  o ther. T h e  task of analyzing th a t would go far beyond th e  scope of th is study.

8 It is not possible to say how far Road  influenced th e  H ungarian  governm ents th a t succee­
ded each o ther a t four-year intervals. G overm nent politicians do not usually  m ake acknow l­
edgm ents of th e ir  in te llec tual debts. At th e  tim e, th e  book was hotly  debated  in H ungary , 
not only in th e  specialist press, bu t also in daily papers and on radio  and television. C er­
tainly, m any  lead ing  politicians and th e ir  advisers m u st have read  it.
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ful m acro stabilization, included th e  mass of new  entries, th e  vigor­
ous “bo ttom -up” grow th of the private sector, and th e  inflow  of for­
eign capital. (See Dabrowski, Gom ulka, and Rostowski 2000.)

T he first who sought to apply strategy B  were the  leaders of w hat 
became the Czech Republic, at the beginning of the  1990s. Vaclav 
Klaus, th e  country’s economist prim e m inister, cham pioned the  voucher 
scheme and argued in the  in ternational arena for its adoption.9

T he program  was applied energetically. T he question of w hy it did 
not yield the  results expected by its in itiators has been th e  subject of 
several subsequent analyses. (See Coffee 1996 and 1998; E llerm an  
1998; Nellis 1999; OECD 1998 and 2000.) In  the  first phase, th e  assets 
were dispersed am ong m illions of voucher owners, only to be concen­
tra ted  again in w ha t are know n as investm ent funds. H ow ever, the 
funds lacked th e  capital strength  to develop the backw ard com panies 
in th e ir  charge or pu t in real investm ent. Such an ow nership  struc­
tu re  failed to encourage strong corporate governance. T he restruc­
tu rin g  dragged on. T h e  budget constraint rem ained  soft in reality , 
despite striden t, Chicago-style free-enterprise rhetoric  directed by the 
governm ent at th e  outside world. W hereas privatization by sale 
engenders n a tu ra l selection, the  transfer of property  righ ts by give­
away d istribu tion  conserves the  existing structure.

So th e  perform ance proved to be disappointing. S trategy B  seems 
to have been a significant factor behind the  problem s, a lthough  some 
serious m istakes in  m acroeconom ic policy also contribu ted  to th e  way 
the  econom y has lagged and relapsed.

Perhaps th e  saddest exam ple of the  failure of strategy B  is p rovi­
ded by Russia. H ere every feature of the  strategy appeared in  an ex­
trem e form: a voucher schem e imposed on the  country, coupled w ith  
mass m anipu lated  transfers of property into the  hands of m anagem en t 
and privileged bureaucrats. In  this environm ent there  occurred a h is­
torically unprecedented  “ow nership re fo rm ” in w hich  th e  property 
rights of n a tu ra l resources, especially oil and gas, w ere expropriated  
by the  “oligarchs.” 10

9 T h e  idea did no t orig inate  in th e  Czech Republic. I t  had appeared earlier in Poland, in 
a paper by Lew andow ski and Szom burg (1989). O f th e  Czech program , Klaus w rote in 1992, 
“O ur non-standard  voucher privatization proved to be rapid and effic ien t” (1997, p. 72).

10 For a profound critical analysis o f th e  m icro and m acro consequences of R ussian p riva­
tization, see Black, K raakm an, and Tarasova (2000) and Filatotchev, W righ t, and Bleaney 
(1999). On th e  barriers to free entry , see B roadm an (2000) and Desai and G oldberg  (2000).
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All these occurrences are closely connected w ith  survival of the  
syndrom e of th e  soft budget constraint, in  a form  th a t in filtrates and 
does yet g reater dam age to every cell in  the  econom y and body poli­
tic. Russia has become a “nonpaym ent society,” as a recen t study ap­
propriately  described it (P into  et al. 1999). Com panies do not pay 
th e ir suppliers, any m ore th an  em ployers do th e ir  em ployees or 
debtors th e ir lend ing  banks. T his is all to lera ted  by th e  executive and 
the  judiciary. In  fact, the  state sets a bad exam ple by often falling 
behind  w ith  th e  wages and insurance contributions of state employees 
and w ith  pensions.

W h a t w ere th e  in tellectual sources for those who advanced the  two 
strategies? I t  should be rem em bered  th a t no one cam e forw ard w ith  
a strict line of th in k in g  or produced a m odel th a t drew  conclusions 
from  precisely form ulated assumptions. T he advocates of both Strategy  
A  and Strategy B  b lended know ledge draw n from  economics w ith  
in tu ition , or it could also be said, w ith  some vision of how  capitalism  
w ould develop and consolidate. So m y purpose now, hav ing  reread the  
w ritings of those tim es, is not to discover w hich authors are cited in 
the  footnotes. I t is m ore a question of reading betw een  the  lines in 
ano ther way, to  work out w hat ideas inspired th e  visions. I realize I 
am  tread ing  on uncertain  ground and could well pu t a false construc­
tion on things. Nonetheless, I will try  to answ er th e  question.

L et m e begin w ith  the  easier part of th e  task, th e  introspection. 
W hich works and intellectual strands influenced m e m ost as I though t 
about ow nership reform  at the  end of th e  1980s?

One source was the  work of Hayek, or m ore precisely his ideas on 
the  developm ent of the  m arket econom y and its opposition to “con­
structiv ism ” (H ayek 1960 and 1989). I felt it was grotesque th a t our 
Czech colleagues should refer to H ayek on several occasions w hile s it­
ting  at th e ir  desks concocting rules of the  gam e for th e ir voucher 
schem e and state prescriptions for p u ttin g  it into practice. For H ayek 
attached enorm ous im portance to the  spontaneity  of capitalism , to the  
way it picks out, by evolutionary m eans, th e  viable institu tions th a t 
are capable of survival.

M y o ther in tellectual source was Schum peter— not th e  Schum peter 
of Capitalism, Socialism and Democracy ([1942] 1976), placing naive 
hopes in  m arke t socialism, bu t an earlier Schum peter ([1911] 1968), 
identifying the en trepreneur as the  central figure of capitalism . Schum ­
p eter’s m arke t econom y is not a sterile, equilib rium -bound, W alrasian
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world, b u t one of real rivalry, in w hich live people set about found­
ing new  firm s, conquering new  m arkets, and in troducing  new  pro­
ducts. I fe lt th a t E astern  Europe, after its num bing  dose of b u reau ­
cracy, needed thousands and tens of thousands of Schum peterian  
entrepreneurs. Closely connected w ith  this is S chum peter’s other, oft- 
quoted idea of creative destruction. T his com bines in m y cu rren t of 
th in k in g  w ith  h arden ing  of th e  budget constraint and th e  painful, but 
essential process of natural selection by the m arket th a t ensues from  it. 
A pow erful process of exit and en try  is th e  driv ing engine for reallo ­
cating resources from  less productive to m ore productive firm s (C a­
ballero and H am m our 2000, pp. 10—1).

A th ird  source is th e  im age of the  beginnings, developm ent and 
consolidation of capitalism , form ed in  m y m ind  from  a varie ty  of 
readings. T his includes th e  French “Annales School,” the  w ritings 
of F ernand  Braudel and others, w hich clarify th e  evolutionary  natu re  
of the  process, and studies of the com m ercial laws and financial 
discipline in troduced w ith  a firm  hand  u nder early  cap italism .11

Finally, I was certain ly  strongly influenced by th e  study of socia­
list systems. I did not use th e  te rm  “in stitu tio n ” in  every second p a ­
ragraph as it recently has become fashionable to do so, bu t I th in k  I u n ­
derstood w hat a “system ” m eans, and w hat the  difference is betw een 
socialism and capitalism ; and I was sufficiently aw are th a t th is d if­
ference will not disappear just th rough  privatization, stabilization and 
liberalization.

W hat in tellectual influences could have w orked upon the  advocates 
of Strategy B, to produce th e ir  vision of how to “construct” cap ita l­
ism at a rap id  pace? I t  is no t sufficient to refer in  general term s to 
the  influence of “m ainstream  economics.” Even if th e  adheren ts of 
Strategy B do no t refer to them , I am  convinced th a t th ey  were 
strongly influenced— consciously or alm ost unconsciously— by two 
authors. One (by an irony of fate indeed) was M arx and th e  o ther 
was Coase. I concede th a t they  m ake strange bedfellows.

Sophisticated M arxists would call w hat Strategy B  adopted “vulgar 
M arxism .” I m ig h t add th a t w hat it took over from  Coase is “vulgar 
Coase-ism ” as well.

V ulgar M arxism  in th is context m eans a sim plified form ula: the  
change of ow nership is not just a necessary condition of capitalism ,

11 See p rim arily  B raudel’s g rea t sum m ariz ing  w ork ([1975] 1985).
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but a sufficient one. Capitalist property relations form  the  base th a t 
goes on to  create its own superstructure: th e  institutions, political 
organization, and ideology required  to operate the  capitalist base.

T he real course of history showed earlier and the  post-socialist tran ­
sition confirm ed th a t the  relation of base and superstructure is far more 
complicated th an  that. T he m ere existence of capitalist property re la ­
tions is not a sufficient condition for the  consolidation of capitalism. 
Transform ations of the economy and society in th e ir various spheres 
often proceed in  parallel, w ith m any types of in teraction occurring. 
Now one sphere advances and now another, reacting on the  first. T here 
is no universal rule governing the sequence in  w hich the  interactions 
occur. I f  a drastic reform  of ownership should happen, in  one place, to 
precede the  transform ation of political, legal, and cultural institutions, 
the  la tter m ay only follow very slowly and painfully, a t grave social 
cost. So even if it is feasible under certain conditions, it is not certain 
th a t having a rapid and drastic ownership reform  before th e  transfor­
m ation of the  auxiliary institutions is the m ost beneficial sequence.

I w ould express th e  sim plified form ula of “vulgar C oase-ism ” like 
this. I t  does no t m a tte r if  th e  in itia l allocation of legal en titlem ents 
is inefficient. An efficient allocation w ill u ltim ate ly  appear.

T his s ta tem en t is im bued w ith  th e  optim ism  of V oltaire’s Pangloss. 
I th in k  Coase, if  he  had  taken  part in th is debate, w ould have added 
th ree  w arnings to th e  second sentence of th e  fo rm ula (Coase 1960). 
An efficient allocation w ill appear provided·.

— the exchange is on a perfectly  com petitive m arket;
— th ere  are no barriers to recontracting; and
— th e  recontracting involves no transaction costs, or at least, the  

costs are very low.

B ut w ha t is th e  situation if these conditions fail to apply? In  fact, 
th is is th e  case w ith the  post-socialist transition: th e re  are serious 
problem s w ith  these conditions. T he renegotiation and recontracting 
of the  allocation of property  rights m ay be blocked by in terest groups 
w ith  enorm ous pow er (as they  have been in Russia.) I t is no less w orth 
considering th a t appalling social costs appear in th e  reallocation p eri­
od, w hich is accom panied by suffering and victims.

L et us re tu rn  to  th e  argum ents heard  in  th e  debate.
1. T he advocates of Strategy B  were eager to cite ethical considera­

tions. Every citizen m ust be given an equal share of the  form er property
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of the state for reasons of fairness.12 Experience has proved conclusive­
ly th a t this is a hypocritical argum ent. T he initial allocation rem ained 
for a very short period, before it gave way to a high degree of concentra­
tion of ownership of the form er property of the state. In  the  case of 
Russia, it obviously led to the developm ent of an absurd, perverse and 
extrem ely unfair and distorted form of oligarchic capitalism .13 * 15

T he sale of state assets, if it takes place at a correct price, does not 
alter th e  d istribu tion  of w ealth  or income. T he w ealth  of th e  state is 
not reduced; it sim ply changes form. R evenue from  privatization has 
to be invested usefully, no t consumed. H ungary  m anaged  to em ploy 
its receipts to reduce foreign debt, at least during  the  big wave of p r i­
vatization, w hen  m uch of th e  energy and telecom m unications sectors 
were sold. T h e  consequent reduction in  in terest paym ents and m arked  
im provem ent in the  country’s credit ra ting  brough t real benefits for 
all th e  country’s citizens.

2. G reat em phasis was placed on th e  sociological aspect in the  line 
of a rgum ent pursued by the  advocates of organic developm ent. T he 
process of embourgeoisement of society, w ith  the  developm ent of a 
p roperty-ow ning class, is essential to the  consolidation of capitalism . 
I t is well know n th a t a t a certain  stage in the  m atu rity  of capitalism , 
a great role is played by the  dispersed ow nership of shares, coupled 
w ith  in stitu tional ownership. However, there  can be no ru n n in g  
ahead; no attack w ithou t strong rear-guard  action. T h e  appearance of 
big institu tional investors cannot substitu te for radical transform ation  
in th e  stratification of society.

T his argum en t was confirm ed by th e  first decade of post-socialism. 
T here  is a close correlation betw een the  m easures of econom ic success 
and th e  restratification of society.

3. T he argum ents th a t m ost appealed to economists concerned eco­
nomic efficiency. T his field has dem onstrated the superiority of strategy 
A most convincingly of all. I t  has been shown th a t de novo private com ­
panies are generally m ore productive th an  those th a t rem ain  in  state

12 T h e  m ajo rity  o f th e  R ussian public looked on th e  vouchers w ith  suspicion from  the
outse t and did n o t expect th em  to b ring  an appreciable im provem en t in th e ir  financia l posi­
tion. (See Blasi, K roum ova, and Kruse 1997, pp. 76-7.)

15 F rom  th e  eth ica l v iew point, 1 am  not claim ing  th a t  privatization  by sale, as opposed to 
give-aw ay, is necessarily “clean .” I m entioned earlie r in connection w ith  H ungary  th a t  there 
w ere p resum ably  several shady transactions. All 1 seek to do here  is to re fu te  th e  a rg u m en t 
th a t  free d istribu tion , by its na tu re , is “ fa ir.”
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ownership or those th a t were form erly in state ownership and priva­
tized during  the  transition (Konings, Lehm ann, and Schaffer 1996; Ko- 
nings 1997). Experience supports the proposition th a t diffuse ownership 
and the  preservation of the soft budget constraint is re tard ing  the in ­
crease of productivity (Djankov and M urrell 2002). T he Schum peterian 
spirit of enterprise, sweeping aside inefficient, non-viable companies; 
new, real owners’ strong in ten t on establishing order; foreign capital 
glad to m ake large, m odern investm ents in an environm ent of finan ­
cial discipline and observance of contracts— these together boosted the  
grow th of productivity and enhancem ent of export perform ance.

4. F inally, th ere  are the  political arguments. T here  is no disputing 
today th a t the  voucher program  and postponem ent of pain fu l restruc­
tu ring  w ere crucial to the  victory of the  governing party  in  the  sec­
ond free Czech elections. T h a t was the  single case in  the  Eastern 
European region in the  last decade in w hich th e  sam e governm ent 
continued for a second term . By th a t yardstick, the  privatization cam ­
paign was a success.14 By contrast, the  coalitions th a t ru led  in th e  first 
parliam en ta ry  cycle in  H ungary  and Poland fell a t th e  second gene­
ral elections. T h e  rival coalitions th a t took office pursued basically the  
sam e strategy A  as th e ir  predecessors. Four years later, after abstain­
ing from  using give-away privatization as an election w eapon, they  
suffered defeat in th e ir  turn . So Strategy B  has proved m ore favorable 
according to th e  M achiavellian criterion of re ta in in g  power.

T h e  advocates of Strategy B  everyw here, and especially in Russia, 
cited repeated ly  th e  a rgum ent th a t if the  “w indow  of opportun ity” 
opens for privatization, the  opportunity  has to  be seized and th e  p riva­
tization carried out rapidly. I t has to be done w hile th e  state b u reau ­
cracy is still in  a confused, weak state, and unable to resist. W hile 
th a t is still the  case, the  change in ow nership relations has to be m ade 
irreversible, lest there  never be another chance of doing so.

This argum ent can be neither confirmed nor denied by purely logi­
cal, speculative means. No counterfactual scenario th a t differs from the 
actual course of history can be supplied w ith  great assurance. A lthough 
it is clear retrospectively th a t Czech democracy, for instance, was not 
under any th rea t of com m unist restoration or a reappearance of Soviet 
tanks, it has to be adm itted th a t the m atter was not so clear in 1991. 14

14 O n th e  o th er hand, th e  sam e g overnm en t fell two years later, in th e  m idd le  of th e  p ar­
liam entary  cycle, no t least because of econom ic-policy m istakes it had  m ade.
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Reassessing th e  events in  Russia is especially problem atic from  this 
po int of view. T h e  following line of a rgum ent has been constantly 
heard. T h e  mass privatization had  to be carried out sw iftly before the  
C om m unist party  gained its electoral victory. No k ind  of privatization 
could have been pushed through  the D um a once the  C om m unist party  
had  becom e th e  tone-setter there.

I th in k  th e re  is a faulty, upside-dow n causal explanation  behind  
this argum ent. If  th e  privatization had  taken  ano ther course, w ithout 
so m any g laring abuses and unavailing  social losses associated w ith  it, 
th ere  would not be such strong nostalgia in Russia for the  com m u­
nist system. An ow nership reform  th ru st on society m ay b ring  irre ­
versibility. But a m ore solid foundation for an irreversible advance of 
capitalism  w ould be provided if a broad bourgeoisie developed, p rop­
erty  righ ts and private contracts applied consistently, dem ocracy were 
institutionalized, and th e  m arket economy enjoyed political support 
from  th e  m ajority  of voters.

M a c r o e c o n o m i c  S t a b i l i t y t 15l

W h e n  I was preparing this study, I read Road  again and felt satisfied 
as I read the  chapter on privatization righ t through. I cannot say the 
same of the chapter on stabilization. If some miraculous tim e m achine 
could take m e back to th a t tim e (with m y thoughts as they are today), 
I would rew rite the  chapter before sending it to the  press. T he chapter 
dealt w ith several questions, of which I pick out th ree here.

The timing. W hen  I w rote the  book in 1989, th e  H u n g arian  econ­
om y was suffering from  a series of severe m acroeconom ic problem s, 
w hich requ ired  strong correction. I t  was clear th a t th e  ad justm ent

15 [A distinction can be draw n betw een “system -specific” changes and the  “non-system -spe­
cific” changes th a t can occur u nder any system w ithou t affecting th a t system ’s p rim ary  de te r­
m in ing  characteristics. C hange in ow nership relations is a system -specific transform ation . I t  is 
a basic constituen t o f a country’s change from a socialist to a capitalist system. On th e  o ther 
hand, m ost elem ents of m acroeconom ic stabilization, such as th e  exchange rate, changes in fis­
cal param eters, or cuts in budgetary spending, appear also in stabilization and ad justm en t pro­
gram s in countries operating  under an established capitalist system. T o th a t ex ten t th e  dis­
cussion of m acro stabilization in th e  second half of Study 4 falls outside th e  sub jec t-m atter of 
th is volum e— the change o f  system  bu t th e  section is included nonetheless because it belongs 
to th e  sub ject-m atter of Study 4, th e  au tho r’s self-assessm ent of earlier work.]
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w ould be painful, and the  question arose as to w hen  it should be 
done. M y book recom m ended doing it stra igh t away, in th e  next one 
or tw o years. T h a t recom m endation was repeated  no t long afterw ards 
in the  Czech, Polish and Russian editions of th e  book and in several 
o ther foreign editions. T he m ain  argum ent was th a t a new  chapter of 
history was being opened. At th a t precise m om ent, a freely elected 
governm ent would have the  m oral legitim acy to call upon th e  public 
to m ake a sacrifice. I t  w ould still be possible to claim  th a t th e  govern­
m en t was try ing  to rem edy the  previous reg im e’s worst omissions 
(and it m ig h t be added, those th a t could be corrected m ost swiftly). 
If  there  w ere postponem ent, people would feel, justifiably  or u n ju sti­
fiably, th a t  th e  troubles had been caused by th e  shortcom ings in the  
dem ocratically elected governm ent, not th e  previous system.

I still th in k  th a t position is a correct one. A dram atic  step of th a t 
kind was taken  in Poland, w ith  th e  Balcerowicz program  of 1990. In  
the  first section of th is study, I criticized th e  Czech governm ent sev­
eral tim es, b u t I w ould like here to pay trib u te  to th e  Klaus govern­
m en t for th e  boldness of th e  drastic m easures of ad justm ent it m ade 
to its m acro policy in 1991.

As a H ungarian  citizen, I sincerely regret th a t the governm ent of my 
country rejected th a t proposal and the opposition at the tim e did not 
press for its acceptance either. T heir decisions depended on political 
will, not the objective economic conditions. T he leading political forces 
were afraid to take unpopular action. Adjustment was postponed for sev­
eral years, through the whole of the first four-year Parliam ent until 
eight m onths into the second. I t  was eventually taken in 1995, when 
H ungary came close to financial collapse, in the wake of the  Mexican 
crisis. Considered advice was not sufficient. I t took “catastrophe signals” 
at the frantic, last but one m inute before the governm ent could steel 
itself to take corrective measures to avert the crisis.

Most experts agree tha t this postponed adjustm ent cost m ore th an  it 
would have done if it had been im plem ented earlier. No one should be 
lulled into th ink ing  th a t such a decision is taken in  a purely rational, 
economic context. T here is an ethical and political dilem m a posed here. 
It is a question of the inter-tem poral distribution of pain and gain, and 
concurrently, of acceptance of the political price of unpopular measures.

The predictions. T he proposals I  m ade rested on defin ite  forecasts 
of th e  m acro consequences of the  post-socialist transition . M y prog­
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nosis was wrong. I did not predict the  deep recession th a t followed; I 
was too optim istic in  m y expectations of fu tu re grow th. I have to re ­
cognize th a t m any  colleagues of m ine in H ungary  and abroad m ade 
predictions th a t w ere m ore realistic.

I can fault myself because I really had available to m e the inform a­
tion on which I could have made a better forecast. For instance, I could 
have read more carefully at least my own book, The Socialist System  
(1992b), which m ight have initiated in m e the following line of thinking:

The socialist system left as a legacy a badly distorted structure of input 
and output. Correcting this called for creative destruction. However, while 
destruction is rapid, creation goes much more slowly, so th a t the balance 
of the two processes in itself implied there would be deep recession.

T he socialist system established a special m echanism  for coordina­
ting  activities. A lthough this m echanism  operated at a low level of effi­
ciency and w ent wrong in the  end, it did at least operate. W ith  the 
change of system, the old m echanism  broke down, bu t the  new  m ar­
ket m echanism  could not yet take over all the tasks of coordination. In 
the study I w rote la ter on the transform ational recession (1993c), I 
called this situation institutional no-m an’s land and disruption.16

These changes, along w ith  several o ther factors, led to th e  region 
suffering the  deepest recession in in terna tional econom ic history. T he 
classic recipes for m acroeconom ic stabilization had  to be altered  and 
augm ented  before any program  of adjustm ent and transform ation  
could be really  successful.

fVhat action at one stroke can achieve. M y book recom m ended th a t 
a radical program  of action should be taken at one stroke. As I assess 
th a t advice retrospectively, I will try  to consider bo th  the  H ungarian  
case and th e  experience in o ther countries.

Even today, I do not reject the notion of a radical ad justm ent pack­
age, in  w hich several m easures are taken sim ultaneously. A w ell-com ­
piled package of correctly calibrated m easures is capable of restoring 
th e  equ ilib rium  in several im portan t dim ensions of the  m acro econo­
m y at once, or at least b ring ing  the  economic state m uch closer to a 
to lerable degree of d isequilibrium  (for instance, reducing the  deficit 
on the  cu rren t account or the  budget deficit to a sustainable level).

16 O liv ier B lanchard (1997), analyzing th is phenom enon  on a theo re tica l p lane, te rm ed  it 
“d isorgan ization .”
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W h at I criticize in  th a t proposal today is its m isplaced em phasis. 
Too m uch heed  w ent to w hat could be achieved rap id ly  by a drastic 
ad justm ent package and too little  to how to consolidate the  effects of 
quick fix and produce fu rther, lasting im provem ent.

I t  is hard  to achieve economic equilibrium , b u t very easy to lose 
it again. I t  seem ed tim e and again, in H ungary, Poland, th e  Czech 
Republic, and Russia, as if the  m acro economy was on th e  rig h t track 
again. T h en  cam e ano ther jolt: deceleration or even absolute deterio ­
ration in certain  indicators. For grow th to be sustainable, th ere  has to 
be not just one m acroeconom ic in tervention, bu t a deep, com prehen­
sive program  of institu tional reforms.

M y w ork dealt adequately w ith  every th ing  connected, directly  or 
indirectly, w ith  th e  budget constraint, bu t I cannot acquit m yself of 
a m istake m any  people m ade, of not po in ting  sufficiently  to the 
im portance of o ther reforms. I t  is easy to im prove th e  budget balance 
rapidly, a t a single stroke, for instance by raising th e  rates of existing 
taxes, as m entioned  earlier. But a lasting im provem ent needs radical 
tax reform s, a broader tax  base, the  in troduction of new  taxes, and a 
consistent system  of tax  collection. And th a t is only one side, perhaps 
the  easier side of fiscal reform . T he other m eans reducing state expen­
d iture, w hich involves reorganizing the  state apparatus and  the 
financing  of education, health care, and other welfare systems. It is rel­
atively easy to declare th a t th e  currency is convertible. I t  takes m uch 
hard er w ork to organize an effective system  of in terna tional pay­
m ents, to develop well-oiled connections betw een th e  dom estic and 
in terna tional banking  systems, and to guaran tee th a t in terna tional 
paym ent agreem ents will be observed.

I t  is no t the  task of this study to analyze in detail w hich features 
of th e  Yegor G aidar package of 1992 w ere favorable and  w hich were 
unfavorable. However, I can say th is m uch: th e  problem  was no t th a t 
the  G aidar governm ent sought to end th e  slide tow ards hyperin fla­
tion by tak ing  drastic m easures. T he trouble (no t th e  only trouble, bu t 
the  m ain  one) was th a t no institu tional system  for consolidating the  
m acro equ ilib rium  was ever built, e ither before or afterw ards.

M acro stabilization is not a battle, bu t an endless war. Stabilization 
cannot be gained by a Blitzkrieg. Institu tional reform s can only be ob­
tained  step by step, by a series of larger and sm aller blocks of reform s. 
I see th a t now. I reg ret th a t th is idea did no t featu re in  Road.
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C o n c l u s i o n

T h e  polem ics of the  early  1990s concerned the  choice betw een 
“g radualism ” and “shock therapy .” In  those days, th a t was one of the 
favorite topics of classroom discussion on com parative courses. T h a t 
was w hat m any  students had  to w rite about in th e ir exam  papers.

In  m y view, th e  question was badly put, and so I am  not going to 
try  to answ er it. T h e  question itself im plies a yardstick: speed. I am  
convinced th a t speed, w hile im portant, is not th e  p rim ary  m easure of 
success. In  those days, m any partic ipants in th e  post-socialist tran s­
form ation suffered from  an obsession w ith  speed.17 T h e  Czech R epub­
lic was w arm ly congratulated  on being the  first to com plete th e  p ri­
vatization of the  bulk of the  economy. H un g ary ’s private sector was 
not m aking  an equivalent contribution u n til tw o years la te r and 
Po land’s not u n til perhaps th ree  years later. But so what? T h e  tran s­
form ation of society is no t a horse race. T he m ain  indicator of suc­
cess is not who passes the  w inning  post first.

Excessive em phasis on speed leads to im patience, aggressiveness 
and arrogance. “W e can do every th ing  we w an t.” I t  sounds ironic, bu t 
th e  tru th  is th a t th e  expression “mass privatization ,” used as a syno­
nym  for give-aw ay and voucher schemes, is th e  inverse of th e  “mass 
collectivization” fam iliar from  the  history of Stalinism . S talin  did not 
w ant to spend long bothering  w ith  vo luntary  collectivization. Using 
brutal, m erciless violence, he imposed collective ow nership on the  
peasantry  w ith in  tw o or th ree  years. I do not w an t to exaggerate the 
com parison. Luckily, no gulags were required  and no b ru ta lity  in  the 
1990s. T he forcing of the  change was done by m ilder m eans. N one­
theless, th ere  w ere sim ilarities: the  subordination of th e  ow nership 
reform  to political and power purposes, the  horror of g radual change, 
the  im patience, and the  obsession w ith  sp eed !18)

T he transition  from  socialism to capitalism  has to be an organic 
developm ent. I t cannot be done otherw ise. I t is a curious am algam  of

17 Anatoly Chubais, th e  leading figure in Russian privatization, gave a lecture to th e  Carnegie 
Endow m ent in W ashington DC, on May 17, 1999. Let m e quote from the  report issued by the 
inviting institution: “Asked about his role as privatization m inister from  1992 to 1994, Chubais 
conceded th a t his privatization efforts could be characterized as ‘Bolshevik-style’ lacking pub­
lic support and quickly executed.... His strategy was to privatize as quickly as possible, using 
every m inute of the  day to privatize: ‘1 did not speak, 1 privatized,’ Chubais proclaim ed.”

18 [For more details on the phenom enon of “speed m a n ia ” see Study 7. (pp. 160—1)]
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revolution and evolution. I t is a tria l-and-erro r process, w hich retains 
or liquidates old institutions, and tries out, accepts or rejects new  ones. 
Each elem ent in the  process m igh t be very rapid, fairly  rap id  or slow. 
Each has its own appropriate speed. Some episodes call for a one- 
stroke in tervention . M any o ther processes advance by increm ental 
changes.

T here  are m ore im portan t criteria th an  speed. I s ta rt from  the  con­
viction (not the  assum ption, bu t the  conviction) th a t the  capitalist sys­
tem  is superior to th e  socialist system. F rom  that, it follows th a t the 
firm er capitalism ’s foundations are, the  b etter the  m edium  and long­
term  perform ance of the  system  will be. So the  em phasis has to be 
placed on consolidation and stability, and at the  sam e tim e, on sus­
ta inab ility  of grow th, not on breaking records w ith  it.
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E a s t e r n  E u r o p e :  Success  a n d  
D i s a p p o i n t m e n t *

5

I n t r o d u c t i o n

T h e  study exam ines eight particular countries th a t became m em bers of 
the European U nion in 2004: the Czech Republic, Estonia, Poland, 
Latvia, L ithuania, Hungary, Slovakia, and Slovenia.!11 I will take the 
liberty of referring collectively to these countries as Central Eastern 
Europe or the  Central East European region, although of course th a t is 
a bit geographically imprecise. As I am  w riting these lines, the  E uro­
pean Union is undergoing trying times, and it is impossible to guess 
w hat the  fu ture will bring. W hatever influence the  eventual fate of the 
European U nion will exert on the eight countries under consideration 
is a distinct issue from the topic of this study. On the other hand, it 
m ay be w orthw hile to take a look at this region separately, since the 
status of each country was subjected to microscopic exam ination by va­
rious EU bodies before their accession. T he m em berships m ay be seen 
as certificates, supposed to attest to the fact tha t these countries boast 
democratic political systems and functioning m arket economies.

After 1990, the Communist party’s dictatorship came to an end in  ten 
countries, nam ely in  the Soviet Union and in countries th a t were in

* [The basis of th e  study was th e  Presidential A ddress delivered  by th e  au th o r to th e  14th 
W orld Congress of th e  In te rn a tio n a l Econom ics Association on A ugust 29, 2005 in  Morocco. 
1 am  g ra tefu l to Z denek  K udrna and N oém i Péter, w ho helped m e in m y w ork w ith  care­
ful d a ta  collection and useful com m ents, and to Philippe Aghion, Jean -P au l F itoussi, T am ar 
G endler, S tephan  I laggard , G érard  Roland, András Sim onovits, and István Gy. T ó th , w ho 
com m ented  on earlie r versions of th e  m anuscript.]

1 [Two o ther post-socialist countries, B ulgaria and R om ania, have becom e EU m em bers 
since th e  study was w ritten  and first published.]
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close m ilitary and economic alliance w ith it, such as Bulgaria, Czecho­
slovakia, Poland, Hungary, Mongolia, the G erm an Dem ocratic Republic, 
and Rom ania, and additionally in the form er Yugoslavia and Albania, 
which already had ra ther loose ties w ith the Soviet U nion at th a t time. 
I would not even dare to attem pt to review the  entire area in  this study, 
if for no other reason because there are huge differences am ong them , 
prim arily  from the  standpoint of their political structures. From  this 
standpoint, the eight countries comprising the  subject of m y analysis are 
rather homogenous. So although they share a num ber of im portant char­
acteristics w ith the larger group, the set of countries I am  focusing on 
cannot be viewed as a “representative sam ple” of th a t w ider class. In 
delineating the topics of my analysis, I made a deliberate choice: I w ant­
ed to focus on the  region w here reforms had been m ost consistent and 
far-reaching. W ith  the  eight new mem ber-states, I confine m yself sole­
ly to discussion of th e ir similarities; I do not deal w ith  description or 
explication of the  considerable differences between them .

L et us jum p back in time a couple of decades and recall the mood and 
expectations of the people living in this region, who opposed the com­
m unist system. At tha t time, they felt it was a hopeless daydream that 
their countries could become democratic m arket economies in the fore­
seeable future. Although this has become a reality today, m any are dis­
appointed and bitter.

A num ber of analyses, both official and scholarly, have been published 
on this topic. They contain the most relevant statistical data revealing a 
great deal about the current political and economic situation of each of 
the countries under consideration, as well as their relative standing. 
Noteworthy studies have appeared offering causal analyses of the results, 
difficulties, and problems.2 * * I will not attem pt to summarize this rich and 
valuable body of literature, nor is my aim  to confirm or refute these prior 
analyses. Instead, I would like to complement them  by focusing on aspects 
of the transform ation that have not yet received sufficient attention.

2 T h ere  have been several docum ents com m issioned by th e  E uropean  U nion  to evaluate  
th e  sta tus of th e  cand idate  countries. For exam ple, th e re  appeared  ju st before accession a
publication  en titled  th e  Comprehensive M onitoring  Report (E uropean  C om m ission, 2003). A 
good in sigh t in to  th is topic is provided by th e  annual T ran sitio n  R eports of th e  E uropean 
Bank for R econstruction and D evelopm ent (e.g. EBRD  2002).

I would also m en tio n  som e recent publications by academ ic authors, often  cited by experts: 
Campos and Coricelli (2002), Csaba (2005), Kolodko (2000), K ornai (2000a), R oland (2000), 
S tiglitz (1999), and Svejnar (2002).
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In  th e  discussion below, I will take special care to separate m y 
description o f  the fa c ts  from  the  normative judgm ents  I w ill m ake 
about those facts, and from  the  system  of values th a t underlies those 
judgm ents.

T he study is divided into two parts, according to th e  tim e horizons 
in w hich those value judgm ents are shaped. T he first a ttem pts to  ex­
am ine the  transform ation in the context of world history, and the  sec­
ond considers it from  th e  angle of a person’s presen t everyday life.

I n  t h e  C o n t e x t  o f  W o r l d  H i s t o r y

F ir s t  of all, le t us look at long historical periods, a t historical un its 
of decades or perhaps even centuries. And though  th e  focus will 
rem ain  on C entral E astern Europe, I w ill be looking at o ther regions 
of th e  w orld for purposes of comparison. T he m ethodology of th e  first 
section is concisely epitom ized by the  title  of a book by Charles T illy  
(1984): B ig  Structures, Large Processes, H uge Comparisons.

The M ain  Direction o f  Economic Transformation in W estern  
Civilization

D uring the last m illennium , various capitalist forms of the  economy 
have gained m ore and m ore ground in W estern civilization.3 Traces of 
this had already appeared in A ntiquity and formed im portant building 
blocks of m edieval society from  the beginning. T he characteristic insti­
tutions of capitalism — private property, hired labor, m arket-type buying 
and selling, a credit system, and a legal system protecting th e  sanctity 
of private property and contracts— evolved in various countries at var- 5

5 I t is no t w ith in  th e  scope of th is study to offer a  defin ition  o f th e  te rm  “ W estern  civi- 
lization ,” en u m era te  its characteristics or de lineate  its borders. I use th e  te rm  m erely  su g ­
gestively. Since it does no t belong to th e  subject of m y analysis, I leave open th e  question 
o f w h e th e r  th e  trends outlined  in th is study have already appeared or w ill appear in the  
fu tu re  outside th e  region often referred  to as th a t of “ W estern  civ ilization .”

T h e  historical spread of th e  cap italist econom y is p rim arily  em phasized  by th e  various 
M arxist and neo-M arxist schools (e.g. B renner 1976 and th e  lite ra tu re  of th e  so-called 
“ B renner D eb a te”). O th er stream s of historical science, such as represen tatives o f th e  F rench  
A nnales  school, also recognize th e  tendency as im portan t. I refe r p rim arily  to th e  w orks of 
F ernand  B raudel (1972 1973 and 1992) and of Im m anuel W allerstein  (1974 and 1979), in 
w hich  he com bined B raudel’s ideas w ith  th e  findings of th e  neo-M arxist schools.
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ious speeds, m ore quickly in some places, m ore slowly in others, som e­
tim es accelerating, o ther times slowing down. Institu tional transform a­
tion has been inseparably associated w ith  such profound processes as 
urbanization, industrialization and commercialization. All the  above 
comprise w hat is know n as the capitalist economy.4 5

T here is no agreem ent am ong historians as to w hen the  M iddle Ages 
ended and w hen the  M odern Age began.5 Moreover, there is not even 
agreem ent on w hether any criteria could be provided to separate the 
end from the beginning, and if so, w hether it should be sought in the 
economic, political, or religious-ideological-intellectual sphere. However, 
there is fairly wide agreem ent th a t the capitalist economy is dom inant 
in w hat most historians refer to as the M odern Age or m odernity. T he 
economy is in a constant state of m otion and transform ation. This trans­
form ation has a characteristic main direction, toward expansion of the 
capitalist economic order, accompanied by deepening of its effects.

T h e  spread of capitalism  has been a slow, spontaneous, and evolu­
tionary  process. In  some cases capitalist and pre-capitalist form s co­
exist in a long-lasting in tertw ined  fashion. In  o ther cases (in various 
countries at d ifferen t points in tim e), there  is rapid acceleration, p e r­
haps followed by stagnation or even reversal. And th e  causes of acce­
leration, w hen it occurs, m ay be num erous: political revolution, new  
rules in troduced by an innovative great statesm an or political group, 
geographical discoveries (such as the conquest of the  N ew  W orld), or 
the  in troduction of great inventions (such as th e  steam  engine, ra il­
roads, or th e  harnessing of electricity).

4 In som e of m y o th e r  w ritings, for exam ple in The Socialist. System  (1992b), I have 
attem pted  to give a m ore concise defin ition . 1 con ten t m yself here  w ith  a looser description 
of “cap ita lism ,” one w hich  is sufficient to encom pass o th e r  characterizations and avert con­
ceptual debate. [For m y defin ition  of capitalism  see S tudy 6 (pp. 125- 7).]

5 Consider th e  follow ing represen ta tive  publications th a t  concern th e  issue of periodiza­
tion— in  particu lar, th e  topic of th e  b eg inn ing  and end of th e  M iddle Ages: Bloch [1939] 
(1989), Le G off (1982), P iren n e  [1933] (1937), and Raeds (2001).

1 am  gratefu l to G ábor Klaniczay, w ho assisted m e in g ain ing  insigh t in to  th e  discourse of 
historians exam in ing  th is very subject; his article (2001) provides an in-dep th  overview  of the  
lite ra tu re  w ritten  on th e  subject of transition  from th e  M iddle Ages to th e  M odern Age.

In an in terv iew , B urke (1990), th e  w ell-know n British h istorian  stated: “ Nobody can agree 
as to w hen th e  early  m odern  period begins.... Perhaps w e as presen t-day  econom ists and 
o ther scholars of th e  social sciences are too close to th e  events and it is for th is reason th a t 
we could so easily agree on one th ing: th e  fall of th e  Berlin W all is view ed as th e  sta rt of 
a new  period in th e  region. Or, perhaps th e re  is a g rea ter degree of hom ogeneity  and syn ­
chronization  p resen t in th e  events th an  th e re  was d u rin g  earlie r periods o f h isto ry .”
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Before th e  C om m unist parties came into power, th ey  w ere in flu ­
enced by M arx’s theory to endorse the  principle th a t economic history 
had  a m ain  direction. T his, however, according to th e  M arxists, points 
beyond capitalism . T he C om m unist parties considered it fundam en tal 
to create a system  th a t w ould supersede capitalism . T hey  offered 
explicit criteria for com paring the  two systems: grow th in labor pro­
ductiv ity  and its concom itants, notably rates of production and in ­
creases in standards of living.

T h e  ensu ing  m o n u m en ta l a ttem p t at verification, w hich  ev en ­
tu a lly  failed, lasted  for over 70 years in  th e  Soviet U nion  and  for 
about 40 years in  E astern  Europe. T h ere  w ere m om en ts in  th e  race 
betw een  th e  socialist and  capitalist system s w hen  even  som e ad h e r­
ents of th e  cap ita list system  becam e uncertain . R em em b er th a t in 
th e  years follow ing th e  G rea t D epression of 1929, th e  m ost devel­
oped countries w en t in to  deep recession, w hile th e  first F ive-Y ear 
P lan  of th e  Soviet U nion  h ad  spectacular results and  produced a 
h igh  grow th  ra te . R em em ber also how  th e  successful launch  of th e  
first S pu tn ik  was tak en  by m an y  as th e  daw n of an  age of Soviet 
techn ical and  m ilita ry  superiority! H ow ever, if these events are 
m easured  on a scale of long decades and th e  en tire  period  of exis­
tence of th e  socialist system  is observed, one th in g  is defin ite ly  
proven: cap italism  is m ore productive and m ore innovative, w ith  a 
faster g row th  ra te  producing  a h ig h e r increase in  th e  s tan d ard  of liv ­
ing. Table 5.1 provides a grow th com parison betw een  th e  socialist 
and cap ita list countries in  th e  last four decades before th e  collapse. 
T h e  socialist countries are represen ted  by th e  Soviet U n ion  and  by 
th ree  of th e  new  EU m em bers (Czechoslovakia, Po land , and  H u n ­
gary). T h e  cap ita list econom y is represen ted  by 13 old EU  m em bers. 
T h e  tab le  clearly  indicates th e  grow ing superio rity  of th e  cap italist 
economy.

Note th a t in saying th is I am  certainly not claim ing th a t we have 
come to the  end of history, nor am  I suggesting th a t capitalism  will 
never be superseded at some point in the  future. I do not undertake 
to prophesy. However, it is irrefutable th a t existing  (or h ith erto  exist­
ing) socialism has lost th e  race against existing  (or h ith erto  existing) 
capitalism . T his is no t a value judgm ent; it  is an observable, sta tis ti­
cally accountable fact: th e  m ain  trend  of history u n til now, in the 
w orld of W estern  civilization, has pointed in  th e  direction of expan­
sion of capitalism .
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T h e painfu l and b itte r series of actions during  th e  creation of the  
socialist system  form ed a deviation from  the  m ain  direction. Now the  
countries of th e  C entral Eastern European region have tu rn ed  around. 
After backing ou t of th e ir dead end 15 years ago, th ey  are following 
the  m ain  pa th  again completely.

W hile  th is is a value-free sta tem ent of fact, th e  closely associated 
question of w h e th er th is is to be considered a success can be answered 
only by offering a value-based judgm ent. I w ill re tu rn  to th is later.

H igher productiv ity  and increased grow th rates did no t begin 
im m ediately: th e  transition  to the  new  economic system  started  w ith

T a b le  5.1 G row th rates in socialism and capitalism
G D P  per capita

(1990 A verage g row th  ra tes o f G D P
C ountry  in ternationa l 1990 per cap ita  (percent)

dollars) (1950 =  100)

1950 1989 1950s 1960s 1970s 1980s

Czechoslovakia 3,501 8,768 250 3.9 2.9 2.1 1.2
H ungary 2,480 6,903 278 4.0 3.8 2.1 1.0
Poland 2,447 5,684 232 2.4 3.2 3.4 0.4
USSR 2,841 7,098 250 3.4 3.6 2.2 0.9.
Post-Socialist 4 2 ,819 7,013 239 3.3 3.5 2.3 0.8
A ustria 3,706 16,369 442 6.3 4.2 3.9 2.0
Belgium 5,462 16,744 307 2.4 4.2 3.3 1.9
D enm ark 6,943 18,261 263 2.9 3.8 2.0 1.8
Fin land 4,253 16,946 398 3.3 4.4 3.3 3.2
France 5,271 17,730 336 3.7 4.6 3.0 1.7
G reece 1,915 10,086 527 5.0 6.6 4.4 1.3
Ireland 3,453 10,880 315 1.7 4.2 3.2 2.7
Italy 3,502 15,969 456 5.6 5.4 2.9 2.3
N etherlands 5,996 16,695 278 2.8 4.0 2.5 1.3
Portugal 2,086 10,372 497 3.1 6.0 4.5 3.0
Spain 2,189 11,582 529 3.5 7.1 4.2 2.5
Sweden 6,739 17,593 261 2.5 3.8 2.0 1.8
UK 6,939 16,414 237 1.7 2.5 2.2 2.2
E U 13 4,688 15,519 337 3.2 4.3 2.9 2.1

Notes: Data for Luxembourg are not available. Data for Germany were excluded, 
because they were available only for Germany in its 1991 (unified) borders. The 
1949 figure was not available for Poland to calculate percentage growth in 1950; 
the 1950s average growth rate is for the 1951—9 period.
Source: OECD database accompanying Maddison (2003).
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G row th before and after 1989, and after transform ational recession

C ountry
G D P /N M P  index 

(1989 =  100)
A verage an n u a l g row th  rate  

(percent)

198» 1990 1995 2003 1980-1989 1995-2003

Czech R epublic 85 99 94 106 1.8 1.5
Estonia 75 92 66 101 3.2 5.5
I lungary 86 97 86 116 1.7 3.8
L atvia 69 103 51 79 4.2 5.6

L ith u an ia 65 97 56 81 4.9 4.7

Poland 91 88 99 135 1.1 4.0

Slovakia 85 98 84 117 1.8 4.2

Slovenia 99 92 89 120 0.1 3.8

C E E -8 86 94 91 121 1.7 ) .6

E U - 15 10) 111 1 )2 2.2

Notes·. P re -1 9 9 0  g ro w th  ra te s  fo r C E E —8 a re  based  o n  th e  n e t  m a te r ia l  p ro d u c t (N M P ) 
used  fo r g ro w th  a c c o u n tin g  b y  th e  so c ia lis t co u n tries . T h e  1980 f ig u re  fo r th e  C zech 
a n d  S lovak  R e p u b lic s  is fo r C zechoslovak ia.
Sources: Based on UN Economic Commission for Europe (UNECE) (2001, n. 1, 254) 
and UNECE (1999, n. 1, Table Al); updated from UNECE (2005, n. 1, 117).

a serious slowdown. B ut by th is tim e grow th has speeded up. T he 
grow th ra te  in  th e  past ten  years, in six out of the  eigh t countries has 
been significantly  h ig h er th an  in the  decade before 1990 as Table 5.2, 
shows. D u rin g  th e  period betw een 1995 and 2005, per capita G D P in 
the  region w here th e  eigh t new  m em bers are located, grew  at a m uch 
h igher rate th an  in o ther countries of the  European Union, as did w ith  
labor productiv ity  (G D P per em ployee) and per capita real consum p­
tion. T his is show n in Table 5.3. T he difference is especially im pres­
sive in  labor productivity, w hich im proved m ore th an  four tim es as 
fast in the  new  m em ber-states as it did in the  old ones.

L et us be careful w ith  in terpreting these figures. At th is point in 
the analysis, the  in ten tion  is to compare a system  w ith  another system , 
the permanent attributes of one system w ith  the  permanent attributes 
of the other. Applying a historical scale, only a very brief period of 
tim e has gone by. W e do not know how m uch of the  rapid grow th can 
be traced to the  new  order’s utilization of form erly hidden reserves not 
exploited by the previous inefficient system. T he h igh  ra te of growth 
could be partially attributed to the fact th a t deep recessions are usually
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T a b le  5.3 Average grow th rates for the  years 1995—2003

C ountry
A verage real G D P  per 

cap ita  grow th
A verage labor 

productiv ity  grow th 
(percent)

A verage consum ption  
per cap ita  grow th

Czech R epublic 2.2 2.6 3.0
Estonia 6.6 6.6 7.3
1 lungary 4.1 3.2 4.5
L atvia 7.3 8.2 7.6
L ith u an ia 6.3 6.6 7.1
Poland 4.2 4.8 4.5
Slovakia 3.9 3.6 3.7
Slovenia 3.8 3.3 2.6
C E E  8 4.0 4.2 4.3
A ustria 2.0 1.7 1.3
Belgium 1.9 1.3 1.7
D enm ark 1.7 1.5 1.0
F in land 3.4 2.3 3.0
France 1.8 1.2 1.8
G erm any 1.2 0.9 1.0
Greece 3.6 2.5 2.7
Ireland 6.0 3.6 4.2
Italy 1.3 0.3 1.7
L uxem bourg 3.9 3.4 2.6
N etherlands 1.7 0.7 1.8
P ortugal 1.8 0.2 2.1
Spain 2.8 -0 .2 2.9
Sw eden 2.4 2.0 2.1
UK 2.5 1.7 3.2
E U  15 1.8 0.9 1.9

Source·. Economist Intelligence Unit: Country Data.

followed by rapid recoveries. These obvious, easily m obilized reserves 
will sooner or la ter be depleted. I t would be m isleading to draw  final 
conclusions based on the  num bers of a single decade. I t w ill be a long 
tim e before the  superiority of the new capitalist system can be proven 
unam biguously and conclusively. However, past experience suggests we 
can be optim istic about the growth potential of the new  system.

The Main Direction o f  Political Transformation in fVestern Civilization

T he m ain  direction of transform ation in W estern  civilization in the  
last few  centuries has been felt not only in  the  economic, b u t also in
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the  political sphere. Alongside alm ost u n lim ited  m onarchical power, 
also condoned by th e  churches, could be found lim ited  precursors of 
democracy, am ong th em  th e  various self-governing organizations and 
forms of represen ta tion  available to th e  urban  m iddle classes, and cer­
ta in  church institutions. In  some countries, laws curta iling  the  
absolute pow er of the  m onarchy were enacted and th e  first elem ents 
of parliam en tarian ism — “en ligh tened” versions of m onarchy— ap­
peared. L ater, P arliam en t obtained an ever-increasing range of rights, 
and the  franchise was extended to a grow ing share of th e  public. 
Institutions of m odern parliam entary  democracy were gradually form ed 
and strengthened . M ore and m ore countries have becom e dem ocracies 
over the  centuries.

Closely tied  to the  changes in the  political structure has been the 
fact th a t  an ever-increasing percentage of the  population has been 
able to exercise basic h um an  rights, freedom  of speech, freedom  of 
association, and th e  rig h t to partic ipate in  the decision-m aking p ro­
cess. D iscrim ination based on criteria such as gender, race, and re li­
gious affiliation is being progressively elim inated.

A num b er of rem arkable studies have described th e  “w aves” of de­
m ocratization th a t occurred in  the second h a lf of th e  tw en tie th  cen­
tu ry .6 T h e  th ird  such wave sw ept th rough Southern  Europe, L atin  
Am erica, and Asia from  the  1970s th rough  the  1980s. T he fou rth  was 
the  one we have just witnessed, after th e  collapse of the  Soviet and 
East European com m unist regim es.7

Of course, the  specific path of history differs from  country to coun­
try. Progress towards democracy m ay come to a standstill or be reversed. 
But even an earthshaking change like H itle r’s rise to power, w hich led 
to the  destruction of m any millions of people and a cataclysm of 
im m easurable proportions, appears on a historical scale to have been a 
short-lived diversion from  a m ain direction th a t eventually wins.

T he present topic calls for scrutiny of the  way th e  Com m unist party  
gained power. This is inextricably intertw ined w ith  the  o ther “devia­
tion” just discussed: how the Communists, in  countries w here they came 
to power, switched the  economic system off the m ain  track by forcing

6 I would like to em phasize a few works from  th e  rich lite ra tu re  on th e  subject: H aggard  
and K aufm an (2005); H u n tin g to n  (1991); O’D onnell, S chm itter, and  W h iteh ead  (1988); and 
Przeworski (1991).

7 See, for exam ple, O ffe (1996) and M cFaul (2002).
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their socialist program  on society. T h at was m ade possible by their 
seizure of political power and im position of to talitarian  dictatorship.

D uring the last 15 years, the Central Eastern European region has 
been successful in backing out of the dead end of the  political sphere 
and re tu rn ing  to the  m ain direction. Although there have been m any 
discussions about the  strength of the prevailing dem ocratic order and 
the extent to w hich it satisfies various requirem ents, it should suffice 
for the present analysis to apply the “m inim alist” criteria of dem ocra­
cy. A “democratic m in im um ” is fulfilled if the governm ent of a coun­
try comes to power by competing for the votes of citizens and can be 
removed from office through a civilized process,8 in other words, if no 
palace putsch, m ilitary coup, assassination, or revolution is needed to 
replace the leaders of a country w ith new ones. Elections held on the 
basis of political competition, together w ith  the guarantee of other civil 
rights, create the  procedures and mechanisms for officials to be removed 
and leadership to be transferred to others. This m akes sure th a t ty ran­
nical rule is elim inated. I t is true tha t beyond these m in im um  criteria, 
one m ight require a thriving, consolidated democracy to fulfill various 
additional criteria, but to those who have recently been freed from the 
clutches of tyranny, even the democratic m in im um  m eans a great deal. 
T he research presented here employs the following test: the process of 
attaining power m eets the democratic m in im um  if incum bent govern­
m ents have been replaced at least twice since 1989 as a result of elec­
tions. T he Central Eastern European region easily passes the num erical 
threshold set by the test: each of the eight countries has had at least 
th ree such elections, w here the incum bent governm ent’s replacem ent 
through a civilized election process gave office to a new ly and dem o­
cratically elected government. As Table 5.4 illustrates, 30 out of the 38 
elections in which political parties contended have resulted in replace­
m ent of an incum bent governing political power, party, or coalition.

T he two categories of historical changes discussed so far are asym ­
metrically interconnected. T he appearance of a capitalist economic sys-

8 Schum peter ([1942] 1976) introduced th is criterion, w hich p u t th e  procedure of a tta in ing  
and forfeiting pow er in th e  foreground, into the  realm  of political philosophy. Follow ing 
Schum peter’s in terpretation , 1 h ighlighted  in m y study of post-socialist regim e change (Kornai 
1998) th e  rep lacem ent o f a governm ent as a result of parliam entary  election results as a prac­
ticable test. Susan Rose-Ackerman in her book (2005) very aptly  dubbed th e  procedural 
approach a “ m in im alis t” in terpretation  of democracy. On the  in terp re ta tion  of democracy, see 
also D ahl (1971), and Schm itter and Karl (1991) [and Study 6 in th is volum e, pp. 132—7.]
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T a b le  5.4 E lectoral dismissals

C ountry E lections 1989-2004 “ Electoral dism issals” Y ear(s) of dism issal(s)

Czech Republic 5 3 1990, 1992, 1998

Estonia 5 4 1990, 1995, 1999, 2003
1 lungary 4 4 1990, 1994, 1998, 2002
L atv ia 5 4 1990, 1995, 1998, 2002
L ith u an ia 5 4 1990, 1993, 1996, 2000
Poland 4 4 1991, 1993, 1997, 2001
Slovakia 5 4 1990, 1992, 1994, 1998
Slovenia 5 3 1990, 1993, 2004
C E E -8 )8 JO

Notes: “Change of power” is not confined here to cases where a party or coalition 
in power hitherto has been replaced by a quite different party or coalition. The con­
cept extends also to cases where (i) the government coalition changes to a signifi­
cant extent after general elections, including (ii) where there is a change of leader­
ship, and (iii) there is substantive change in certain priorities of government. For a 
full explanation, see Zdenek Kudrna’s website: < ie s .fs v .c u n L c z /~ k u d rn a l M e m o -  
T a b  le4 .p d f> .
Source: Economist Intelligence Unit: C o u n tr y  R ep o rts .

tem  does not autom atically guarantee the emergence of a democracy; 
there have been countries whose economic system is capitalist, bu t whose 
political structure does not fulfill the m inim um  requirem ents for a 
democracy. Indeed, a capitalist economic system can be compatible with 
partly, or even wholly dictatorial political regimes. But this independence 
does not hold in  the other direction: democracy can only become a per­
m anent form of political governance where the economy operates w ith ­
in a capitalist system. There is no democracy w ithout capitalism.9

T his leads to recognition of the  following value-free h istorical fact: 
the  new  political structure of the C entral Eastern European region fits 
into th e  m ain  direction of historical progress. T h e  question of w hether 
this is laudable, and if so why, is re tu rned  to later.

9 Several sharply  conflicting views have developed over tim e about th e  connection betw een 
dem ocracy and capitalism . T h e  m ost convincing a rg u m en t for m e is th a t cap italism  is a ne­
cessary, bu t not a suffic ien t condition for dem ocracy. O f th e  classical w riters on th e  topic, 
H ayek (1944) concurred, w hile  Schum peter ([1942] 1976) th o u g h t th a t  dem ocracy could 
evolve w ith o u t capitalism . See also R ueschem eyer, S tephens, and S tephens (1992); and U sher 
(1981) on th is relationship .
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T h e  idea th a t large-scale political and  econom ic changes have 
certa in  m ain  directions is acknow ledged by som e schools of h istory  
and  o th er social sciences and denied  by others. I t  is ce rta in ly  n e ith e r 
a triv ia l nor an  obvious though t. I d istance m yself from  rig id  and 
one-sided versions of th is  idea; I see no evidence th a t  som e k ind  of 
sim ple, linear, and  at all tim es un id irec tional m o v em en t takes place. 
I have tried  to  apply  a carefu lly  selected language w h en  explicitly  
sta ting  th a t in  both  th e  econom ic and th e  political spheres, th e re  
m ay be stagnation  and  backw ard m ovem ent, as w ell as p e rm an en t 
coexistence of various form s.10 B ut these acknow ledgem ents do not 
und ercu t one of th e  m ain  ideas of th is study: th a t  it is possible to 
observe th e  m ain  d irection  of th e  changes in  th e  w orlds of both eco­
nom ic and  political institu tions. T h e  tran sfo rm atio n  th a t took place 
afte r th e  collapse of th e  Soviet and th e  E astern  E uropean  regim es 
has provided a new  and im p o rtan t supp lem en t to  th e  debate about 
such m a in  directions.

S ix  Characteristics

As a starting  point for fu rth e r analysis, let m e sum m arize th e  six most 
im portan t characteristics of the  transform ation th a t has taken  place in 
the  C entral E astern European region in th e  last 15 years.

1. and 2. T he changes followed the m ain directions of developm ent 
of W estern  civilization: in the  economic sphere in th e  direction of the 
capitalist economic system , and in the  political s tructu re in  the  direc­
tion of democracy.

3. T here  has been a complete transform ation, parallel in all spheres: 
in the  economy, in the  political structure, in th e  realm  of political 
ideology, in  th e  legal system, and in th e  stratification of society.

4. T h e  transform ation  has been non-violent T ransform ation  has 
not been accom panied by bloody events, arm ed street fights, m urders, 
or th e  sacrifice of h u m an  lives.

5. T he process of transform ation has taken  place u n d er peaceful 
circum stances. I t was not preceded by war. T h e  changes w ere not for­
ced upon society as a result of foreign intervention.

10 I w an t to re ite ra te  th a t  m y ideas about th e  m ain  directions are restricted  to “W estern  
civ ilization .” I m ake no a ttem p t to apply th is concept m echanically  to o th e r  civilizations. 
Such com parative analysis lies beyond th e  scope of th is study.
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6. T he transform ation  has taken  place at incredible speed, w ith in  
a tim e fram e of 10—15 years.

T his has no t been th e  first “great transfo rm ation” in  w orld h isto­
ry, to borrow  an expression from  Karl Polányi.11 H e also em phasized 
the  fact already know n from  study of world history th a t o ther “great 
transfo rm ations” have taken  place at d ifferen t tim es and in d ifferen t 
regions of the  world, sw eeping transform ations from  one type of fo r­
m ation  into another. Of the  six characteristics just listed, th ree  or four 
are discernible in o ther transform ation processes as well. But the pres­
ence of all six characteristics together is un ique in w orld history.

Allow m e to present th is conclusion in advance for now, before 
supporting it w ith  h istorical comparisons.

T H E  G R E A T  T R A N S F O R M A T I O N  OF  C E N T R A L  E A S T E R N  E U R O P E

Historical Comparisons

W hat follows is a comparison of five kinds of typical “great trans­
form ation” w ith  w hat has happened in  Central Eastern Europe. This 
obviously does not exhaust all possibilities for comparison; a num ber of 
interesting and im portant cases have been left out. (For exam ple, the 
changes in Russia in the  last 15 years, the  transform ation of th e  South 
European dictatorships into democracies, or a brand-new  example: the 
changes in Iraq  since the  fall of the regim e of Saddam  Hussein.) 
Nonetheless, the  five transform ation cases scrutinized present some sub­
stantial lessons. I t is not easy to follow the  rhy thm  of these com pari­
sons. To facilitate an understanding of this, Table 5.5 presents a com­
parative overview of the  logical structure.

A . First, let us com pare the transform ation currently  being evalua­
ted w ith  th e  preceding m ovem ent in the  opposite direction: destruc­
tion of th e  capitalist system  and creation of a socialist system. For 
b rev ity ’s sake, th is w ill be restricted to Soviet history. T here  is a sim ­
ilarity  in characteristic no. 3: there too parallel changes transform ed 
all spheres of society. T h e  sim ilarity  is staggering in characteristic 6, 
the  speed at w hich th e  changes took place. T h e  C om m unist party  
grabbed pow er in 1917. T h e  “great transfo rm ation” was com pleted by 
the  end of 1932, w hen collectivization of agriculture basically e lim i­
nated private ow nership of the  m eans of production. Only 15 years 11

11 T h is  is th e  ti t le  of P o lány i’s best-know n w ork, The Great Transform ation  ([1944] 1962).

93



C
ha

ra
ct

er
is

ti
cs

 
C

en
tr

al
 E

as
te

rn
 

T
ra

ns
fo

rm
at

io
n 

H
un

ga
ry

: 
H

or
th

y 
C

hi
na

: 
T

ra
ns

- 
W

es
t 

G
er

m
an

y:
 

T
he

 g
re

at
E

ur
op

e 
of

 t
he

 S
ov

ie
t 

re
st

or
at

io
n;

 
fo

rm
at

io
n 

af
te

r 
T

ra
ns

fo
rm

at
io

n 
hi

st
or

ic
al

 t
ra

ns
-

U
ni

on
 f

ro
m

 
C

hi
le

: 
P

in
oc

he
t 

M
ao

 
af

te
r 

W
W

II
 

fo
rm

at
io

n 
in

94

*F
ro

m
 t

he
 M

id
dl

e 
A

ge
s 

to
 M

od
er

ni
ty

, 
pr

e-
ca

pi
ta

li
sm

 t
o 

ca
pi

ta
lis

m



T H E  G R E A T  T R A N S F O R M A T I O N  O F  C E N T R A L  E A S T E R N  E U R O P E

w ere required  to pu t every th ing  in place for the  creation of w hat th is 
book calls “classical socialism .” 12

T he striking difference lies in characteristics 1, 2, and 4. At the end 
of W orld W ar I, Russia was about to em bark on the  road towards 
establishing a W estern-type parliam entary  democracy. Instead, the 
existing political authority  was overthrown by a bloody revolution, the 
tsar and his fam ily were executed, and the elite of the  form er regim e 
were killed, exiled or sent to forced labor camps. T he new political and 
social order was imposed on society w ith violence and terror. T his is 
diam etrically opposite to w hat occurred in  the  velvet revolution of 
1989—90 and the  non-violent nature of the current transform ation.

T he rem ainder of this discussion w ill be confined to transfo rm a­
tions th a t share to som e ex ten t characteristic 1 w ith  those tak ing  place 
in C entral E astern  Europe, in  o ther words, w here th e  changes in  the  
econom y po in t in th e  m ain  direction of change in  the  economic 
sphere (or at least do not tu rn  away from  it).

B. C haracteristic 4, the  non-violent na tu re  of th e  transform ation , 
cannot be considered self-evident. I t is w orth illu stra ting  th is w ith  
two historical examples.

After W orld  W ar I, com m unists u nder Béla Kun seized pow er in 
H ungary  and proclaim ed a H ungarian  Soviet Republic. A few m onths 
later, C om m unist ru le  was ousted and capitalist order restored u nder 
the  leadership of A dm iral M iklós H orthy, who la ter becam e head  of 
state. T h e  Red T erro r was replaced by th e  W hite  T erro r of th e  in i­
tia l m onths. Lynching, hangings, and prison sentences w ere p art and 
parcel of th e  transition , and it took several years before any sort of 
political consolidation was reached.

T he second exam ple is th a t of Chile. H ere A llende and his govern­
m en t em barked on a path  th a t presum ably could have led to the  fo r­
m ation  of a socialist system. But before it developed fully, it  was 
destroyed in  1973 by a coup headed by G eneral P inochet. T h e  a t­
tem pted  restoration  of th e  pre-A llende economic system  was trade- 
m arked by a cam paign of revenge, extra-judicial reprisals, political

12 As for characteristic  5, th e  revolutionary  transform ation  in th e  Soviet U nion  d id not 
take place on th e  orders o f foreign occupiers. I t was d ictated  by th e  dom estic political pow er 
structu re. T h e re  was a d iffe ren t situa tion  in E astern  Europe, w here  th e  w ill o f th e  Soviet 
political leadersh ip  proved to be th e  final authority . Nobody could disobey th e ir  orders, due 
to th e  presence of Soviet m ilita ry  occupation forces.

95



S T U D Y  5

m urders, and torture. D em ocratic institu tions could only re-em erge 
after m uch suffering and m any years.

L et us com pare these two historical episodes w ith  w hat has just 
taken place in Central Eastern Europe. In  the eight countries covered 
in this study, the  politicians of the form er regim e were neither execut­
ed nor imprisoned, and there was no cam paign of revenge against 
them . In  a num ber of countries, the  preparations for a new constitu­
tion included civilized discussions betw een the  leaders of the form er 
ru ling  party  and the  new opposition leaders readying them selves to 
take political power. T he power shift took place w ithout bloodshed or 
chaos at the  h ighest levels of power. W hether th e  transform ation 
occurred by violent m eans or non-violently seems at first glance a fac­
tual m atter. Indeed it is, bu t how im portant the distinction is to peo­
p le’s judgm ent depends on their system of values. In  line w ith  the logic 
of m y argum ent, an assessment w ill be offered in  la ter sections.

C. Elim ination of the socialist system continues to proceed in areas to 
the south and east of the eight countries under scrutiny. I t would well 
fit into the logic of this analysis to take all the transform ation processes 
one by one and m ake comparisons. Due to tim e constraints, however, I 
will compare the changes tha t have taken place in the Central Eastern 
European region w ith those of only one country: China. Of course, only 
the future will show how far the trend toward capitalist economic devel­
opm ent in China will extend and how consistent it will be.

In  term s of characteristic 1— and th is has fun d am en ta l im por­
tance— th e  Chinese and C entral E astern E uropean transform ations are 
identical: both  po in t in the  m ain  historical direction, tow ard th e  capi­
talist econom ic system.

T h e  m ost im portan t difference, however, comes in characteristic 2. 
In  political structure, the  developm ent of th e  C entral E ast European 
countries also points in  th e  m ain  direction of W estern  civilization: it 
has m oved aw ay from  the  previous system, tow ards dem ocracy and 
respect for h u m an  rights. In  China, the  m onopoly pow er of the  Com ­
m unist party  has rem ained  in tact, resulting  in  repression and cu rta il­
m en t of h u m an  rights. W hile substantial changes continue in v irtu ­
ally every sphere of society, one cannot even begin to ta lk  about the  
parallelism  m entioned  u nder characteristic 3.

Two things can be established about the  fourth characteristic. On 
the one hand, the  present transform ation is “non-violent” in  th e  sense
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th a t it is taking place w ithout bloodshed, w ithout arm ed battle. On the 
other hand, it would be far-fetched to call it a “velvet revolution.”

U pon the  dea th  of th e  old ty ran t M ao Zedong, th e  new  leadership 
struck w ith  an  iron fist against those who had im m ediately  su rro u n ­
ded him . W h en  the  dem ands of the  students of Beijing exceeded the  
ex ten t d ictated  by th e  ru lers of the  country, th e ir protests w ere pu t 
down by m ilita ry  force. Those professing views displeasing to the 
party  are p u t in  jail.

W ith  characteristic 5, there  is no substantial difference: th e  ch an ­
ges in  China, as in  C entral E astern  Europe, have not been forced by 
outside m ilitary  in tervention. W hatever change does take place has 
been carried out by in terna l forces.

H ow ever, th e  difference is very substantial in  characteristic 6: the 
pace of institu tional changes in C hina has been m uch slower th an  in 
C entral E astern  Europe.

D. L et us consider the  transform ation of W est G erm any in  the  peri­
od after W orld W ar II, beginning w ith  characteristics 1 and 2. T he 
capitalist economic system had basically continued under the  Nazis, but 
the political structure had deviated fatally from  the  m ain  direction. 
W ith  characteristic 3, there  was no need for a com plete transform ation, 
only for a partia l one. T he m ost im portant differences are found in 
characteristics 4 and 5. This obviously could not be a transform ation 
free of violence. First, the  power of the Nazis had to be destroyed in  a 
w ar th a t required grave sacrifices. T h at was followed by punishm ent 
of those guilty of w ar crimes and crimes against hum anity . T h en  the 
Allied Powers kept the country under occupation for a long period. T he 
creation of basic dem ocratic institutions was imposed from  th e  outside 
under the provisions of a peace treaty  enforced by the  Allied m ilitary  
presence. This became the  starting point for reform s brought about by 
in ternal forces. W ith  characteristic 6, the  speed of dem ocratization, 
m easured on a historical scale, was very swift.

E. H aving  reached th e  end of the  comparisons, it is tim e to re tu rn  
to th e  in itia l topic of our analysis: the  centuries-long process th a t led 
to th e  orig inal form ation of the capitalist econom ic system  and to 
democracy. In  fact, several characteristics of these m ajor transfo rm a­
tions correspond to certain  characteristics in th e  presen t (com parati­
vely “sm all” ) transform ation  tak ing  place in th e  C entral E astern
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E uropean region. By definition, characteristics 1 and 2 are the  sam e, 
since th e  description of “m ain  d irection” has been distilled  from  the  
m ajor historical transform ations. W ith  th e  to ta lity  of changes u nder 
characteristic 3, it is clear th a t th e  econom ic and political transfo r­
m ation  has affected all spheres of social activity. B ut if these devel­
opm ents are considered in term s of a m uch  shorter tim e fram e th an  
centuries, th ere  is no longer the  close parallelism  observable in the  
Central Eastern European region in the last 10—15 years. In  a sequence 
vary ing  by country  and w ith  d iffe ren t tim e lags, events have accel­
erated  e ith e r in  th e  political sphere, or in  th e  relig ious-in tellectual- 
ideological realm , or in  th e  economy. W ith  characteristics 4 and 5, 
th ere  are differences by country  and period in  how  peaceful or devoid 
of violence the  changes were, and w hen th e  changes w ere accelerated 
by bloody uprising , revolution, w ar and th e  conquest of foreign coun­
tries. Some h istorical schools m ain ta in  th a t th e  M odern Age began 
w ith  th e  discovery (conquest) of Am erica, w hile o thers date it to the 
ou tbreak  of th e  F rench  R evolution of 1789, w hich grew  in to  a reign 
of terror.

T h e  biggest difference can be discerned, of course, in characteris­
tic 6, th e  speed of change. I t  took capitalism  centuries to becom e the 
p revalen t econom ic system  of a w hole country. P arliam en tary  dem oc­
racy likewise resu lted  from  processes th a t were centuries long. By 
contrast, both  have now been com pleted w ith  incredible speed in the 
C entral E astern  European region.

F rom  th e  perspective of large-scale h istorical com parisons, the 
transform ation  of th e  C entral E astern  European region has indeed 
been ex trem ely  swift. But it is im portan t to rem em ber th e re  w ere po­
liticians and  econom ic experts who urged  even faster changes. Coun­
tries w ere encouraged to com pete w ith  each other. Odds w ere weighed 
as in  a horse race: w here w ould privatization be com pleted first? 
W ould th e  Czechs, th e  H ungarians, or th e  Poles cross th e  fin ishing 
line at th e  end of the  six th  or of the  n in th  year? T h e  bizarre natu re  
of such an approach to these events becomes apparen t w hen  th ey  are 
analyzed in  a h istorical perspective.

Some of th e  public also viewed the  race approach w ith  suspicion. 
In  one in terna tional research project in tended  to m easure th e  order 
of values of individuals, sam ples of citizens of a n u m b er of C entral 
E astern  E uropean countries w ere asked w hich th ey  w ould prefer: rad i­
cal reorganization of society th rough  m ajor revolu tionary  action, or
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gradual im provem ent of society th rough  reform s. T h e  la tte r was cho­
sen by 75 percent of Czechs, 82 percent of Slovenes, and 67 percent 
of L ithuan ians (H alm an  2001, p. 170.)

Accelerating Factors in the Transformation Process

C om parative analysis of all six characteristics w ould deserve a sepa­
ra te  study. H ere  I discuss only one— no. 6. H av ing  seen th a t th e  g ra­
dual transfo rm ation  of th e  past 10—15 years has been exceptionally 
speedy, it is tim e to ask w hat m ade th a t great speed possible.

1. As a first a ttem pt, a sim ple answ er can be offered: it is easier 
to do som eth ing  for th e  second tim e th an  to create it in the  first place. 
T he w ell-know n experiences of economic grow th can be quoted. R e­
build ing  ru ined  economies has always been a faster process th an  con­
structing original ones.

But the  “resto ration” argum ent holds only in part.
L et us start w ith  knowledge and experience. Even those who had 

gained some experience in  the political or economic sphere in their 
youth, before the  Communists came to power, were close to re tirem ent 
age w hen th e  transform ation began. Most of those who had been active 
in the pre-socialist era had passed away or retired. This type of know l­
edge is not genetically transm itted, and there were few fam ilies where 
accum ulated economic, business or political knowledge of the  pre-socia­
list period could be transm itted  by parents to offspring. T here  was no 
such th in g  as “restoration” of old knowledge in the  m inds and th in k ­
ing of individuals. I t was a case of gaining new knowledge.

However, th e re  are m any exceptions. T here  w ere fam ilies during  
the  socialist era who had  preserved the  old values and passed th em  
on to younger generations. I t is not u nheard  of for g randch ild ren  in 
one way or ano ther to carry on the  trade of th e ir  grandparents. T he 
socialist system  had  destroyed th e  political, economic, and social in sti­
tu tions of th e  previous era and they  could not be instan taneously  re ­
surrected, b u t there  were exceptions there  as well.

A ltogether, it can be stated  th a t although  th e  transfo rm ation  was 
accelerated by the  possibility at m any points of re tu rn in g  to traditions, 
behavior patterns, and institu tions developed earlier and utilizing  
th em  as starting  points, such reversion was not th e  strongest acceler­
ating  force.
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2. A significant proportion of individuals tend  instinctively  to take 
care of th e ir own affairs and exhib it a spirit of enterprise. T h a t spon­
taneous endeavor was curtailed  in  m edieval society by a m u ltitude  of 
restrictions th a t w ere elim inated  only gradually  and slowly. T he loos­
en ing  and breaking  down of such feudal restrictions and the  expan­
sion of private property  and m arket coordination w ere in tertw ined  
processes. T he constraints im posed by th e  socialist econom ic system  
w ere even m ore crippling th an  those of its predecessors; they  v irtu a l­
ly th ro ttled  any proclivity for in itiative and en trepreneursh ip . T he 
bureaucratic prohibitions set up  by th e  centralized socialist economic 
adm inistration  w ere rem oved not slowly or gradually  in th e  post­
socialist period, they  were broken down at breakneck speed. T h a t 
m ean t th e  spirit of spontaneous enterprise, the  un ique driv ing force 
behind  capitalism , burst upon the  economic scene.

3. T here was no strong resistance to the  transform ation. As capita­
lism and parliam entary  democracy were developing, slowly and gradu­
ally, for the first tim e, there were various strata, groups and classes of 
society who fought against them . T he new  order won in a struggle 
against the  beneficiaries of the ancien régime. After th e  victories of the 
new order, the  adherents of the  old order usually engaged in  political, 
ideological, and in  some cases, armed resistance against it.

T his tim e it was d ifferent. Six years afte r G orbachev started  his 
reform s— by th e  tim e the Berlin W all came dow n— th e  leaders of the 
C om m unist order in  Central Eastern Europe had  laid  down th e ir arms. 
T here  w ere no m ovem ents to incite people against th e  new  order; its 
opponents did no t resort to arms; there  w ere no guerrilla  fighters or 
terrorists. M ost m em bers of the  form er old guard  had  becom e disil­
lusioned w ith  th e ir form er ideals. T h e  m ore resourceful ones changed 
sides and tried  to become businessm en— m any successfully— and even 
active players in th e  dem ocratic political arena. O thers w earily  retired.

4. T h e  m ost significant explanation for th e  speed of th e  transfo r­
m ation  can be found in the  effects of th e  outside w orld on th e  C entral 
E astern European countries. T h e  “outside w orld” is used here  in its 
w idest possible sense, to refer to various outside influences and cir­
cumstances.

One of th e  effects has been the  adoption of foreign exam ples. From  
the  operational form s of corporate m anagem en t and bank ing  systems
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to political institutions, from  m edia program s to advertising, from  the  
organization of educational activities to the  financing  of th e  arts and 
sciences, there  was hard ly  an area of social activity  w here foreign 
exam ples have not been followed.

T here  were num erous channels th rough  w hich these exam ples 
found th e ir w ay to the  C entral Eastern European population. People 
becam e acquainted w ith  th em  on trips abroad, som e m ade before 
1990 and m any  m ore after th e  changes had  begun. T h ey  read  about 
th em  or w atched th em  in movies. T eaching  about foreign experience 
took place in  schools, a t universities, and at special sem inars. Foreign 
consultants recom m ended th e ir adoption.

I am  not claim ing th a t adaptation of foreign m odels is an easy 
m atter. I t is not enough to see how th e  B ritish P arliam en t or a Zurich 
bank works and th en  expect everything to happen th e  sam e way in 
the  H ungarian  or Estonian Parliam ent, or a Czech or a Polish bank. 
I t is easy enough to recognize the  model, bu t it is m uch m ore tro u ­
blesom e and strenuous to learn  how to use it, and adapt it to local 
conditions. I f  learn ing  w ere no t a difficult and am biguous process, the 
bulk of the  transform ation  would not have taken  15 years to com ­
plete, and there  w ould be no need for fu rth e r cum bersom e work to 
apply th e  m odel m ore effectively.

Foreign investors also exerted an extraord inary  influence. N ot only 
did th ey  b ring  in capital and technical know-how , they  brought 
know ledge of how  to ru n  a com pany, and w hat k ind  of legal system  
and behavioral norm s are required  for a capitalist system  to operate.

T he eight countries being considered here joined im portant, W es­
tern-led in ternational organizations, such as NATO, the  OECD, and the 
W TO, and th e ir relationships w ith the  W orld Bank and the  IM F 
became m ore active. T he succession of admissions culm inated in  acces­
sion to the  European Union. T he process known as harm onization in 
Brussels parlance was not confined to the realm  of legislation. Central 
Eastern Europe tried  to assimilate W estern examples in  every respect. 
This accom m odation was compelled and prim arily  driven by in ternal 
forces. However, there is no use denying th a t a certain level of ex ter­
nal political pressure was also discernible. Characteristic 5 is relevant 
in th a t there was no foreign m ilitary occupation. No single foreign 
country, not even the great powers, “pushed” the  sm all Central East 
European countries around. But “conditionality” did exist. T he practice 
started w ith  the  W ashington-based financial organizations and was
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gradually taken  up  by the  European U nion of tying the  availability of 
funds for loans and grants, the expansion of existing relationships, and 
the guaranteeing of various additional rights, to satisfaction of certain 
preconditions. I t  is true, however, tha t these preconditions w ere gene­
rally  form ulated in  such a way as to serve the  long-term  interests of 
the individual countries concerned. Still, m any changes were forced 
upon th em  through  external pressures, or at the very least, these pres­
sures contributed to the  speedier im plem entation of th e  changes.

T h e  geographical p roxim ity  of the  W estern  w orld m ust have con­
trib u ted  to th e  in tensity  of the  ex ternal pressures. T h e  quickest of the  
recent g reat transitions took place in the  countries directly  adjacent to 
developed E uropean countries.

5. An im portant accelerating factor in  the  process was the availabil­
ity of m odern technology. This does not refer in this context to any spe­
cial situation enjoyed by the Central Eastern European region. T he pace 
of Central Eastern European transform ation was faster in  part because 
nowadays everything  changes at a faster pace. Consider, for example, the 
speed of transportation and com m unication at the end of the M iddle 
Ages and at the beginning of the  M odern Age, and com pare them  with 
the possibilities available today. Computers, the  In ternet, e-mail, and 
m obile phones— to m ention only four— exponentially accelerate the ar­
rival of inform ation for those desiring to em ulate outside examples. This 
new technology also contributed to the accelerated pace of publication 
and dissem ination of new regulations and norms.

T hough  th ere  had  been a great lag in th e  dispersion of h igh  tech­
nology in  the  region before th e  transition , such developm ent signifi­
cantly  accelerated. I t  is tru e  th a t th e  spread of com puters and use of 
the  In te rn e t are still relatively low,13 bu t inform ation certainly reaches 
decision-m akers and opinion-m akers swiftly, and the  m edia is able to 
dissem inate it rap id ly  to m illions of people.

A  F irst Assessment: Unparalleled Success

I am  convinced th a t w hat has taken place in  C entral E astern  Europe 
in  th e  last decade and a h a lf is a success story unparalleled  in history. 
I believe th is even though  I am  fully  aw are of th e  g rief and disap-

15 TV and cell phones are  exceptions in w ide use.
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po in tm ent associated w ith  it, an issue I address in the  second h a lf of 
the  study. So to be a b it m ore precise, m y assessm ent is as follows. 
D espite serious problem s and anom alies, assessm ent of the  situation 
from  th e  perspective of g reat historical changes shows th a t w hat took 
place in th is p a rt of the  w orld is a success story.

M y conviction rests on a particu lar ordering of values. T here  m ay 
be disagreem ent from  others, whose judgm ents rest on a d ifferen t 
order of priority.

On m y scale of values, I accord pride of place to dem ocracy and 
h u m an  rights. Perhaps because, like m any  of m y contem poraries in 
C entral E astern  Europe, I have lived th rough  various form s of ty ran ­
ny, involving to tal deprivation of civil rights or h u m ilia tin g  cu rta il­
m en t of h u m an  rights, in w hich we w ere subjected to b ru ta l discri­
m ination  applied according to various criteria. T his is w hy  I feel 
strong aversion to argum ents th a t com pare C hina’s perform ance w ith  
th a t of the  C entral E astern  European region by placing biased and 
one-sided em phasis on C hina’s m uch h ig h er econom ic grow th. T he 
grow th ra te in th e  C entral Eastern European region certain ly  is m uch 
lower th an  in China, although  it is still respectable, and as I pointed 
out earlier, it is already faster th an  it was during  th e  last decade of 
the  previous regim e. I  am  ready to resign m yself to a low er ra te  of 
grow th, ra th e r th an  th e  leaps and bounds produced by th e  Chinese, 
so long as it is coupled w ith  respect for dem ocracy and h u m an  rights! 
I acknowledge th ere  are those who do not see th e  w orld in  th is  way 
and believe it m ay be w orth  foregoing or postponing dem ocracy for 
an indefin ite period in order to achieve m ore rap id  econom ic grow th.

At m any  tim es, th e  political institutions of dem ocracy uncom for­
tab ly  im pede th e  concentration of the  sta te’s capacities on th e  prom o­
tion  of grow th, as well as on th e  forceful com pletion of reform s asso­
ciated w ith  g reater convulsions. In  m y eyes, these draw backs are far 
outw eighed by the  advantages of th e  greater righ ts and freedom s p ro­
vided by dem ocracy. For C entral E astern Europeans, th e  creation of 
dem ocracy has been  facilitated  by in tegration  w ith  th e  E uropean 
U nion, w hich acts as a stabilizing force in the  political sphere and  in 
th e  economy.

I consider th e  transform ation  of the  C entral E astern  E uropean re ­
gion a success story because it has established a capitalist economic 
system  w ith in  a h istorically  b rief tim efram e, thereb y  restoring  our 
nations to a course of developm ent aligned w ith  th e  m ain  direction
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of history. I t  is no t th a t I “love” capitalism . I t is no t a very likeable 
system. But I hold  those of its characteristics dear th a t  are ind ispen­
sable to  realizing th e  values I profess. In  th e  long run , th e  economic 
advantages of capitalism  will also become m anifest in th e  C entral 
E astern  E uropean region: a sustainably h ig h er grow th ra te  of produc­
tion, productivity, and consum ption th an  th e  one experienced under 
the  socialist system , technical innovation, an en trep reneuria l spirit, 
and together w ith  the  above, an increasing level of prosperity  for soci­
ety as a whole. I also consider as p rim ary  values th e  econom ic grow th 
and increase in th e  standard  of living it brings (a lthough not w ith  the 
finality  and one-sidedness of those w illing  to sacrifice dem ocracy for 
it). Beyond the  argum en t for the  increase of m ateria l goods, there  is 
ano ther th a t  has been m entioned  earlier: th e  very existence of a capi­
ta list system  is an  indispensable precondition for a function ing  dem oc­
racy. T hese are th e  benefits th a t according to  m y ordering  of values 
overshadow th e  disadvantages of capitalism . I acknow ledge th a t there  
are others who subscribe to a d ifferen t system  for w eighing  th e  ad­
vantages and  disadvantages.

F inally , I consider the  transform ation  of the  C entral E astern  E uro­
pean region a success story because it took place in  a peaceful m an ­
ner, devoid of violence. T he form ative im pression beh ind  m y views 
on th is m ust have been provided by m y own life experience. I sur­
vived a w orld war, bloody persecutions, h ard  and soft dictatorships, 
v indictive cam paigns, and the  execution and incarceration of friends. 
I t was enough! For me, th e  fact th a t there was no bloodshed this tim e, 
th a t no one was killed or im prisoned, was an exceptionally  beneficial 
developm ent. I adm it there  are those who view  these changes d iffe­
rently. T hey  believe th a t changes could have happened  earlier had 
the  form er regim e been overthrow n sooner, even by force of arms. 
T here  are those who condem n th e  way the  guilty  have been left 
unpun ished  and find the  dispensing of justice w anting.

T h e  fact th a t ex ternal influences p layed a m ajor role am ong the 
driv ing  forces beh ind  these changes does not change m y favorable 
opinion. Foreign influences, such as knowledge, experience, culture, 
and capital, flowed into the  C entral E astern  E uropean countries, 
enabling  th em  to be better in tegrated  into th e  European U nion and 
into a globalized world. I am  aw are th a t som e people feel offended 
by this, as th ey  are concerned about the  preservation of national trad i­
tions. T hey  m ay also be disturbed by th e  fact th a t  all th is w ill u n ­
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doubtedly place lim its on the  political sovereignty of ind iv idual states. 
I adm it we are facing a difficult trade-off here.

I have tried  openly and w ithout circum locution to disclose the  
ordering of values th a t underlies m y own judgm ent. I do no t do this 
for the  sake of arguing  for it. T here  is no place here for ra tiona l argu­
m entation , som eth ing  th a t we economists always a ttem p t to engage 
in. T here  are m eta-rational ideas, beliefs and desires concealed behind  
these valuations, and in  this regard, there  w ill inevitably  be d iver­
gences of opinion betw een individuals professing d iffe ren t world 
views. Even if we should agree, from  the  perspective of th e  great 
events of w orld history, on w hat actually took place in  th e  C entral 
E astern E uropean region, we cannot count on arriv ing  at a consensus 
in assessing the  results.

F r o m  t h e  P e r s p e c t i v e  o f  E v e r y d a y  L i f e

Problems and W orries

E m o tio n s  of gain and loss, joy and pain m ingle in th e  lives of every­
one who partic ipated  or observed w ith  em pathy  the  transform ation  
th a t has taken  place in th e  C entral E astern European region. F ar be 
it from  m e to engage in a cheap propaganda cam paign for its success. 
W e are no t facing im aginary  difficulties, nor are these problem s 
encountered by only a sm all portion of th e  public. W e are up  against 
some very real and serious negative phenom ena.

At the  beginning  of the  new era, th e  real incom e of th e  m ajority  
of citizens liv ing in the  C entral Eastern European region was signif­
icantly  below  the  average for m em ber-countries of th e  E uropean U n i­
on, and a considerable proportion of them  were at poverty level. Since 
th a t tim e— regardless of how m uch the  world has changed around 
us— th e  real incom e of a significant proportion of th e  population has 
rem ained  unchanged, and m any am ong the  im poverished have 
become m ired  at th e ir earlier low standard  of living. And th ere  is a 
not neglig ible nu m b er of people whose standard  of liv ing has dis- 
cernibly deteriorated. W e cannot be certain  th a t in every case, the 
degradation was attribu tab le  to the change in the  political system , bu t 
it certainly took place during  the  period since 1990. T hese are in d i­
viduals who see them selves as the  clear victim s of this period.
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Table 5.6 Distribution of income: Gini coefficient
C ountry P re-transition  

1987 9
M id-transition

1996-7
P ost-transition

2 001-2
Percentage 

change from  pre 
to post-transition

Czech R epublic 19.8 23.9 23.4 18
Estonia 28.0 36.1 39.3 40
H ungary 22.5 25.4 26.7 19
L atvia 26.0 32.6 35.8 38
L ith u an ia 26.3 30.9 35.7 36
Poland 27.5 33.4 35.3 28
Slovakia 19.4 24.9 26.7 38
Slovenia 21.0 24.0 24.4 16
C E E  8 23.8 28.9 30.9 29
E U  15 26.9 27.8 28.6 7

N otes:  T h e  G in i  c o e f f ic ie n t  is a  m e a s u re  o f  t h e  d e g r e e  o f  i n e q u a l i t y  in  t h e  d is ­
t r ib u t io n  o f  in c o m e . I t  is  e q u a l  to  “ 0 ” in  t h e  c a se  o f  to ta l  in c o m e  e q u a l i t y  ( e v e r y ­
o n e  re c e iv e s  t h e  s a m e  in c o m e )  a n d  to  “ 1 0 0 ” in  t h e  c a se  o f  to t a l  i n e q u a l i t y  (o n e  

h o u s e h o ld  re c e iv e s  a l l  t h e  in c o m e ) .  I n  th i s  ta b le  e s t im a te s  a r e  b a s e d  o n  in t e r p o ­
la te d  d i s t r ib u t io n s  f r o m  g ro u p e d  d a ta  f ro m  v a r io u s  h o u s e h o ld  b u d g e t  su rv e y s . 
S u rv e y  c o v e ra g e  m a y  v a r y  o v e r  t im e .  D a ta  r e f e r  to  t h e  d i s t r i b u t io n  o f  i n d i v i d u ­
a ls  a c c o r d in g  to  h o u s e h o ld  p e r  c a p i ta  in c o m e . F iv e  d a ta  p o in ts  f o r  t h e  E U  a v e r ­
a g e  a r e  n o t  a v a i la b le — B e lg iu m  (2 ) , S p a in  (2 ) ,  a n d  P o r tu g a l  (1 ).
Sources: C E E  8 d a ta  f ro m  v a r io u s  so u rc e s  c o m p ile d  fo r  t h e  U N IC E F  IR C  (2 0 0 4 ); 
E U  15 d a ta :  O E C D  (2 0 0 5 a )  a n d  W o r ld  B a n k  (2 0 0 5 ).

A dram atic  restructu ring  has taken  place in th e  d istribu tion  of 
incom e and consum ption. A lthough critics of th e  socialist system  
righ tfu lly  com plained th a t a system  of m ateria l privileges indeed 
existed, th e  d istribution of incom e and consum ption generally  lay 
w ith in  a fairly  narrow  range. T h e  10—15 years since have been long 
enough to effect a m arked  increase in th e  existing levels of inequal­
ity, as show n in Tables 5.6 and 5.7.14 On th e  one side, a h itherto  
unknow n level of conspicuous w ealth  has becom e read ily  apparent, 
w hile on th e  other, poverty th a t had  been less obviously m anifest has 
becam e deeply en trenched  and m uch m ore visible. T h is  is appalling 
to th e  sense of social justice of m any  individuals w ho have otherw ise 
not been victim s of the  restructuring.

14 Som e H ung arian  analyses show larger inequalities th a n  those iden tified  in Table 5.6 
(e.g. T ó th  2004).
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T a b le  5.7 C onsum ption inequality

C ountry Survey
year

Share o f incom e or consum ption  (percent) 
Poorest Poorest R ichest R ichest 

10% 20%  20%  10%

R ichest 
10% to 
poorest 

10%

R ichest 
20%  to 
poorest 

10%

Czech Repu blic 1996 4.3 10.3 35.9 22.4 5.2 3.5
Estonia 2000 1.9 6.1 44 28.5 14.9 7.2
H ungary 1999 2.6 7.7 37.5 22.8 8.9 4.9
L atv ia 1998 2.9 7.6 40.3 25.9 8.9 5.3
L ith u an ia 2000 3.2 7.9 40 24.9 7.9 5.1
Poland 1999 2.9 7.3 42.5 27.4 9.3 5.8

Slovakia 1996 3.1 8.8 34.8 20.9 6.7 4.0

Slovenia 1998/99 3.6 9.1 35.7 21.4 5.9 3.9

C E E  8 1996 2000 ) . l 8.1 J9.S 24.9 8.2 S.O
E U  IS 1994 2000 2.7 7.4 40.2 2S.1 9.6 S.6

S o u rc e : U N  2 0 0 4  d a ta b a s e .

T h e  serious problem s just en u m era ted  are connected to  issues of 
em ploym ent. Open unem ploym ent was unknow n in th e  socialist econ­
omy; th e  em plo y m en t ra te  was very  h igh  and every  w orker could 
feel secure at his or h e r w ork place. Indeed  an inverse d isequ il­
ib riu m  prevailed . T h e  socialist econom y created  chronic shortages, 
includ ing  a chronic labor shortage— at least in  th e  m ore developed 
and industria lized  C en tral E astern  E uropean  countries. W h a tev er 
effect th a t  had  on efficiency, th e  workers enjoyed job security. T h a t 
has com e to  an  end. T h e  em ploym en t ra te  has sign ifican tly  declined. 
(See Table 5.8.) T h e  em ploym en t ra te  differs from  coun try  to 
country, b u t it is low er th a n  th e  average ra te  of th e  E U -15 region. 
U n em ploym en t descended suddenly  on society as a v irtu a l trau m a, 
as Table 5.9 shows.

Job security disappeared. This happened at a tim e w hen life itself 
had become less secure on countless fronts. In  socialist societies, those 
who avoided risky political activity had been surrounded by relatively 
solid and predictable conditions of livelihood. Now all of a sudden, 
everything was in m otion and nothing known in advance. Previously, 
a com pany had been som ething th a t would exist forever. Now they 
were being form ed or going broke from one day to the  next. P re­
viously, consum er prices had been fixed for long periods of tim e. Now 
they were in a constant state of flux. T he average citizen could not
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Table 5.8 Total employment (1989 = 100)
Country 1990 1991 1992 1993 1996 1999 2002 2003

Czech R epublic 99.1 93.6 91.2 89.8 93.5 88.2 88.0 87.4
Estonia 98.6 96.3 90.9 83.5 74.0 69.2 70.0 71.0
H ungary 96.7 86.7 78.1 73.1 69.8 72.9 74.1 75.1
L atvia 100.1 99.3 92.1 85.7 72.4 73.9 75.4 76.8
L ith u an ia 97.5 99.6 97.4 93.4 87.0 85.0 82.0 83.9
Poland 95.8 90.1 86.4 84.3 88.3 90.4 85.8 85.2
Slovakia 98.2 85.9 86.9 84.6 85.5 82.3 82.1 83.6
Slovenia 96.1 88.6 83.7 81.3 78.7 80.1 82.8 82.1
C E E  X 96.9 90.9 87.0 84.2 85.5 85.8 83.5 83.4
E U  15 101.8 102.3 101.1 99.6 100.7 105.2 109.2 109.5

Source: U N E C E  (12005, n . 1, 125).

T able 5.9 U nem ploym ent rates (Percentage of labor force)

C ountry 1990 1992 1993 1996 1999 2002 2003

Czech R epublic  0.7 2.6 3.5 3.5 9.4 9.8 10.3
Estonia 1.6 5.0 5.6 6.7 6.8 6.1
H ungary 1.7 12.3 12.1 10.5 9.6 8.0 8.4
L atvia 2.3 5.8 7.2 9.1 8.5 8.6
L ith u an ia 3.5 3.4 6.2 10.0 10.9 9.8
Poland 6.5 14.3 16.4 13.2 13.1 20.0 20.0
Slovakia 1.6 10.4 14.4 12.8 19.2 17.4 15.6
Slovenia 13.3 15.5 14.4 13.0 11.3 11.0
C E E  8 4.4 10.6 12.4 10.6 12.1 IS .4 1S.S
E U - IS 7.) 8.7 10.0 10.2 8.7 7.7 8 1

N ote: Figures for Estonia until 1999 include only job seekers.
Sources: R e g is te re d  u n e m p lo y m e n t ra te s  fo r  th e  C E E  8 f ro m  th e  U N E C E  (2004 , n . 2, 
85), s ta n d a rd iz e d  u n e m p lo y m e n t  ra te s  fo r t h e  E U —15 f ro m  U N E C E  (2005 , n. 1, 126).

m ake sense of interest rates or even rates of exchange. A lthough it had 
been incredibly difficult to obtain housing, once possessed, as a tenan t 
or sub-tenant, it  was virtually impossible to lose it again through evic­
tion. Now you could be evicted for not paying the rent. Furtherm ore, 
public security deteriorated as the  police state was dism antled (Table 
5.10). E verything th a t had been stiffened to a point of rig id ity  by over­
bearing authority  and bureaucracy became m alleable, risky and inse­
cure under the influence of m arket forces, com petition, and civil rights 
th a t guaranteed m ore freedom  of m ovem ent.
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T a b le  5.10 C rim e rates (1989 — 100)

C ountry 1990 1994 1998 2002

Czech R epublic 180 309 355 313
Estonia 124 200 270 321
H ungary 153 175 272 193
L atv ia 117 146 137 190
L ith u an ia 118 189 260 247
Poland 161 163 192 253
Slovakia 150 293 198 227
Slovenia 96 110 139 193
C U Ii 8 156 194 228 249

Note: Crime data cover reported and registered crime only. Crime rates are subject 
to varying national legislation.
Source: UNICEF IRC (2004), database.

C orruption  had existed u nder th e  old reg im e, m ostly  in  areas of 
m u tu a l favors could be bestow ed th ro u g h  political or personal con­
tacts. A lthough th ere  w ere even incidents of b ribery , these w ere 
uncom m on and  generally  took place a t low er levels of th e  shortage 
econom y, as a w ay of “greasing th e  w heels.” T h e  m ajo rity  of cor­
ru p t activities rem a in ed  unseen  and  b eh ind  th e  scenes. N ow  corrup­
tion  becam e ub iqu itous in  a m yriad  of transactions in  th e  political, 
econom ic, and  cu ltu ra l sphere, in  p rivate  transactions large and 
sm all, and  a t th e  h ig h est and low est levels of th e  governm en ta l and 
social h ierarchy . M any corruption  cases have becom e pub lic  k now l­
edge. E veryone is angry, and  often unw illing ly , m an y  people are 
soiled by corruption. I t  is alm ost im possible to avoid becom ing 
involved w here  one or an o th er of th e  parties engages in  shady  tra n s ­
actions, even if  th e  client, th e  citizen, th e  seller or th e  buyer, w ould 
no t o therw ise have a ttem p ted  a bribe or been involved in  a phony 
tax-evasion schem e.

People are also upset about th e  disorders in  th e  politica l arena. 
M any judge th a t th e  m u lti-p a rty  system  has fa iled  to  create th e  p re ­
conditions for sober political rivalry, and instead b ro u g h t u n brid led  
struggles for pow er, lies, em pty  prom ises, and con tinual opposition 
ra n tin g  and  rav in g  against w hoever happens to be in  pow er. M uch 
of th e  popu lation  does n o t place sufficient tru st in  P arliam en t. In  
th is respect, th e  difference betw een  th e  15 old and  th e  8 new  EU 
m em bers is enorm ous, as Table 5.11 shows. P oliticians are suspected
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of being  involved in  corruption, som etim es because th ey  have indeed 
v io lated  th e  law , or at th e  least the  u n w ritten  code of ethics, and  
som etim es because th ey  have been slandered  by political rivals.

Just some of th e  m ost serious issues have been m entioned  here. 
I could continue, bu t I th in k  th is m uch suffices to dem onstrate  th a t 
we are not ta lk ing  here  about trifling  inconveniences, b u t about gen­
u inely  serious, even overw helm ing problems.

T a b le  5.11 Confidence in P arliam en t and other institu tions

Country
P arliam en t Civil Service E ducation  system

(Percentage of population  whose confidence is enjoyed)

Czech R epublic 12.2 21.8 54.6
Estonia 27.0 40.4 73.9
H ungary 34.0 49.6 64.3
L atvia 27.5 49.2 73.7
L ith u an ia 10.6 20.6 66.6
Poland 32.8 32.6 81.2
Slovakia 42.8 38.7 76.3
Slovenia 25.3 25.3 80.3
C E E -8 29 .) JJ .8 7).7
Austria 40.7 42.4 86.2
Belgium 39.1 46.1 77.9
D enm ark 48.6 54.9 75.0
F in land 43.7 40.9 88.8
France 40.6 45.9 68.4
G erm any 35.7 38.7 72.6
Greece 29.0 20.2 37.0
Ireland 31.1 59.3 86.4
Italy 34.1 33.2 53.2
Luxem  bourg 62.7 59.5 67.8
N etherlands 55.3 37.5 73.1
Portugal 49.2 53.6 59.8
Spain 46.4 40.5 67.6
Sw eden 51.1 48.8 67.8
UK 35.5 45.9 66.3
E U -1 5 )9 .1 41.1 66.8

Note: Respondents were asked, “Tell me, for each item listed, how much confidence 
you have in them; is it a great deal, quite a lot, not very much, or none at all?” Those 
answering “a great deal” or “quite a lot” were counted as having confidence.
Source: Halman (2001, 187, 192).
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T a b le  5.12 L ife satisfaction over tim e

C ountry
1990 3 1995 7 1999-2002

(A verage on a scale o f 1 to 10)

Czech R epublic 6.37 7.06
Estonia 6.00 5.00 5.93
H ungary 6.03 5.80
L atv ia 5.70 4.90 5.27
L ith u an ia 6.01 4.99 5.20
Poland 6.64 6.42 6.20
Slovakia 6.15 6.03
Slovenia 6.29 6.46 7.23
C E E  H 6.40 6.20 6.20
A ustria 6.51 8.03
Belgium 7.60 7.93 7.43
D enm ark 8.16 8.24
F in land 7.68 7.78 7.87
F ranee 6.78 7.01
G erm any 7.22 7.22 7.42
G reece 6.67

Ireland 7.88 8.20

Italy 7.30 7.17
L uxem bourg 7.81
N etherlands 7.77 7.85
Portugal 7.07 7.04
Spain 7.15 6.61 7.03
Sweden 7.97 7.77 7.64
UK 7.49 7.46 7.40
E U  15 7.26 7.24 7.30

Notes: Respondents were asked to mark their answer on a scale from 1 (most dis­
satisfied) to 10 (most satisfied): “All things considered how satisfied are you with 
your life as a whole these days.” The typical size of sample was about 1000 respon­
dents per country.
Sources: World. Values Survey and European Values Survey, Sanfey and Teksoz (2005) 
use these data to study life satisfaction in post-socialist countries. The table reporting 
the summary data for the EU—8 countries is on p. 17 of their paper. I am grateful 
to Peter Sanfey and Utku Teksoz (EBRD), who provided the complementary data for 
the EU—15 countries and the data for region averages in direct communication.

Social Disposition

T here have been num erous surveys of the prevailing mood and social 
disposition of the  public in  the  Central Eastern European countries.
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Table 5.13 Life-time satisfaction: Distribution of responses
Country % not a t all 

satisfied
% not very 

satisfied
fairly

satisfied
%  very 
satisfied

(Percentage of answ ers)

Czech R epublic 5 26 57 10
Estonia 11 35 47 6
H ungary 11 34 45 9
L atvia 8 35 49 6
L ith u an ia 10 32 51 5

Poland 9 28 50 11

Slovakia 13 33 48 6
Slovenia 2 12 65 20
C E E  X 9 29 SO 10
EM  15 4 17 60 19

Note·. The respondents were asked the following question: “On the whole, how are 
you satisfied with your life in general? Would you say you are...?”
Source·. Eurobarometer (2003).

T hey point to the  fact th a t opinions are divided. M any m ore respon­
dents in  the  older EU m em ber-states answered “yes” to th e  apparen t­
ly sim ple question, “Are you satisfied w ith  your life?” th an  did so in 
the  eight new  m em ber-states considered here ( Table 5.12). T he pro­
portion of negative answers differs from country to country, as seen in 
Table 5.15. It appears as an approxim ate average th a t every th ird  per­
son in  the  region is som ewhat or very dissatisfied w ith  life.15

Cognitive Problems

T h e  re la tive  in ten sity  or b itterness of peop le’s reactions to troubles 
is no t m ere ly  a function  of th e  real d ifficulties associated w ith  the  
problem  itself. W h en  one experiences hardsh ip  or observes th e  tro u ­
bled w ith  em pathy , a g reat deal depends on how  one perceives the  
prob lem  at h an d  and  how  one deals w ith  it. L e t us a ttem p t to su r­
vey som e of th e  m ost im p o rtan t cognitive problem s associated w ith  
our topic.

15 T h e  da ta  in Tables 5.12 and 5.13 a re  from  d ifferen t sources, based on d iffe ren t surveys. 
It is w orth  n o ting  th a t despite th e  tw o kinds of approach, th e  characteristic  d ifferences 
betw een th e  regions are  qu ite  close to each other.
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1. Before som eth ing  happens, certain  hopes and expectations are 
sustained. A fter som eth ing  happens, there  is often d isappo in tm ent.16 
As d isillusionm ent over socialism began to take hold, expectations 
becam e m ore pronounced. T he hope em erged th a t th e  change of the 
system  w ould resolve all problem s quickly, for everyone.

R igh tfu l hopes were in term ing led  w ith  m isconceptions and illu ­
sions. Expressions like “the  W est,” “the  m ark e t,” “com petition ,” and 
“dem ocracy” elicited m yth ical im ages of unrelieved light. T h ere  were 
few sober w arnings to be heard, least of all from  credible individuals. 
(People were no t p repared to listen to criticism  of capitalism  from  
adherents of th e  old regim e).

T he initial g reat hopes were thoroughly dam pened by the  deep 
transform ational recession of the  1990s. People barely had tim e to re ­
cover from th a t before new  unrealistic expectations took shape, this 
tim e connected w ith  EU m em bership, kindled by various phrases re ­
ferring to “convergence” and ostensible promises of m anifold EU assis­
tance. M any looked forward to the  m anifest and im m inen t benefits of 
accession w ith  naive impatience.

T h e  problem s are great, b u t for m any  people th ey  are m agnified  
fu rth e r by disillusionment.

2. It is a well-known phenom enon in social psychology th a t the way 
somebody feels about som ething depends not only on the  real circum ­
stances, but on whom the individual compares h im self to. D uring  the 
period w hen the  socialist system was loosening up, people living in  the 
W estern periphery of the  Soviet em pire comforted them selves by no t­
ing th a t they were still better off than  those living in  the  Soviet Union. 
Especially in  a place like Hungary, m y hom e country, w here experi­
m ents w ith  m arket-econom ic reforms had been going on for some tim e, 
this self-encouragem ent even sounded credible. But as the  borders of all 
countries in  the  Central Eastern European region opened, and still m ore 
,as they  became m em ber-states of the European Union, the  “reference

16 H irschm an (1982) pointed out th a t d isappoin tm ent was p a rt of th e  h u m an  condition. H e 
refers to Kant, w ho stated, “ Even if you w ere to g ran t m an  every th ing  he wishes, all the  
sam e, a t th a t very m om en t he  w ill feel th a t th a t everyth ing  is no t everyth ing .” (See K aram ­
zin [1789- 1990] 2003, p. 40). A sta te  of ubiquitous insatiability  and d isillusionm ent is expe­
rienced especially by th e  denizens o f W estern  civilization. In  our case, th is general feeling 
was exacerbated by frustration  over th e  unrealized special expectations th a t  followed th e  tra n ­
sition from  socialism.
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Table 5.14 Attitudes to regime: Old, new, and future

C ountry
Old regim e C urren t In  5 years

(Percentage o f positive answ ers)

Czech R epublic 32 69 82
Estonia 55 75 79
H ungary 58 64 81
L atvia 50 51 71
L ith u an ia 59 70 84

Poland 51 51 67
Slovakia 51 51 65
Slovenia 68 69 74
C E E -8 50 57 72

Note: The respondents were asked the following question: “Here is a scale for rank­
ing how our system of government works. The top, plus 100, is the best; the bot­
tom, minus 100, the worst. W here on this scale would you put the former com­
munist regim e/our current system of governing with free elections and many par- 
ties/our system of governing five years in the future?”
Source: Rose (2005, p. 17).

points” generally shifted. People started to compare th e ir circumstances 
w ith those in  Germ any, France, or Scandinavia. Of course, the  h igher 
the standards of comparison, the greater the  dissatisfaction w ith  the 
place the person happens to live. This im patience is understandable: 
now we are m em bers of the  European Union, w hen are we going to 
catch up  w ith  our fellow member-states? But it also leads to hopeless 
aspirations. Those who cling to the W est as their fram e of reference are 
likely to rem ain  perm anently  bitter, im patien t and disillusioned.

3. People easily forget; collective and ind ividual m em ories are 
h igh ly  unreliab le . Decades ago, th ere  were floods of com plaints from  
individuals because certain consum er item s w ere unavailab le  and they  
had  to w ait m any  years for a car or an ap artm en t or a te lephone line. 
Nowadays it seems th a t I, once th e  au tho r of a book en titled  Eco­
nomics o f  Shortage (1980), will be the  last person left in  Eastern Europe 
who still rem em bers the  shortage economy and feels genuine deligh t 
th a t it is over. Chronic shortages have been replaced by abundan t 
supplies. Nowadays, people grum ble th a t we are aw ash am ong an 
incredible nu m b er of products, th a t prices are prohib itively  h igh , and 
th a t people are to rm ented  by th e  “consum er society.”
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People’s poor memories m ean tha t fundam entally im portant achieve­
m ents and m ateria l or non-m aterial benefits (such as freedom  of 
speech, association, and m ovem ent, the  free com petition of ideas, the 
rig h t to protest, and so on) are being disparaged, even th ough  they  
are clearly discernible in people’s everyday lives. Instead, cu rren t 
problem s are being accorded greater relative w eight.

Respondents to a 2004 survey were asked to indicate on a scale 
rang ing  from  -100 to 100 th e ir evaluation of th e  cu rren t governm ent, 
as com pared w ith  th e  regim e before th e  change in th e  political sys­
tem . T h e  results appear in  Table 5.14 and in terp re ta tion  of th em  in 
Rose (2005). A lthough th e  present system  received h igher scores in 
all countries, it is rem arkable th a t the  ratings for th e  reg im e u nder 
th e  previous system  were no t far behind. Grotesquely, th is all leads 
to feelings of nostalgia. T here  were people who did no t partic ipate in 
active resistance against th e  com m unist regim e, bu t at least g rum bled 
and hoped for change. Now quite a few of th em  find  them selves 
th in k in g  the  old regim e was not th a t bad after a lU 17l

4. F inally , I would like to m ention  the  flaws of causal analysis 
em erg ing  as a result of distorted th in k in g  in the  last phase of proces­
sing experiences.

Causal A nalysis

T here  are m any  causes behind  the  problem s and difficulties suffered 
by the  people of C entral E astern  Europe. I will only em phasize a few 
of them .

One is th a t the region’s level of development lags behind the West. 
This is not a new phenomenon; it is the result of centuries-long process­
es. Things have been this way for centuries. As Table 5.15 shows, this re­
lative gap widened further in the socialist period. There is a good chance 
that the relative backlog will gradually diminish, but it is highly unlike­
ly that anything can occur in the social, economic, and political field to 
fill the gap (which is more like an abyss!) in the im m ediate future, as

[It is w orth  stressing th a t one of th e  m ost favorable assessm ents of th e  p re-1990 system  
is m ade in H ungary , according to Table 5.14. An excellen t account appears in V ásárhelyi 
(2005) o f how H u n g arian  public opinion divides in its jud g m en t of th e  K ádár reg im e and 
th e  change of system . T h e  figures V ásárhelyi quotes again  show how  w idespread is th e  nos­
ta lg ia  for th e  K ádár period and d isillusionm ent over th e  change.]
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Table 5.16 makes clear. M any of the negative phenomena, as well as the 
poverty, the lag in technological development, and the scarcity of avail­
able resources for health care, education, and scientific research, can be 
explained prim arily (but not exclusively) by the fact tha t the region is at 
a m edium  level of development, well behind the front runners.

P art of th e  trouble has been the  fact of being in transition . T he 
structure of production had  to be reorganized: old production lines 
had ceased to  exist, bu t th ey  were not replaced by new  ones im m e­
diately. A new  vacuum , new  loopholes, and an absence of regulation 
occurred du ring  th e  institu tional transform ation. W hile  th e  old guard 
was rem oved in m any  places, the  new m anagem ent was still inexpe-

T a b le  5.15 A historical com parison w ith  Austria

Country
1870 1913 1937 1950 1980 1989 2000

(A ustria’s G D P  per cap ita  -  100)

Czechoslovakia 62 60 91 94 58 54 43
I lungary 59 61 81 67 46 42 36
Poland 51 50 61 66 42 35 36

Note: Czechoslovakia in 2000 is a weighted average of the Czech Republic and
Slovakia.
Source: Calculated from the OECD database accompanying Maddison (2005).

T able 5.16 Convergence tim es to W estern  Europe

Country
T o 100% of EU 14 level To 80%  of EU —14 level

(C atch-up period in years)

Czech R epublic 38 21
Estonia 60 45
H ungary 46 31
L atvia 74 59
L ith u an ia 68 52
Poland 72 55
Slovakia 48 33
Slovenia 30 9
C E E -8 s s 38

Note: EU—14 means all old members, excluding Luxembourg. The results are based on 
the assumption of a real per capita GDP growth rate of 1.74 percent in the EU—14. 
Source: Wagner and Hlouskova (2005, 567).
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rienced. T he fact th a t these difficulties are of a transitional natu re  
does not reassure everyone sufficiently, as it stretches people’s p a ti­
ence to w ait for th em  to pass.

O ther problem s cannot be elim inated, because th ey  em anate from  
the  very na tu re  of th e  new  system. T he capitalist economy, com peti­
tion, m arket is not the  ideal dream w orld. Capitalism , like every sys­
tem , has certain  inborn, system-specific drawbacks. As long as capi­
talism  is w ha t it is, there  will be unem ploym ent, g reat incom e 
inequality , losers in the  com petition, excessive advertising, and  so on. 
W ise, forw ard-looking and consistent governm ental policies can m iti­
gate some of these innate faults, bu t they  cannot com pletely elim inate 
them , and th e re  rem ains the  perm anen t th rea t of th e ir  re tu rn . Se­
rious, level-headed believers in the  capitalist system  accept these prob­
lem s because th ey  find the  overall package m ore palatab le  th a n  the  
socialist system, despite its shortcom ings.

T he same can be said of democracy. G reat m ultitudes of Central 
Eastern Europeans are becoming as disenchanted w ith  democracy as 
disillusioned lovers. T hey are irritated by the often barren verbal 
tirades in Parliam ent, by the m utual accusations of th e  various po liti­
cal parties, by the  lying promises, and by the  scandalous affairs being 
swept under the carpet. Yet these are anomalies associated w ith  dem oc­
racy! T hey are not restricted to relative newcomers; sim ilar occurrences 
can often be seen in  great democracies w ith  a long history. T he im por­
tance of the  tru th  reflected in  C hurchill’s words will not be dim inished, 
although they  have been quoted m illions of times. Even given all its 
faults, democracy is still a better system than  any form of tyranny, 
regardless of how wise, enlightened, or clean-handed a dictator m igh t 
be. Unfortunately, in the Central Eastern European countries a far from 
negligible proportion of the  population does not th ink  th a t way. Table 
5.17 draws atten tion  to the  disturbing phenom ena.

W rong decisions m ade by politicians— governm ents, the  ru ling  p ar­
ty or th e  opposition, or the leadership of various advocacy groups— m ay 
create troubles, or exacerbate pre-existing difficulties brought on by 
extraneous circumstances. Consider the  following example. I t can be 
stated w ith  certain ty  th a t capitalism  gives b irth  to inequality. But tax 
policies favoring the  rich w hile afflicting the  im poverished, or poorly 
distributed state subsidies, can m ake m atters even worse.

I have identified  five d ifferen t causes for th e  cu rren t problems: 
m edium  level of developm ent, problem s brough t on by th e  transition ,
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Table 5.17 Endorsement of undemocratic alternatives

C ountry
C om m unist Army D ictator

(Percentage regard ing  as be tter)

Czech R epublic 18 1 13
Estonia 8 2 40
H ungary 17 2 17
L atvia 7 4 38
L ith u an ia 14 5 40

Poland 23 6 33

Slovakia 30 3 25

Slovenia 23 6 27
C E E —8 21 4 29

Note: Respondents were asked the following: “Our present system of government 
is not the only one that this country had. Some people say tha t we would be bet­
ter off if the country was governed differently. W hat do you think? We should 
return to Communist rule. The army should govern the country. Best to have a 
strong leader who can quickly decide everything.”
Source: Rose (2002, p. 10).

the  system -specific problem s of capitalism  and of dem ocracy, and 
wrong decisions m ade by politicians. Of course there  are others. One 
reason for th e  existence of a feeling of general m alaise in  society is 
confusion of these various causes in people’s m inds. In  cases of m ulti- 
causal phenom ena, objective, clear identification and separation of 
various causes poses a difficult task, even for professional analysts. 
Sm all w onder th a t errors creep into th e  explanation of causes in  the  
m inds of people not specialized in the subject.

Value Judgm ents A gain

I have tried  to re fra in  from  m aking  false generalizations. L e t m e re it­
erate, as I em phasized earlier, th a t public opinion is divided: attitudes 
range from  satisfaction w ith  m inor reservations, th ro u g h  grum bling  
and com plaining, all th e  way to angry dissatisfaction. Allow m e to 
m ake a few  com m ents on the  m ood of those whose judgm ents tends 
tow ards the  negative.

Those who m ake such judgm ents often em ploy an u n fo rtuna te  
m ix tu re  of h alf-true  and half-erroneous estab lishm ent of th e  facts, 
half-substan tia ted  and half-m istaken causal analysis, and  an order of
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values th a t places th e  values of everyday life to th e  fore. Those who 
judge from  th is angle are not th in k in g  in  a h istorical perspective of 
centuries. T hey  do not care w hat results the  capitalist econom ic sys­
tem  and the  dem ocratic political order w ill produce in th e  d istan t 
future. T hey  are experiencing the  problem s today, th ey  are suffering 
from  th em  now, or they  are h u rt by seeing others suffering now— and 
for th a t reason, th e ir experience of th e  change th a t occurred in the 
system  is as a failure, ra th e r th an  a success.

No one has th e  rig h t to disregard th e  negative judgm ents of dis­
appointed individuals. No one has the  rig h t to accuse th em  of sho rt­
sightedness, or of tu rn in g  a blind eye tow ard th e  com prehension of 
great historical interrelationships. W e only have one life.18 Someone 
of 50 or 60, say, and poor, perhaps also unem ployed, w ill no t be com ­
pensated by th e  prom ise of greater prosperity for subsequent g enera­
tions, for he  or she will not have a chance to enjoy it. I t  is h ard  even 
to bid th e  younger generation to have patience, for not even a lost 
m om ent today can be tru ly  com pensated for la te r by a b e tte r one.

Should I therefore re tract the  sta tem en t m ade in th e  first h a lf  of 
the  study, th a t  the  great transform ation  of th e  C entral E astern  E uro­
pean region can be characterized fundam entally  as an unparalleled  
success? No, I  do no t w an t to re tract it. I do no t believe it to be pos­
sible, or for th a t  m a tte r perm issible, to com pile som e k ind  of balance 
sheet on w hich to base a sum m ary, com prehensive value judgm ent. 
T h a t approach w ould im ply there  are successes (w ith  a positive sign), 
and there  are failures (w ith  a negative sign), and if th e  balance is 
positive, the  outcom e should be declared a success, w hile if it  is nega­
tive, it m ust be looked upon as a failure. I cannot accept th a t  sim ple 
balance-sheet approach of just to tting  up.

I keep tw o accounts, no t one, and do not m erge them . On one 
account, I gladly acknowledge great success on a level of w orld h is­
tory: th e  system  created is superior to the  old and has arisen w ithou t 
bloodshed, at incredible speed. On th e  o ther account, I have th e  list 
of good and bad experiences in everyday life: m uch joy and m uch 
pain. I consider it sensible and defensible to say th a t th e  events in 
this region can be considered sim ultaneously as a success in term s of

1B T h e  vicissitudes in people’s lives and th e  w ay careers w ere b roken by h istory  are pre- 
sented in a d ram atic  w ay in a new  book by Agnes Losonczi, e loquen tly  en titled  Sorsba f o r ­
d u lt történelem  (H istory  as destiny— Losonczi 2005).
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global historical significance and at the  sam e tim e in m any  im portan t 
aspects a process associated w ith  trouble and suffering because it is a 
cause of pain, b itterness and d isappoin tm ent to so m any  people.

T h e  T a s k s  o f  t h e  E c o n o m i s t s ’ P r o f e s s i o n

I have no intention of blam ing the m an in the street for not having 
processed his experiences flawlessly or perhaps for reaching m istaken con­
clusions about these problems. But I would not grant the same dispens­
ation to us, who do research in the field of economics. I am  not addres­
sing this only to those who happen to live in Central Eastern Europe, but 
to all concerned w ith this region or similar issues, wherever they live.

Perhaps we have gone too far in  accepting the  fam ous com m ent 
of Keynes: “ In  the  long run, we are all dead.” T h e  type of real long­
term  analysis I a ttem pted  in  the  first h a lf  of the  study is quite rare. 
Nowadays m any P hD  program s do not require economists to study any 
history. One reason for the  overly negative judgm en t of the  curren t 
g reat transform ation  th a t is prevalen t am ong th e  C entral East 
E uropean public is th a t social scientists have neglected to analyze and 
evaluate th e ir  results w ith in  the  requisite h istorical fram ew ork.

T he various social sciences are divorced not only from historical stud­
ies, but from each other. W hile I was preparing for this study, I encoun­
tered again the unfortunate fact th a t the political science literature on the 
transform ation from dictatorship to democracy makes almost no reference 
to studies by economists, while economists virtually ignore the work of 
political scientists. Yet it is impossible to understand or evaluate the great 
transformations w ithout taking an interdisciplinary approach!19]

M ainstream  economics relinquishes th e  task of profound criticism  
of th e  capitalist econom y to those professing radical views. Even w hen 
it accepts th a t th ere  m ay be problem s, it lulls itself into believing 
these can be reassuringly resolved by appropriate m easures. I t  denies 
th a t th e  system  m ay have inborn, insurm ountab le genetic defects.

Careful, conscientious separation of the  estab lishm ent of facts and 
evaluation of th em  is quite ra re  in our profession. It is no t custom ary 
to po int out frankly  th e  order of values concealed b eh ind  the  decla­

19 [T he problem  of th e  in terd iscip linary  approach and w here  it stands is also considered 
in S tudy 8 o f th is volum e, pp. 205-7 .]
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ration an econom ist makes. W e consider it self-evident th a t  we all 
share im plicit values accepted axiom atically by our trade: efficiency, 
productivity, com petitiveness, grow th, perhaps th e  principle of fair 
d istribution of incom e. Very few pay heed to any values beyond those.

T here are academic economists happy to address a w ider audience or 
reading public. Even those who do not aspire to do so, exert indirect 
influence. T he leading politicians, statesmen, business people, journalists, 
and analysts who shape public opinion pay heed to them . Not only can 
the great transform ations be accomplished more successful by m aking 
correct economic policy recommendations, our profession can also con­
tribute to better-inform ed, better-balanced processing of experiences and 
to helping people to m ake the righ t evaluation of changes.

T he great transform ation in Central Eastern Europe is over. M ore 
th an  once, I have heard  colleagues com m ent ironically, “W ith  that, so 
m uch for your w eird science of ‘transitology’.” I do not believe so i20i 
How is the  transfo rm ation  of C hina and V ietnam  going to continue? 
W hat w ill happen  in Cuba? Nor is it perm issible to confine one’s 
atten tion  to countries w here there is still a C om m unist party  in power. 
H ow  w ill th e  “great transfo rm ation” proceed in Iraq, u n d er foreign 
m ilitary  occupation? H ow  will Iran  be transform ed? W h a t transfo r­
m ation  w ill take place in o ther M uslim  countries?

Each transform ation is different. Nevertheless, there are elem ents 
common to them  all. And the unique properties of each country can be 
understood only by comparing it with those of other countries. So “tran ­
sitology” is far from over. W ork undertaken w ith a desirably thorough 
approach has not even begun. I hope this study will act as a spur to con­
scientious study of the accumulated body of knowledge on this subject.

20 [Study 7 o f th is volum e deals w ith  th e  question of w h at lessons can be d raw n  from  the  
East European post-socialist transform ation  for countries in w hich  such a transfo rm ation  has 
yet to occur.]
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W h a t  Does  “ C h a n g e  of S y s t e m ” 
Mean?*

6

I n t r o d u c t i o n

T h e  inspiration to write this study came from some of the speeches held 
at demonstrations in Kossuth tér, in front of the H ungarian Parliam ent 
in Budapest, in the autum n of 2006. According to one speaker, the  aim 
was to be “a new change of system, a fourth republic.” Sim ilar passion­
ate, angry demands were m ade in other speeches as w ell.1

[I would like to express thanks to my colleague Noémi Péter, who helped me to review and 
process the theoretical literature on systems and system changes, and the political statements being 
heard nowadays. 1 thank Zdenek Kudrna and Eszter Nagy for their cooperation in the research on 
which the study is based. I am also grateful to Péter Gedeon, Gábor Halmai, László Kontier, Imre 
Kovách, György Kövér, T im ur Kúrán, Aladár Madarász, and Ákos Róna-Tas for their advice.

The subject of this study— clarification of the concepts of capitalism, socialism, democracy, and 
change of system has concerned me for a long time. As mentioned in the Preface, I first expressed 
my thoughts on this ten years ago in my article (Kornai, 1998). The title of the article I then pub­
lished (“W hat change of system does and does not m ean”) underlines that it was an intellectual par­
ent of the similarly titled study that appears here. The experience of the next decade and research 
done in it have allowed me to present here my matured thoughts in a more substantial form. The 
article of ten years ago has not been included in this volume to avoid overlaps and repetition.]

1 The source of the sentence: “ 158 éve nem volt ilyen árulás”/ “There has not been such treachery 
in 158 years,” M agyar Nernzet Online, October 7, 2006. Some other quotations: “Some of the speak­
ers in Kossuth tér want a new constitution based on the doctrine of the Holy Crown, a constitutional 
national assembly, a new change of system.” (Ibid., September 21, 2006.) “The crowning of the 
anniversary and the real freedom and change of system will be the constitutional national assembly.” 
(“Kitartanak a Kossuth téri tüntetők”/ “The Kossuth tér demonstrators stick it out,” Figyelő, Ortober 
16, 2006.) “They are already calling for a change of system, for according to the speakers, nobody ever 
consulted the people’s will about what form of state they wished to live under in Hungary.” 
(“Rendszerváltást követeltek a Kossuth téren”/ “Change of system called for in Kossuth tér,” M agyar 
Nenizel Online, October 5, 2006.) “The two speakers emphasized that a new constitution, a new change 
of system, and a new penal code are required.” (“Új alkotmány, új rendszerváltás kell”/ “New consti­
tution, new change of system needed,” Hírszerző internet newspaper, November 14, 2006.)
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These words cannot be dismissed offhand, for an im p o rtan t p rob­
lem  is involved. W h a t does th e  expression “change of system ” mean? 
Has th a t change occurred, or has it perhaps not even started  yet? This 
study sets out to answ er these questions, in a calm  and objective way.

T h e  in ten tion  is not to convince the  dem onstrators in  Kossuth té r 
or their spiritual brother-in-arm s. T here is a lot of disagreem ent am ong 
researchers in the  social sciences and am ong a broader sphere of in te l­
lectuals in terested  in political affairs. One reason for th is is confusion, 
m isunderstandings and lack of clarification of concepts. T h e  in ten tion  
is to contribute to setting  th e  conceptual apparatus in  order.

R eaders should be w arned not to expect from  th is study a causal 
analysis of th e  fall 2006 dem onstrations and disturbances, or political 
advice on governm ent tasks in the  m onths to come. T h e  in ten tion  is 
to preserve a distance from  day-to-day events in  re th in k in g  som e fu n ­
dam ental problem s of the  post-socialist transform ation.

P o s i t i v e  V e r s u s  N o r m a t i v e  A p p r o a c h

T w o  approaches can be taken.
One is a positive approach. W h at observed and experienced social for­
m ations existing in history can be called a “system ”? W h at observed 
and experienced changes occurring in history can be called a “change 
of system ”?

T h e o ther is a normative approach. W h a t changes are endorsed or 
condemned by those who take a position on this question? W hat changes 
deligh t or appall them ?

M ention w ill be m ade of the  norm ative judgm ents of others, bu t 
I will also present here m y own position. T here  is m uch debate about 
w he ther th is distinction can be m ade.2 T h e  positive approach is said

2 U nfo rtunate ly  a fu rth e r  conceptual m isunderstand ing  can be expected, notably  from  
those unaccustom ed to th e  positivc/norm ative pair of opposites in th e  philosophy of science. 
It is quite frequen t for a favorable jud g m en t to be described as a  “ positive” opinion, and an 
unfavorable one as a “ neg a tiv e” opinion. Any crusade against th is o th er m ean in g  of “posi­
tive,” in th e  in terests of clarification, seem s doom ed to failure. T h e  a u th o r’s only endeavor 
here is to confine his use of th e  word “positive” to m ean in g  th e  opposite o f “ no rm ative ,” 
w hile  p refe rrin g  such synonym s as “ favorab le” and “ u nfavorab le” for value judgm ents. 
I recom m end others, a t least professional analysts, researchers, and advisers, to  do likewise, 
a lthough  I do no t hope th a t  m any people are like to follow th e  recom m endation .
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to be illusory because th e  researcher’s choice of topic, th e  system  of 
concepts he or she employs, and the em phases and omissions in that, 
are all based on value judgm ents. L e t it suffice in  th is case to u n d er­
take to m ake th e  distinction as far as possible. H ow  far it is possible 
to rem ain  “value-free” in a positive approach is no t the  m ain  issue 
here. T h e  m ain  issue is th a t the  tw o approaches involve answ ering 
radically d ifferen t questions.

A positive approach leads eventually  to a positive sta tem en t— a 
conjecture, a hypothesis. T he question to ask th en  is w h e th e r the  
sta tem en t is true. Can it be supported or confirmed? Is it in any case 
a sta tem en t th a t  can be refuted, or can the  criterion of tru e  or u n true  
not be broached at all?

T hese questions cannot be pu t w ith  a norm ative approach, w hich 
leads to a value judgm ent: do I consider th a t w hich I am  judging  to 
be good? T h e  sta tem en t is value-dependent. I t m ay rest on a conscious 
choice of values, or just on senses of prejudice, em otion, distrust, anger, 
or outrage, or conversely sym pathy and trust. T his leaves open a possi­
bility of attem pting, by scientific exam ination, to explore th e  unspoken, 
perhaps unconscious system  of values on w hich th e  judgm en t rests.

T h e  distinction betw een th e  two approaches is well know n. Yet 
m uch of th e  debate about th e  change of system  has been m arked  by 
confusion betw een them . T h a t distinction plays a key role in th e  a rgu­
m en t about th e  change of system  to be expressed here.

A P o s i t i v e  A p p r o a c h  to  t h e  C h a n g e  o f  S y s t e m

W h a t  should be qualified as a “socialist system ”? A norm ative res­
ponse can be m ade. Some w ould say the  nam e tru e  “socialism ” is not 
m erited  by th e  form ation th a t came into being in  th e  Soviet U nion 
and th en  th e  o ther com m unist countries, th a t it was only an  insult to 
the  noble concept of socialism. It was incorrect to ta lk  of existing 
socialism w hen w hat existed was not true  socialism at all.

I  have no quarrel w ith  those who see the  description “socialist sys­
te m ” as an honor to be won, for w hich the  form ations developed 
u nder L enin , S talin, Rákosi, or Ceausescu fail to qualify. T h e  ep ithet 
was also trea ted  as an honor in the  official rhetoric  of th e  socialist 
countries, and by contrast w ith  th e  previous in terp retation , it was con­
cluded th a t “existing socialism ” had done well in  its exam ination.
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In  a positive approach, the  definition cannot be arbitrary; its s ta rt­
ing point m ust be observation and analysis of reality. L et us take an 
analogy from  the  natural sciences. T here are a great m any breeds of 
dog. I t seems alm ost incredible and unacceptable th a t a tiny  Pekinese 
and a giant St. Bernard, so different in build, gait, coat, look, and char­
acter, should both be classed as domestic dogs (Canis fam iliaris). But it 
does not depend on the  tastes of dog lovers or dog haters w hat breeds 
can or cannot be classed as dogs. Zoologists can describe precisely w hat 
dogs have in com m on and w hat positive criteria decide w hether or not 
an anim al belongs to the  domestic dog (Canis fam iliaris) species.5 Not 
the sym pathy or an tipathy for dogs and cats, bu t the  positive criteria 
are  th e  d e c id in g  fa c to r  w h e th e r  th e y  b e lo n g  to  d o g  o r  to  c a t species.

I  e m p lo y e d  a p o s it iv e  d e f in i t io n  in  m y  b o o k  The Socialist System  
(K o rn a i 199 2 b ). T h e r e  w e re  26 c o u n tr ie s  in  1987 t h a t  o f f ic ia lly  s ty le d  
th e m s e lv e s  a “ so c ia lis t c o u n try .” !3 4! W h a t  c h a ra c te r is tic s  d id  th e y  h a v e  
in common? I was not trying to find as m any sim ilar traits as possible. 
On th e  contrary, I was try ing  to m ake the  circle of characteristics as 
narrow  as possible— b ut sufficient to distinguish clearly th e  countries 
th a t w ere w ith in  the  socialist system  from  those th a t w ere not. To use 
the  language of logic, w hat w e re  the  necessary and sufficient conditions 
fo r  i t  to  b e  p o ss ib le  to  say  p la in ly  o f  a c e r ta in  c o u n try  a t  a c e r ta in  
t im e  t h a t  i t  o p e ra te d  u n d e r  a  so c ia lis t sy stem ?

This calls for th ree necessary and sufficient conditions to be present 
concurrently.

1. A dom inan t role in ow nership relations for public ownership, 
w ith  private ow nership present in at m ost a subordinate, auxiliary role.

2. A dom inan t role in  the  coordination of socioeconomic activities 
for cen trally  directed bureaucratic coordination, w ith  m arke t coordi­
nation present at m ost in a subordinate, auxiliary  role.

3. A m onopoly of political pow er for a M arxist-L enin ist C om m u­
nist party, i.e. a party  whose program  it is to abolish capitalism  based 
on private ow nership and the  m arket, in o ther words a party  inim ical 
to capitalism . T h e  C om m unist party  will dem onstrate  by its actions 
th a t it is determ ined  to im plem ent such a program . T h is th ird  charac­

3 T h e  positive crite rion  is th a t  indiv iduals o f th e  sam e species m u st be able  to breed and 
produce fertile  offspring.

4 [T he 26 socialist countries appear in a tab le  in m y com prehensive w ork T he Socialist 
System  (Kornai 1992b). T his appears in an updated form  at th e  end of S tudy 7 in this volum e 
(180-2).]
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teristic precedes the  o ther tw o in  the  succession of historical events. 
T he C om m unist party  w ill carry out mass confiscation and large-scale 
elim ination  or con tainm ent of the  m arket.

These th ree  prim ary, absolutely necessary conditions w ill suffice 
for the  system  to develop num erous secondary tra its  in  com m on— pos­
sibly after long delays. For instance, they  w ill suffice for legislation 
conform ing to th e  system  to appear, for governm ent and economic 
leaders to adopt a m ode of behavior com patible w ith  th e  system ’s 
requirem ents, for m ost citizens to undergo socialization in line w ith  
the  system ’s dem ands, and so on.

T h e  concept of a “socialist system ” denotes a fa m i ly  of systems. 
T h e  configuration of institu tions in any country changes over tim e: 
B rezhnev’s Soviet U nion differed from  S talin ’s. Countries differed 
from  each o ther in th e  sam e period: H onecker’s G erm an  D em ocratic 
Republic differed from Pol Pot’s Kampuchea. But w hat they shared— as 
was clearly dem onstrable in  practice— w ere th e  th ree  characteristics 
m entioned  before.

W hat necessary and sufficient conditions m ust apply before it can 
be said th a t th e  capitalist system  applies in a specific historical for­
m ation? T he answ er is sym m etrical w ith  w hat has been said about 
the  socialist system.

1. A d om inan t role in  ow nership relations for p rivate ow nership, 
w ith  public ow nership present in at m ost a subordinate, auxiliary  role.

2. A dom inan t role in th e  coordination of socioeconomic activities 
for th e  m arket, w ith  centrally  directed, bureaucratic coordination p re ­
sent in at m ost a subordinate, auxiliary role.

3. No political pow er standing against capitalism , private ow ner­
ship and th e  m arket. These institutions are e ither supported actively 
or, a t least, trea ted  in a benevolent, “friendly ,” n eu tra l m anner.

It should be noted th a t the necessary and sufficient conditions do 
not include dem ocracy. T he capitalist system  can operate in  a ty ra n ­
nical political s tructu re th a t suppresses political righ ts and freedom s 
and whose leaders are not chosen by a parliam en tary  election system. 
All th a t is necessary for capitalism  to survive is th a t the  political regim e 
should no t be anti-capitalist. T he problem  of dem ocracy is re tu rned  
to la te r in th e  study.

T h e  th re e  conditions above w ere n o t p icked  from  a se t of can ­
d id a te  conditions, based on som e a rb itra ry  d e fin itio n  of cap ita lism .

W H A T  D O E S  “ C H A N G E  O F  S Y S T E M ” M E A N ?
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T h e  road  to  a d e fin itio n  resem bles th e  one ta k e n  w ith  th e  socialist 
system . I t  s ta rts  from  experience and  from  observation  of th e  tra its  
of rea l h isto rica l form ations. T ak in g  a la rg ish  g roup  o f coun tries 
w idely  agreed  to be called  cap ita lis t countries, le t us look a t w h a t 
th e y  h av e  in  com m on. T h ey  are found  to  m ee t all th re e  p r im a ry  
conditions ju st g iven, w h ile  th ey  m ay  d iffe r in  th e ir  secondary  
fea tu res, such as th e  legal system , th e  econom ic ac tiv ity  and  red is­
tr ib u tiv e  ro le  o f th e  state , th e  re lig ious a ffilia tio n s o f th e ir  peoples, 
and  so on.

T he concept of the “capitalist system ” (as w ith the  “socialist system ” 
discussed before) denotes a fa m i ly  of systems. Again, th e  configura­
tion of institu tions in each country changes over history: it d iffered 
in th e  B ritain of the  n ineteen th  century from  w hat it is today, and 
at a given po in t in  tim e, th e  Sweden and N orw ay of today differ from  
th e  U nited  States or New Zealand. But all showed th e  th ree  m en ­
tioned characteristics of a capitalist country.

T h e  dichotom y of “socialism versus cap ita lism ” is no t precluded by 
th e  variance w ith in  th e  system  families. I t is also com patible w ith  the 
fact th a t  th ere  have existed and will exist specific form ations th a t 
cannot be easily included in e ith e r fam ily. H ere  are som e exceptions.

— Pre-capitalist and capitalist forms m ay coexist for a long tim e in  
less developed countries.

— U nusual form s of ow nership are found in countries w here the  
influence of Islam  is strong or even theocratic political and ideological 
rule has appeared. These forms cannot be called e ither public or p ri­
vate ownership. Furtherm ore, there  are coordination m echanism s in 
w hich Islam ic law  and /o r trad ition  durably  constrains th e  custom ary 
operation of th e  m arke t (K uran 2004). So the  actual system  in these 
countries does not fit into the  capitalist fam ily of systems and certainly 
cannot be called socialist either.

T h ere  is n o th in g  here to unsettle analysts. I t  is possible to use clas­
sifications th a t prescribe strict delineating  criteria, b u t acknowledge 
the  existence of exceptional, am bivalen t or vague cases th a t cannot be 
classified. For instance, the  m ale/fem ale dichotom y is w orkable despite 
th e  existence of herm aphrodites.

In  contrasting two g reat systems I join an  in tellectual trad ition  pio­
neered by M arx, w ho b rough t forw ard th e  concept of capitalism. T he 
capitalism /socialism  pair is also used readily  by others, includ ing  non-
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M arxists— Károly Polänyi, M ax W eber, L udw ig von Mises, and Joseph 
Schum peter, for instance.5

T his is no t th e  only possible approach to clarifying th e  concept of 
the  system. Some analysts reject th is sharp opposition of two g reat sys­
tem s and tw o fam ilies of models, em phasizing th a t all existing sys­
tem s blend various elem ents. Public property  and private, bu reaucra­
cy and m arket, dem ocracy and dictatorship, and m any  o ther ind iv id­
ual characteristics have been found in each country, bu t com bined in 
proportions th a t differ betw een countries and periods. T here  exist a 
g reat m any  com binations, and various typologies can be introduced 
from  m any  points of view (Pryor 2005 and 2006).

I w ould no t rigidly exclude th is approach. I gladly use it to dis­
tinguish  specific historical realizations within the same fa m i ly  o f  sys­
tems. As no ted  before, K am puchea differed from  th e  G erm an 
D em ocratic R epublic, as do Sweden and N orw ay from  th e  U nited  
States or New Zealand. Y et I still argue th a t th is strong dichotom y 
has a pow erful clarifying and explanatory power.6

W e are now furn ished  w ith  a conceptual apparatus for deciding 
w hen th e  change of system  has been com pleted.

T he change of system  is over once the  country analyzed no longer 
exhibits the  th ree  p rim ary  characteristics of a socialist system, and the 
th ree  p rim ary  characteristics of the  capitalist system  prevail.

I t  can be stated, according to th a t positive approach, th a t  the 
change of system  has been com pleted in  the  ten  new  post-socialist 
m em ber-states of th e  European Union, including H ungary. (T h a t is 
not to say it has only been com pleted in those ten  countries, b u t m y 
argum ent here  does not call for clarification of w he ther th e  change 
of system  has been com pleted in o ther countries or not.)

T h a t is a positive sta tem en t, to be confirm ed or denied  by expe­
rience. I do no t w ant to burden  this study w ith  a lot of statistics. I  will 
confine m yself to  tw o tables from  reports of th e  E uropean  B ank of 
R econstruction  and  D evelopm ent (EBRD), d raw ing  from  th e m  a 
few da ta  on H ungary .

5 Concise review s of th e  intellectual tradition  th a t uses th e  capitalism  concept and opposes 
th e  tw o g rea t system s are found in Berend (2001) and H eilb ronner (1980) and  (1991).

6 P resent-day social scientists differ in the ir use of these approaches. Clear exam ples are seen 
in tw o respected and w idespread econom ics textbooks used in  A m erican  h ig h er education. 
F ischer and D ornbusch (1983) uses th e  capitalism /socialism  pair of concepts, b u t M ankiw  
(2004) avoids it.
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— T he first of the prim ary conditions has been m et (Table 6.1). Eighty 
per cent of H ungary’s GDP derived from the private sector in 2004.

— T h e second of th e  p rim ary  conditions has been m et (Table 6.2). 
T h e  EBRD gives expert “transition  indicator scores” to countries, for 
how  far th ey  have advanced in  the  post-socialist transition  in term s 
of various characteristic features of the m arket economy. T he best score 
is 4+ , w hich H ungary  received in the two indicators to do w ith  coor­
dination  m echanism s: liberalization of trade and of foreign-exchange 
transactions. T h a t reflects th e  m arket m echanism  already has a dom i­
n an t role in  coordination.

— I w ill not support num erically  th e  sta tem en t th a t th e  th ird  con­
dition has been fulfilled: H ungary ’s political system  and  legislation 
protect p rivate property  and m arket institutions. T h e  tru th  of th a t 
assertion can be checked by the  reader.

A positive sta tem en t devoid of any value judgm ent has been made. 
The change o f  system  has occurred. I t  is possible to rejoice over th a t 
or resen t it. B ut th ere  can be no debate betw een th e  rejoicers and the 
resenters about w he ther the  ten  new  EU m em ber-states have en tered  
the  fam ily  of capitalist systems or not, because the  m ain  system ic traits 
in th is respect are sim ilar to those in  the  o ther capitalist countries.

People have found it hard  to take to the word “capitalism .” Public 
th ink ing  underw ent deep indoctrination in the  decades of C om m unist

T a b le  6.1 T he share of the  private sector in  GDP, %
C ountry 1989 1990 1992 1994 1996 1998 2000 2002 2004

B ulgaria 10 10 25 40 55 65 70 70 75
Czech R epublic 5 10 30 65 75 75 80 80 80
Estonia 10 10 25 55 70 70 75 80 80
H ungary 5 25 40 55 70 80 80 80 80
L atvia 10 10 25 40 60 65 65 70 70
L ith u an ia 10 10 20 60 70 70 70 75 75
Poland 30 30 45 55 60 65 70 75 75
R om ania 15 15 25 40 55 60 60 65 70
Slovakia 5 10 30 55 70 75 80 80 80
Slovenia 10 15 30 45 55 60 65 65 65

Note: The calculations employed official (government) and unofficial sources. The 
proportion includes the official and unofficial activity of private firms. All firms in 
majority private ownership count as private.
Source: Based on EBRD (2006).
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T a b le  6.2
Values for th e  EBRD  index of transition  to th e  m arke t econom y

C ountry T rad e
Price liberalization  and foreign-exchange 

transactions

Bulgaria 4+ 4+
Czech R epublic 4 + 4+
Estonia 4+ 4 +
I lungary 4 + 4 +
L atvia 4+ 4+
L ith u an ia 4+ 4+
Poland 4+ 4+
R om ania 4+ 4+
Slovakia 4+ 4+
Slovenia 4 4+

Note: The indicator score ranges from 1 to 4+. 1 = no or hardly any appreciable 
change since the period of central planning. 4+ = conditions equivalent to those 
of the industrial market economies.
Source: EBRD (2005, Table 1.1)

power, w hen newspapers, radio and television, schools, and universities, 
festive speeches and party  sem inars alike im bued people w ith  the  idea 
th a t capitalism  was a hateful, reprehensible system. “R estoring capi­
ta lism ” was no t a goal even those p u t off by the  existing socialist sys­
tem . Nor did th e  radical opponents of socialism declare th a t th ey  w an­
ted a “capitalist system ”— even in otherwise quite daring and forthright 
sam izdat writings. A nother reason w hy they  did not do so was because 
they  had not th o u g h t the  m atte r through, or if th ey  did support the 
restoration of capitalism , because they did not w ant to underline the  fact 
for fear of alienating in  their readers. Revealingly, politicians, political 
com m entators, and social scientists continued to avoid the  expression 
even after censorship and self-censorship had  ceased.7 It is no t found 
in the  first m anifestos of the  parties founded afte r 1989, w hich p re­
ferred  such euphem istic expressions as “m arket econom y,” as m ore 
acceptable to a public attuned  to anti-capitalism .

7 My colleagues and I searched the issues of the  periodicals HVG, M a g ya r  Narancs, and Hitel, 
and only began to find th e  word “capitalism ” appearing in articles in 1992—3. Not long ago, 
Péter György recalled his own prudish avoidance of it: “ 1989 denoted and prom ised a m u lti­
party system, and hardly anybody spoke of capitalism. G overnm ent followed governm ent, and 
each justifiably avoided acquainting the  public w ith the reality of capitalism ” (György 2006).
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A P o s i t i v e  A p p r o a c h  t o  C h a n g i n g  t h e  P o l i t i c a l  
S t r u c t u r e

N o t  only the  ten  new East European m em bers of th e  European 
U nion have fu lfilled  the m in im u m  condition of ending  m onopoly 
power of the  C om m unist party, w ith  its anti-capitalist, M arxist-Leninist 
ideology, so opening the  way to joining the capitalist fam ily of systems. 
Far m ore th an  th a t has occurred; the  change has been m uch deeper. 
D ictatorship has given way to democracy, and political m onopoly of the 
C om m unist party  to com petition am ong several parties.

As underlined  earlier, th is political change is no t a necessary con­
dition for the  change of system. Capitalism  m igh t equally have replaced 
socialism w hile one type of political ty ran n y  was sim ply replacing 
another. T h in k  of 1919 and the  subsequent in itia l period in  w hich red 
te rro r was replaced by w hite. Or recall th e  P inochet coup. I t  was a 
stroke of historical luck th a t the  two transform ations— political and 
economic— coincided. I t  did not depend only on ex ternal conditions. 
C ontributions came also from  the  m ovem ents and organizations of 
dem ocratic opposition to th e  com m unist system, th e  process of in te l­
lectual en ligh tenm en t, and the  ideological and m oral com m otion in 
th e  leadership  of the  C om m unist party , th a t  is, internal forces. T he 
role of in te rn a l forces was greater in  some countries— perhaps H u n ­
gary and Poland m ost of all— and weaker in others, bu t it can hardly  
be denied th a t these in terna l forces were no t decisively responsible for 
the  collapse of th e  com m unist tyranny. U ltim ately  th is was m ade pos­
sible by outside circumstances: changes in  in terna tional pow er re la ­
tions. T h e  Soviet U nion had  m anaged to prevent H ungary  in 1956, 
Czechoslovakia in 1968, and Poland in 1981 from  leaving the socialist 
system, b u t it could no longer do so in 1989—90.

T h e  w ord dem ocracy has been used so far w ithou t explanation, bu t 
it needs defin ing, as conceptual clarification is the  study’s m ain  p u r­
pose. L et m e em ploy the  sam e m ethodology as w ith  th e  definitions 
of socialism  and capitalism , though  it is by no m eans a self-evident or 
exclusively accepted one. A positive, not a norm ative approach will be 
taken  again. T here  are countries th a t are called democracies. Overseas 
countries like th e  U nited  States, Canada, A ustralia, and N ew Zealand 
can certain ly  be included here alongside th e  older m em ber-states of 
the  E uropean U nion. W hat features do countries in  th is group have 
in com m on, and w hat distinguishes th em  from  countries generally
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considered not to be democracies? As w ith  the  positively approached 
characterizations of socialism and capitalism, I am  looking for th e  m in i­
m um  set of characteristics, th e  necessary and sufficient conditions, the  
p rim ary  distinguish ing  criteria.!8!

Follow ing Schum peter (1942), the  m arks th a t d istinguish  dem oc­
racy from  o ther form s of governm ent appear in its procedural charac­
teristics. T ak ing  a positive approach, a country’s form  of governm ent 
qualifies as a democracy only if its leaders are elected by a w ell-defined 
procedure, whose m ain  com ponents are rivalry am ong political parties 
and repeated  elections based upon this, as well as legislative activity 
by the  P arliam en t so elected. Those who have been governing need 
not (and m ay not) be rem oved by dem onstrations, mass pressure, in ­
surrection, sedition, arm ed force, assassination, or conspiracy. T hey  can 
be removed  in a civilized way, by voting procedures at th e  nex t due 
elections. If  th e  incum bent leaders are not re-elected, they  h and  over 
to th e  w inners of the  elections w ithout resistance. These procedural 
characteristics can be considered the  m inim um  conditions necessary 
and sufficient for dem ocracy to apply.

I w ould like to underline w hat this description does not include.
a) I t  includes no sta tem en t on how  m ature or developed th e  de­

mocracy of the  system  in question is. I t  can fulfill th e  m in im u m  condi­
tions even if it is quite rough and ready otherw ise, if  governm ent is 
insufficiently  transparen t, and if direct civil partic ipation in political 
decision-m aking is weak.

b) T he m in im u m  conditions include no stipulations on th e  quality 
of governm ent. A dem ocratically  elected governm ent m ay be com pe­
ten t or incom petent, th rifty  or wasteful, honest or dishonest, so long as 
the  rules of dem ocracy are kep t in appointing its leaders.

c) T he m in im u m  conditions are not expressed in the  conceptual 
apparatus of constitu tional law. A country’s constitution m ay already 
include the  m in im u m  condition of regu lar procedures for p arliam en ­
tary  elections and appo in tm ent of governm ents. B ut th e  form  of go­
vernm en t m ay  still m eet the  m in im um  conditions if its constitution 
is vague on this. B ritain, the  pioneer of constitu tional governm ent, 
still has no codified constitution.

8 [In te rp re ta tio n  o f th e  concept o f dem ocracy has already been  addressed in  S tudy 5 
(pp. 88 -92). T h e re  is som e inev itab le  overlap betw een th e  tw o discussions, b u t th is  account 
raises som e points n o t covered in S tudy 5.]
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d) T h e  m in im u m  conditions say no th ing  about th e  stability  of de­
mocracy. T hey  allow a test of w hether there is democracy in  a country 
at a particu lar tim e. But they  give no political advice on how  to defend 
democracy. T his is an im portan t w arn ing  th a t I need to  append to 
m y earlier writings.

H ungary  today has democracy, because th e  procedural rules for 
electing and dism issing leaders have been kept so far. E lectoral losers 
have resigned pow er and handed  it over to th e  w inners in a civilized 
m anner. For the  first tim e last year, in 2006, a governm ent coalition 
was reelected— and it happened according to the  procedural rules.

Y et th e  fact th a t th is has happened so far is no absolute g uaran ­
tee th a t it w ill happen  hereafter. F u lfillm en t of th e  m in im u m  condi­
tions today  is not a sufficient condition for the  survival of democracy 
tomorrow. T he m in im um  conditions m ust be respected tim e and again, 
day afte r day. I f  you have won, exercise your rig h t to govern. I f  you 
have lost, accept th e  political defeat. I t  is no t too hard  to accept vic­
tory, b u t accepting defeat is th e  litm us paper th a t shows w hether 
dem ocracy is operating or not. I f  significant political forces fail to m eet 
th a t m in im u m  condition, dem ocracy is in  danger.t9J

L et us re tu rn  to th e  list of w hat the  m in im u m  conditions do not 
include.

e) I t  is im portan t to the  argum ent to em phasize th a t th e  positive 
defin ition  presented includes no value ju d g m en ts!10] I t  is possible to 
like or reject th e  dem ocratic form  of governm ent th a t fulfills the  m i­
n im um  conditions. T he discussion here is confined to w he ther or not 
there  is dem ocracy in a country at a particu lar tim e.

By the  criteria of a positive approach it can be confirm ed th a t 
dem ocracy applies in  H ungary  (and the  o ther n ine E ast E uropean EU 
m em ber-states).

9 [It w as em phasized  in S tudy 3 (pp. 53—7) th a t com m unists and  social dem ocrats are 
d istingu ished  p rim arily  by how  they re la te  to th e  procedures of dem ocracy. C om m unists are 
prepared  to do aw ay w ith  those procedures, take  pow er by force, and h av ing  obtained  it, 
refuse to resign  it again. T h ey  see dem ocracy as som eth ing  “ form al,” an  em pty  set o f rules 
of a  gam e. Social dem ocrats, on th e  o th er hand, never place them selves above th e  proce­
dural ru les o f dem ocracy, seek to en te r governm en t by w in n in g  elections, and are prepared 
to resign pow er w hen  electorally  defeated.]

10 [Insistence of th e  dem ocratic form  of g o vernm en t features h ig h  in m y ow n order of 
values. M y norm ative  s ta te m e n t of m y view  appears in S tudy 5 (p. 103).]
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T h e  R e c e p t i o n  o f  C a p i t a l i s m  a n d  D e m o c r a c y —
A N o r m a t i v e  A p p r o a c h

L e t  us tu rn  to a norm ative approach to the problems, treating them  in 
two stages. First let us consider the arguments of those who do not dis­
pute the positive statem ents tha t capitalism has replaced socialism and 
democracy has superseded dictatorship. They do not deny these; they are 
simply dismayed or appalled by w hat has developed since the changes.

I am  fully  aw are of the  fact th a t such discontent is w idespread, bu t 
it does no t betray  its presence prim arily  in  noisy dem onstrations. 
M ore im portan tly , the  public m ay grum ble privately, ra th e r th an  air 
th e ir com plaints in  the street, bu t the  dissatisfaction appears in  reliable 
surveys of public opinion and several painstaking, objective em pirical 
studies (Ferge 1996; Vásárhelyi 2005; Sági 2006).

A lthough th is study is no t in tended  to analyze th e  m anifestations 
or causes of public dissatisfaction, some rem arks need to be m ade on 
certain  views often expressed am ong intellectuals and in political dis­
course. T his study sets out to discuss th ree  groups of views.

T he first group consists of expressions of support for reform ing  capi­
talism : th e  criticism  is confined to some features of th e  system . I view 
th is as useful and try  to practice such criticism  myself. I t  m ay go quite 
far and be quite sharp, for it is com m on to find agonizing, unjust, 
m orally  reprehensib le features specific to the  capitalist system. T here  
are some w ell-know n exam ples, such as offensively u n fa ir inequalities 
of income, w ealth , and knowledge, mass unem ploym ent, and a low 
em ploym ent rate. These aw kw ard or harm fu l features cannot be elim i­
nated, bu t th ey  can be substantially  reduced.

Those who share th is  group of views are no t advocating w ith ­
draw al from  the  fam ily  of capitalist systems. T h ey  recom m end a d if­
feren t varian t of th e  system  from  the present one. T h e ir aim  is no t to 
overthrow  capitalism , b u t to alter some of its institu tions, legislation, 
and customs. I t  is fo rtunate th a t such criticism  is quite w idespread.

T he second group of views consists in advocating some third k ind  o f  
system. T h e  f i r s t  system , capitalism , in bad .11 T h e  second, w hich  tries 
to replace it, socialism, is bad. So let there  be a th ird  system  or th ird

11 T h e  general critic ism  of capitalism  today is closely bound up w ith  p ro test against g loba­
lization, in w hich  th e re  are m any, som etim es contradictory  views involved. T h ey  consider 
th e  exploita tion  of poor, backw ard countries by rich ones to  be outrageous, or conversely,
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way, as it is som etim es called. Advocates of such views include some 
(yet not all) neo-M arxists, bu t sim ilar opinions are held  by people 
who have no th ing  in  com m on w ith  M arxism . Such views are found 
in H ungary  and elsewhere.

L e t th e  w orld be be tte r and  different, bu t w here  shou ld  th e  d iffe­
rence lie? I t  ce rta in ly  m ust no t resem ble th e  ghastly  system  of L en in  
and  S talin . B ut ask th e  advocates of such views w h a t specific lessons 
should  be d raw n  from  th e  fall of th e  socialist system  and  th e  res­
ponse is unconvincing. T h e  typ ical rep ly  is th a t  its fa ilu re  per se does 
no t lead  to  any  revealing  conclusions. L en in , S talin , and  th e ir  fo l­
lowers did  a bad  job; it is now  tim e for socialism  to  be done well. 
Asked how, th ey  do no t know  or feel an  ob ligation  to  pronounce on 
th e  m atte r. T h ey  feel in tellectually  and m orally  justified  in  rejecting 
an  ex isting  bad system  even if  th ey  cannot ou tline a be tte r one in  a 
constructive fashion.

In  m y view, th e  type of response just ou tlined  is irresponsible, 
despite its long history— it was the  response m ade by M arx, who did 
not take the  trouble to devise th e  rules of operation for a fu ture 
socialist society, and even scornfully decried those who tried  to do so: 
“T hus th e  Paris Revue Positiviste reproaches m e in  that, on the  one 
hand, I trea t economics m etaphysically, and on th e  o ther hand—-im a­
gine!— confine m yself to th e  m ere critical analysis of actual facts, 
instead of w riting  receipts (Com tist ones?) for th e  cook-shops of the 
fu tu re” (M arx [1867—94] 1974, p. 26). Engels in his A nti-D ühring  mocks 
a scholar who claim s to have found “a new  social o rd e r... construc­
ted  in  his sovereign head, in his m ind, p regnan t w ith  u ltim ate  tru th s ,” 
brand ing  h im  “th e  epigone of the  Utopians” (Engels 1962, p. 363). 
M arx and Engels are suggesting it is “unscien tific” to devise m eticu­
lously in  advance how  th e  fu tu re  society w ill operate. A hun d red  m il­
lion people have paid the  heaviest price for th e ir  irresponsible om is­
sion, as th e  experim ents to decide w hat th e  fu tu re  society should be 
were done live, on them .

Capitalism  has m any  repellent features indeed. I do not expect “the  
m an  in  th e  s tree t” or even w riters p resen ting  th e  dark  side of the  
capitalist system  in  th e ir  works to recom m end a b e tte r replacem ent.

they  see d anger in th e  com petition  less-developed countries b ring  to w orld trade, fearin g  for 
jobs a t hom e. It w ould go beyond th e  scope of th is study  to exam ine these in fluen tia l poli­
tical and in te llec tual trends.
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Nor do I expect constructive proposals from  th e  rest of th e  in te lli­
gentsia unless research into social developm ents is th e ir  profession. 
But I th in k  th e re  are o ther requ irem ents of econom ists, sociologists, 
political philosophers, or contem porary  historians whose profession 
and vocation it is to study th e  processes of social transfo rm ation . P ro ­
fessional responsibility  and  in tellectual honesty requ ire  th em , having  
urged  people to  reject capitalism  and carefully  stud ied  th e  historical 
lessons, to say w ha t system  to pu t in  cap ita lism ’s place. L e t th em  
come forw ard constructively w ith  alternative plans for society, and 
exam ine conscientiously th e  feasibility  of the  system  recom m ended. 
Have they  accounted realistically for h um an  nature? H ave th ey  reck­
oned w ith  th e  present state of technology? I f  th ey  w ish to have a de­
m ocratic system  of governm ent, have supporters of th e ir  p lan  any 
chance of w in n in g  free elections? Or are they  proposing ano th er form  
of governm ent? I f  th e re  w ere such plans, we could th in k  about th em  
and debate them . T h ere  is no w orthw hile  w ay to debate about em pty  
slogans and utopias.

Finally, I place in a separate th ird  group the  views of those who 
preach am bivalent populism. H ere are some of th e  typical expressions 
th e ir rhetoric include: “haw kish capitalism ,” “luxury  p rofit,” “banker 
governm ent,” etc. and m any more. W hat kind of economic system  
would people who stir up  feelings in  th a t way like to see? W h a t kind 
of rules could be used to tu rn  th e ir sloganized criticism  into practical 
language? W ould trad ing  licenses be granted only to dovelike capi­
talists and w ithheld  from  those w ith  haw kish characters? Should there  
be profit, b u t not luxury profit? Should there be a capitalist economy 
operating, bu t no bapks, as banks cannot expect th e  sta te’s ru le  of law 
to protect th e ir property any m ore or enforce th e ir contracts?

Such rhetoric displays a lack of courage to reject capitalism and a w ant 
of intellectual power to advance feasible, useful ways of reform ing it.

“ R e p l a c i n g  t h e  E l i t e ” a n d  “ D i s p e n s i n g  J u s t i c e ” —  
A N o r m a t i v e  A p p r o a c h

T h a t  concludes the first stage of analysis of the norm ative approach, 
covering th e  views of those who acknowledge th e  fact of the  change 
of system, b u t do not like its consequences.
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T h e  second stage is to exam ine th e  views of those who doubt 
w h e th e r th ere  has been a change of system  at all. T his m ixes up  the  
positive criteria  w ith  th e  norm ative. (O f course I am  no t saying the  
holders of these views have recognized th e  positive I normative d istinc­
tion or th o u g h t out th e  basis of th e ir position at all. T h a t is im m ate­
rial to w hat I have to say. In  analyzing these points of view, any view 
can be categorized irrespective of that.)

Views th a t confuse the positive and norm ative approaches share 
the  sam e structure. T he argum ent begins w ith  a form ula: “I  see the 
change of system  as incom plete (or possibly, as a process th a t has not 
yet really  begun), because I only count a change as a ‘change of sys­
tem ’ if it  m eets th e  follow ing condition or conditions.” T h en  follow 
th e  norm ative condition or perhaps an ensem ble of conditions.

A g rea t m an y  n o rm ativ e  conditions w ere advanced  ea rlie r and 
still do so in  th e  fu m in g  politica l c lim ate  of th e  su m m er and  fall 
of 2006. Som e of th e  speeches m ade in  K ossuth té r  w ere quoted  at 
th e  b eg in n in g  o f th e  study. T hese  and sim ilar co n trib u tio n s have 
been  th e  source of several no rm ative  dem ands, of w hich  six ex am p ­
les follow.

Exam ple 1. W e cannot talk  of a change of system because the 
cadres of the old com m unist system still hold leading positions. A com p­
lete change of guard is essential to a change of system, th a t is, in  the 
language of social science, there  m ust be com plete or alm ost com plete 
replacem ent of th e  earlier elite by a new  one.

E xam ple 2. W e cannot ta lk  of a change of system  w hile those res­
ponsible for the crimes of the old system rem ain  unpunished. D ispens­
ing justice is essential to a change of system.

E xam ple  i. W e cannot talk  of a change of system w hile the  present 
constitution rem ains in  force. T his constitution is unacceptable and its 
faults cannot be patched and darned w ith  little  am endm ents. W e need 
a new  constitution and in order to elaborate and accept it, a constit­
u en t national assem bly is needed.

E xam ple 4. W e cannot talk  of a change of system  w hen  the  people 
have not been asked w hat system  they  want. W e need a referendum  
to render th e  new  system  legitim ate.

E xam ple 5. W e cannot ta lk  of a change of system  because real 
change has to tie  closely to satisfaction of national dem ands. These 
dem ands range w idely over revision of T rianon  and restoration of the  
country’s pre-1919 borders, or even in troduction of racist regulations
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to counteract a perceived dom inance by non-Hungarians or not f u l l  
H ungarians or Jews.

E xam ple 6. W e  cannot ta lk  of a change of system  w hile th e  p re­
sent form  of governm ent rem ains. This resem bles the  form  of republic 
custom ary  in  su rro u n d in g  countries, w hereas H u n g a ry  needs a very 
special form  of state  based on th e  doctrine of th e  H oly  Crown. I t is 
som etim es said th a t  th e  coun try  should  no t be a rep u b lic  a t all, b u t 
a kingdom .

All six views involve denying th a t a change of system  has occurred, 
not for w ant of m in im um  conditions (the need for w hich is typically 
denied), but because norm ative conditions set by the speaker are not met.

T his study is confined to the  first two examples.

Replacem ent o f  the elite. H ungary  and E astern  Europe changed 
from  a socialist to a capitalist system  at enorm ous speed. I t is w orth 
looking at som e historical experiences in th is respect. M ention can be 
m ade of th e  several hundred  years th a t passed in  E ngland, th e  fore­
most country in the  transition to capitalism, before pre-capitalist ow ner­
ship was gradually  superseded by capitalist. T h e  pow er of m onarchy 
gradually  w eakened, early signs of self-governm ent and parliam en- 
tarian ism  appeared, th en  th e  w eight of th e  electoral process and P a r­
liam en t gradually  increased u n til parliam entary  m onarchy and  fin a l­
ly— in the  la tte r h a lf of the  19th century, the  recent past in historical 
term s— dem ocracy was in place. T he change of economic and po liti­
cal system  occurred in  several stages over a long tim e. T here  were 
leng thy  transitional periods w ith  occasional standstills and tem porary  
reversals or in tervals of accelerated change. W hile  the  im portance of 
th e  aristocracy in th e  elite gradually  declined over th e  centuries, we 
cannot pick out any short period in th e  transform ation  process of this 
era w hen radical rep lacem ent in politics or in economics took place. 
(T he one exception was a b rief period in  th e  m id-17th  cen tury  fol­
lowed by a rap id  restoration.) T he m en of the  old and th e  new  sys­
tem s lived side by side com peting for pow er and w ealth . T h ere  exist­
ed rivalry, struggle, and at th e  sam e tim e collaboration and coopera­
tion am ong th em  in vary ing  proportions (K ontier 1993; R ubinste in  
1986; Stone and Stone 1984).

H ungarian  history, after great delay (m easured on h istorical scale), 
showed sim ilar developm ents in  the  com position of th e  elite  and  the
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interactions w ith in  it in the  second h a lf of th e  19th and first h a lf of 
the  20 th  centuries. T h e  com position of th e  political elite  changed sud­
denly afte r the  1849 defeat in the  w ar of independence, bu t the  trend  
of continuity  was resum ed strongly again after the  1867 Ausgleich. 
T h e  elite consisting of the  various groups of th e  aristocracy, th e  great 
landow ners, th e  gentry, th e  m iddle classes of civil service, and the 
business w orld coexisted. Its com position had  changed, b u t th ere  was 
certainly no radical change of guard. T he earlier elite— the aristocracy 
and great landow ners— continued to hold im portan t positions of poli­
tical pow er and th e ir  influence extended into th e  business field. T here  
was both  rivalry  and collaboration apparen t am ong the  various strata 
and groups w ith in  th is heterogeneous elite (Kövér 2002; Lakatos 1942; 
L engyel 1987 and 1989; Péter 1993).

T h e  one type of “great transfo rm ation” to carry ou t a change of 
elite in a rapid  and b ru tal way was the  overthrow  of the  capitalist sys­
tem  and creation of the  socialist system. I t  cam e first in Soviet Russia 
and th en  after C om m unist takeovers in o ther countries.

W h a t happened  in H ungary  in th e  m ost recent change of system? 
T here  have been some notable em pirical studies th a t offer quite a 
clear picture. A radical hypothesis was raised at the  beginn ing  of the 
post-socialist transition , w hereby the old elite w ould survive alm ost 
intact and the  composition of the elite would hard ly  change, because a 
“nom enklatura  bourgeoisie” would develop (Hankiss 1990) and “poli­
tical cap ita lism ” em erge (Staniszkis 1991). T hough  still w idely held, 
this view has proved to be a gross exaggeration. E m pirical researches 
have show n it did no t even apply in th e  early  period of transition  
(Böröcz and R óna-Tas 1995; Szelényi, Szelényi, and Kovach 1995). In  
fact only a sm all proportion of the  new  political and econom ic elite 
held h ig h er positions u nder the  old regim e (Table 6.3). M any ad­
vanced from  lower levels of the old politico-bureaucratic strata, while 
m any others w ere recruited  from  social groups outside the  old elite. 
(See also Kostova, Lazic, and Lengyel 1996.)

T h e  general statem ents are fu rth e r supported by d ata  in  Tables 6.4 
and 6.5. Analysis of both  rests on the  assum ption th a t con tinu ity  p re ­
vailed in th e  careers of m em bers of th e  post-socialist elite  if th ey  had 
been m em bers of th e  old H ungarian  Socialist W orkers’ Party . T his is 
a sim plification, as m any  m em bers of the  old political and still m ore 
of th e  old econom ic elite w ere not party  m em bers. H ow ever, there  
was certain ly  a strong correlation betw een elite m em bersh ip  and
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T a b le  6.5
E m ploym ent features of the  H ungarian  elite after th e  change of 
system  (1995), proportions already holding such positions in  1988,%

Position held in 1988 All new elites New econom ic N ew  political N ew  cu ltu ral 
e lite  e lite  e lite

C ultu ral decision-m aker 2.9 0.2 3.1 12.8
Econom ic leader 20.8 30.9 3.7 4.5
P arty  official 3.3 2.2 3.1 7.5
S tate  official 5.6 1.6 20.5 2.3
A ggregate proportion 32.6 34.9 30.4 27.1

Source: Szelényi, Szelényi, and Kovách (1995).

T a b le  6.4
T h e  proportion of form er C om m unist-party  m em bers am ong
the econom ic elite, %

1988 1993 1997 2001

83.3 66.1 49.8 26.8

Note: The same question was put in each of the four years and calculations made
according to the responses.
Source: Csite and Kovách (1998); and Csurgó, Himesi, and Kovách (2002).

T a b le  6.5
Proportions of form er C om m unist-party  m em bers am ong the  elites, %

C ultural Political Econom ic

N ever a m em ber 71.2 64.3 72.2
F orm er m em b er 25.9 32.9 26.8
No response 2.9 2.8 1.0
Total 100 100 100

Source: Csurgó, Himesi, and Kovach (2002, 522.)

party  m em bership; th e  criterion is a good proxy for continu ity  
betw een th e  old and new  elites. Table 6.4 shows clearly th a t—  
although th ere  was no drastic change of guard— partial dismissal of the 
old elite soon began. T h e  trend  continued, so th a t little  m ore th an  a 
fourth  of the  new  economic elite in 2001 had  been a C om m unist-party  
m em ber (Csite and Kovach 1998; Csurgó, H im esi, and Kovach 2002). 
T he second of th e  studies just cited is th e  source of Table 6.5, w hich
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gives 2001 data for th e  political and cu ltura l elites, as w ell as th e  eco­
nom ic. T h e  trends are sim ilar in all th ree  segm ents: a clear, steady 
reduction in th e  proportion of form er C om m unist-party  m em bership . 
B earing in  m ind  th e  findings of surveys conducted by d iffe ren t m e th ­
ods, it can be said th a t th e  proportion of th e  new  elite consisting of 
m em bers of th e  old elite is shrinking. (O ther p ro m in en t contributions 
to th e  lite ra tu re  on the  change in the  H ungarian  elite include Kolosi 
and Sági 1997; Kovach 2002 and 2006; Laki and Szalai 2004; Lengyel 
1997; Kostova 1996; Spéder 1999; and Szalai 1996a and 1996b.)

I adm it th a t it also annoys m e to see in leading positions people 
whom  I know from  personal experience did m uch dam age while hold­
ing h igh  posts u nder the  old regim e. To translate th a t into the  lan ­
guage of this study, I also take a norm ative approach and I am  often 
enraged, b u t I try  to control m y feelings. T o re tu rn  to  th e  positive 
approach, I m ain ta in  m y earlier view th a t a change of elite is not a 
necessary condition for declaring a change of system  is com plete. T he 
capitalist econom y throw s up  its own leading stratum , adopting and 
absorbing people capable of p laying the  role, and soon sorting out 
those u n fitted  for it, even if th ey  have started  from  an advantaged 
position. T h a t strong selection m echanism  is one of th e  secrets of the  
capitalist econom y’s success. So too does political dem ocracy th row  up 
its own lead ing  stratum . T here  is selection am ong parties and m ove­
m ents, as th ere  is in m arket com petition. Those w ho prove unsuited  
are e lim inated  sooner or later. Nobody can say th a t th e  selection 
m echanism s in these two spheres work perfectly. U n talen ted  or dis­
honest people m ay som etim es take control, w hile ta len ted  and honest 
people are squeezed out. But th e  selection on th e  w hole is quite effec­
tive. As tim e passes, this selection process becomes increasingly re li­
able, even though  fau lty  selections can still be expected.

Unfortunately, there is not full equality of opportunity. It can really 
be an advantage for a person or his or h e r fam ily  to have been h igh  
up u n d er the  old regim e as well. (On the  o ther hand , th a t  can be a 
draw back in itially , by giving rise to an tipathy  in one’s surroundings.) 
But th e  advantage w ill w ear out as tim e goes by. C ertain ly  nobody 
will be guaran teed  a job forever if incom peten t to do it. T he change 
of elite  is driven by th e  system  itself.

Dispensing justice. I f  th is  is taken to m ean crim inal proceedings 
guided by law  and ending  in a judicial verdict, th ere  has hard ly  been
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any th ing  of th e  kind. Even the  one or two trials to do w ith  volleys 
of fire on dem onstrators in 1956 have ended in an equivocal way. T he 
only o ther m ove has been to regulate against certain  jobs being done 
by some groups of the  old political elite.

T h ere  w ere sharp  debates in  th e  early  1990s abou t d ispensing  
justice. Legislation to exact retribu tion  for crim es com m itted  under 
th e  old reg im e was subm itted , b u t the  bill was no t approved by 
Parliam ent. O pinions w ere divided w ith in  the political parties of the 
tim e and am ong th e  partic ipants of the  public debate. T here  was no 
broad consensus on w hat legal action w ould be fair. U ltim ately , no 
solution was found in  H ungary  or any neighboring  country  because 
society was deeply divided over the desire for justice in a historical 
sense, according to Kende (2000). T he debate gradually  died down 
and efforts to take action were im peded by decisions of th e  constitu ­
tional court. T h e  em bers of th e  debate glowed occasionally, bu t soon 
tu rn ed  to ash aga in .12

L e t m e rep ea t th a t  I  too was in d ig n an t w h en  suddenly , a t a con­
cert hall, I ran  in to  a judge w ho had  given m y friends prison sen ten ­
ces after 1956. P e tty  th ieves and pub rowdies are locked up, b u t those 
w ho actively  and  en thusiastically  took p art in  th e  oppression go free. 
W h en  th e  public  w ere enraged  about in form ers u n d er th e  old 
reg im e, I sym path ized  w ith  th e  grum blers: th e  focus was on people 
w ho w ere little  cogw heels in  th e  m ach inery  of oppression; no t a h a ir 
was touched on th e  heads of those who served as engines or large 
transm issions.

Y et I still hold  th e  view I expressed in connection w ith  a positive 
approach: pun ish ing  th e  crim inals is not a necessary condition for sta­
ting  th a t the  change of system is complete. L et us exam ine strictly  and 
accurately th e  a ttrib u te  “necessary.” T h e  new econom ic and political 
system  can still operate if th e  guilty  go unpunished.

T he new system m ust be viewed w ithout illusions, even if a higher 
m orality  w ould requ ire  the  guilty  to be punished. N e ith er th e  cap ita­
list economic system  nor parliam entary  democracy is a triu m p h  of pure 
m orality. In  one of th e  birthplaces of democracy, the  U nited  States, 
the  first country  to form ulate and adopt a dem ocratic constitution,

On th e  debates in H ungary  and efforts to se ttle  them , see Fogarassy (2001), H alm ai 
(2006), and R ainer (2000). Som e of th e  afore-m entioned w ritings also cover s im ila r process­
es th a t have tak en  place in th e  o th er post-socialist countries.

145



S T U D Y  6

there  w ere at th a t historical juncture m any m illion  black people suf­
fering slavery. Some of the  founding fathers them selves kep t slaves. 
W ith  the  change of system  and the  change in form  of governm ent 
th a t coincided w ith  it in th is country the  m inim um  conditions came 
about for th e  capitalist system  and dem ocratic governm ent. T h a t in 
itself is a historic victory of huge historical im portance. But nobody 
can consider it m ore th an  th e  m in im um . I t  is th e  s ta rtin g  point, and 
it depends above all on the  leaders and citizens of th is country  w here 
we go from  here.

Between these two dem ands (replacem ent of the  elite and dispens­
ing of justice) there is a link th a t is w orth considering thoroughly.

T h e  change of system  th a t began in 1989 took place w ithout 
bloodshed or violence. N ot long ago, we m arked  the  fiftie th  ann iv er­
sary of 1956, and it is tim ely  to m ake a com parison w ith  events at th a t 
tim e. C ertain ly  th e  in itia l m ovem ents th en  did no t proclaim  a change 
of system  to be th e ir goal. But if outside forces had  no t crushed them , 
it w ould probably have led to one. And it w ould no t have been a 
change of system  of w hich anybody could have said la te r th a t it had  
gone th rough  w ithou t violence. It began w ith  an arm ed uprising, and 
initially, the  leaders of th e  old regim e sought to defeat th e  rebels by 
force of arms. Soviet tanks appeared and fired shots in th e  streets of 
Budapest. T housands died on both sides of the  barricades. T he in ten ­
tion took seed in  the  m inds of m any th a t those in charge under the  old 
order be punished. T here  were m any  who sought revenge, and pas­
sions rose to the  po in t of lynching in some places.

On th is occasion, in  1989 and after, th ere  was no sign of any th ing  
of th a t k ind .15 I t  was a “velvet revolu tion ,” as the  Czechs so expres­
sively pu t it. T h e  reason for the  lack of bloodshed was no t th a t 
h u m an  na tu re  had  changed over th ree decades and a half. T his tran s­
form ation began w ith  agreem ent and com prom ise, around the  nego­
tia tin g  table. T h e  script for the  transform ation  was discussed point by 
point, w ith  bargain ing  betw een the  old and new  leaders. Those who 
had  previously exercised to tal pow er m ade no a ttem p t to reach for 
th e ir guns. Instead, they  cooperated in developing dem ocratic proce­
dures and a capitalist economy. T hey  did it w ith  sour faces, b u t they  
did it. One reason w hy they  cooperated was because th ey  w ould not

15 T h e  exception am ong th e  new EU countries was R om ania, w here  Ceausescu and his 
w ife w ere executed  a t th e  beg inn ing  of th e  change of system .
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be excluded from  political or economic activity— as long as they  accept­
ed th e  new  rules of th e  gam e.14

“W ould you have w anted a revolution?” T h a t classic rem ark  by 
József Antall, first prim e m inister of the new democracy, is often quot­
ed w hen people pressed for a to tal change of guard  and pu n ish m en t 
of th e  guilty.

T here are contradictory values juxtaposed here: on the one hand, the 
change of guard  and dispensation of justice, and on th e  other, th e  de­
m and for non-violence! 151 According to a norm ative approach under m y 
system  of values, it is m ore im portan t for great social transform ations 
to take place w ithou t bloodshed, loss of life, or acts of violence, th an  
for the  old faces to disappear and justice to be done.16 B ut I know  th a t 
not everyone subscribes to m y system  of values. Some people w ant 
the  people of th e  old regim e to be rem oved and punished, even if it 
m eans violence.

H ow  th e  elite  was changed and justice done is H u n g ary ’s in terna l 
affair. T here  was no outside im position of w hat should happen  and 
w hat should be left out of th e  transform ation process, for we decided 
for ourselves. Y et it is w orth  no ting  th e  great in terna tional influence 
exerted by w hat has happened  and continues to happen  in  H ungary  
and th e  o ther East E uropean countries.

H ere I  w ould like to draw  attention to only one in terna tional effect, 
and th a t is th e  influence on the great transform ation  of C h in a !17! 
T here  is a change of system  tak ing  place in th a t vast country  of 1.5 
billion people. W ill th e re  be an uprising, bloody clashes, or a civil w ar 
claim ing m illions of victims? Or w ill it occur peaceably? So far the 
la tte r seems likely, for one reason, because th e  C om m unist cadres do 
no t oppose th e  spread of capitalism . On the  contrary, th ey  are seek­
ing th e ir share of th e  profits. P arty  secretaries appropriate som e or all

14 No form al ag reem en t was reached  a t th e  round-tab le  discussions th a t  w ould  exclude 
th e  possibility  o f crim ina l proceedings against those responsible. (See R a in e r 2000.) B u t the  
way th a t  such judicial proceedings w ere om itted  from  events in subsequen t years show s th a t 
th e re  had been im plic it ag reem en t to do so on both sides.

15 [I re tu rn  in  S tudy 7 (pp. 157 9) to th e  problem s of dispensing justice and freedom  from  
violence, and th e  d ilem m a of choosing am ong th e  contradictory values associated w ith  these.]

16 A ccording to K ende (2000), H ungary  m ay have gone too far in th is respect in th e  early 
1990s. I t m ig h t still have been possible th en  to find  procedures for d ispensing justice com pa­
tib le w ith  the  non-vio lent n a tu re  o f th e  transition. It rem ains questionable, o f course, w hether 
these could still be em ployed today, 15—18 years later.

17 [C hina’s g rea t transfo rm ation  is re tu rn ed  to in th e  A ppendix to th is study.]
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of the  factory assets. M unicipal firm s fall under the  control of mayors. 
Sons and daughters of generals study at expensive business schools to 
prepare th em  for h ig h  positions in  business. T his is all ra th e r repu l­
sive, bu t it has th e  advantage th a t the  C om m unist party  becomes the 
quarterm aster instead of the  enem y of capitalism . I t  is an  im m oral 
process, bu t it disarm s the  resistance of the  old lords to the  new  sys­
tem , giving th em  an in terest in its prosperity.

Chinese observers of E astern Europe see it as th ough  som eth ing  of 
the  k ind  occurred here as well. But w hat if  they  saw us string ing  up  
from the lampposts old cadres thought responsible for the  crimes of the 
old order, or if not lynching them , legally im prisoning th em  on a mass 
scale for old offences? W h at if those old cadres w ere excluded from  
business and political life? T h a t could easily w arn th e  Chinese Com ­
m unists aw ay from  peaceful transition. T hen , instead of surreptitious 
in troduction of capitalism , they  m igh t p refer unbrid led  oppression 
and resistance to th e  change of system.

I t  is no naive exaggeration to say th a t people in  C hina are observ­
ing w ha t happens in E astern Europe. T hey  observed closely th e  H u n ­
garian reform  of 1968, w hich had  strong influence on C h ina’s own 
reform  measures. On the opposite side, they  followed closely the  actions 
of Gorbachev, seeing th em  as w arning, lest C hina d isin tegrate  as the 
Soviet U nion did. T hey  still m onitor events in E astern  Europe and 
draw  conclusions from  th em  in th e ir own way. S im ilar lessons are 
being draw n by V ietnam  and Cuba. Those of us who have no t become 
irrevocably provincial would do well to keep an eye also on th e  in d i­
rect and d istan t effects of East European transform ation.

C o n c l u d i n g  R e m a r k s

T h e  m ain  purpose of the  study has been to suggest a means and  
method o f  approach. H ow  can one approach a positive definition  of a 
social structure? H ow  can positive and negative approaches be kept 
separate in theoretical analysis? These are by no m eans easy problem s 
and solving th em  by no m eans a triv ial task. I  have tried  to  give 
exam ples of these theoretical tasks.

As m entioned  in  the  in troduction to the  study, I am  no t engaging 
in debate w ith  th e  dem onstrators in  Kossuth tér, nor w ith  th e  com ­
m entators on dom estic events seen every day in  th e  press and  on te le ­
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vision. But I still hope th a t the  ideas I have pu t forw ard on a quite 
abstract p lane m ay  contribute to fu rth e r cool consideration and so to 
dam pening  passions.

W hen  absorbed in daily  events and assessing them , we all ten d  to 
lose our sense of perspective. W e cannot see th e  wood for th e  trees. 
R ecalling th e  fu n d a m en ta l facts of the  change of system — and how  the 
capitalist econom y and parliam entary  dem ocracy cam e about—m ay 
help to d istinguish  the  lesser experiences of daily life from  th e  tru ly  
great historical transform ation.

I t  has alm ost becom e fashionable to dismiss th e  last 16 years. I ob­
ject! W e have to recall th e  basic changes and defend ourselves from  
such irresponsible attacks in order to form ulate a m ore balanced way 
of th ink ing .

I w ould also like to encourage readers to consider th e  relative 
w eights of th e  req u irem en ts and conditions for th e  transfo rm ation . 
If I have convinced people there are m in im um  conditions for a change 
of system  and dem ocracy, they  m ust give h ighest priority  to defend­
ing those conditions.

[ A p p e n d i x

The Transformation o f  China

I was asked the  following question several times after lectures I gave 
on in terp re ting  th e  change of system  th a t C entral E astern  E urope had 
undergone: H ow  could th e  transform ation of C hina be fitted  into the 
schem e described here? H ad  there  not appeared in C hina a th ird  sys­
tem  th a t was n e ith e r socialism nor capitalism?

T ransform ation  in  C hina has been far slower th a n  it was in the 
post-socialist countries of Eastern Europe. But slow though  it has been, 
it is no t tru e  to say it has arrived at a new  system  whose m ain  fea­
tures w ill rem ain  unchanged  for a long tim e. I t  is no t perm issible to 
confuse a slowly changing m otion picture w ith  one th a t has frozen 
into a still! China has undergone radical changes in the m ain character­
istics of its system  in th e  th ree  decades since th e  death  of M ao 
Zedong, and fu r th e r changes are still occurring.

Table 6.6 shows how public ownership has dwindled and the share 
of private ownership has increased. T he latter—according to the  official
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Chinese classification used in  the table—had reached 60 percent by 2003. 
It can be added here th a t w hat is term ed “collective property” in  the 
Chinese statistics covers not only assets under the classic state ownership 
of old, bu t some unusual hybrid structures. Most city or village “collec­
tive” enterprises include an ownership role for the local mayor, party 
secretary or enterprise director. Although I do not have fresh national 
statistics to hand, it appears from the in terim  reports th a t the  expansion 
of the private sector relative to the publicly owned sector has continued 
since 2003. T he first characteristic of capitalism—a dom inant role for 
the private sector—either applies or is near to applying.

T he bureaucratic coordination m echanism  of the com m and economy 
has long since gone or applies only w ith in  a narrow  sphere. T h e  m ar­
ket m echanism  has become th e  dom inan t coordinator of economic 
activity. This appears clearly from  Table 6.7. By 2003, 87—97 percent of 
production (depending on the  type of product) was for sale at m arket 
prices, not prices fixed bureaucratically. T he second characteristic of the 
capitalist system—predom inance of m arket coordination—clearly applies.

As for the  th ird  condition, there is a d ifficulty  here  w ith  discrep­
ancies betw een w ord and deed, the  loudly proclaim ed rhetoric  and the 
actual practice. T here has been discussion of this in Study 3 (99. 57—60). 
W hile  M arx, Engels, L enin, and even S talin have no t been denied 
publicly by th e  C om m unist party  in speeches or in  cerem oniously 
adopted resolutions, and fidelity  to the  ideas of M ao is em phasized, 
the  C om m unist party  has long since rid  itself of its an ti-cap italism  in 
governm ental practice. At one tim e, it w ould have been inconceivable 
for a “capita list” to be a m em ber of a Bolshevik-type party , b u t now 
it is perm issible u n d er official party  rules. T here  is increasing in te r­
penetration  of th e  leading s tra tum  of th e  C om m unist party  and the 
ow ning and m anag ing  elite of th e  capitalist economy. T h is takes a 
num ber of forms. P arty  cadres, h igh  officials, and generals appointed 
by th e  C om m unist party, engage in business activity. Conversely, the 
leading people in  the  business world, including possessors of enorm ous 
fortunes, m ay be “elected” m em bers of national or local assemblies 
(i.e., th e  party  picks th em  for the  task), placed on th e  com m ittees of 
party  organizations, or even chosen as th e  top person of a party  orga­
nization. T he process of in terpenetra tion  is w idened th rough  fam ily 
contacts. If  the part functionary him self does not become a “capitalist,” 
his wife, sibling, or child m ay do so, w hile the  relatives of “capitalists” 
are bu ild ing  them selves into th e  C om m unist-party  m achine. A new
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T a b le  6.6
Proportions of private and state sectors in China 
(% of value added, by form  of ownership)

1998 1999 2000 2001 2002 2003 C hange

Non-farrn business sector 
P riva te  sector 43.0 45.3 47.7 51.8 54.6 57.1 +  14.1
Public sector 57.0 54.7 52.3 48.2 45.4 42.9 -14.1

state-controlled 40.5 40.1 39.6 37.1 35.2 34.1 -6.4
collectively controlled 16.5 14.7 12.7 11.2 10.1 8.8 -7 .7

T ota l (79%  of G D P) 100.0 100.0 100.0 100.0 100.0 100.0
Business sector 
P riva te  sector 53.5 54.9 56.3 59.4 61.5 63.3 +9.8
Public sector 46.5 45.1 43.7 40.6 38.5 36.7 9.8

sta te-contro lled 33.1 33.0 33.1 31.2 29.9 29.2 3.9
collectively controlled 13.4 12.1 10.6 9.4 8.6 7.5 5.9

T ota l (94%  of G D P) 100.0 100.0 100.0 100.0 100.0 100.0
E conom y-w ide  
P riva te  sector 50.4 51.5 52.8 55.5 57.4 59.2 +8.8
Public sector 49.6 48.5 47.2 44.5 42.6 40.8 -8 .8

state-controlled 36.9 37.1 37.3 35.7 34.6 33.7 3.2
collectively controlled 12.7 11.3 10.0 8.8 8.0 7.1 -5.6

T ota l (100%  of G D P) 100.0 100.0 100.0 100.0 100.0 100.0

Source·. OECD, (2005b, p. 81).

T a b le  6.7
Proportions of transactions conducted at m arket prices in  C hina 
(%  of transaction volum e)

1978 1985 1991 1995 1999 2003
Production goods 
Market prices 0 13 46 78 86 87.3
State guided 0 23 18 6 4 2.7
State fixed 100 64 36 16 10 10
Retail sales 
Market prices 3 34 69 89 95 96.1
State guided prices 0 19 10 2 1 1.3
State fixed 97 47 21 9 4 2.6
Farm commodities 
Market prices 6 40 58 79 83 96.5
State guided 2 23 20 4 7 1.6
State fixed 93 37 22 17 9 1.9

Source: OECD, (2005b, p. 29).
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leading stratum  of a special consistency is developing before our 
eyes— a stra tu m  w ith  a deep in terest in spreading and m ain ta in in g  
the  capitalist system  (Q ian 2003, Econom ist 2007).

To p u t it ano ther way, th e  th ird , political characteristic of the  capi­
talist system  has been fulfilled. Or at least it can be said th a t China 
is advancing steadily in th a t direction.

I t  has been pointed out in several studies in th is  book, including 
th is one, th a t dem ocracy is not a necessary condition for the  existence 
of a capitalist system. T here  are also capitalist econom ies operating 
u n d er conditions of tyranny. C entral E astern Europe had  th e  excep­
tional h istorical good fortune to have both  transform ations— from  the  
socialist to th e  capitalist system  and from  dictatorship to dem ocracy—  
coincide. C hina has not been so blessed. T h e  m in im u m  conditions for 
dem ocracy do not apply in China. T here is no th ing  like a m ultiparty  
system, w ith  com petition and free elections betw een rival ideological 
and political trends. T he state uses its pow er to crush any indepen­
dent organization or m ovem ent prom oting principles different from  the 
official ones. In  th a t respect th e  old regim e still prevails (Economist 
2005, H um an  R ights W atch 2007). W hile the  hypocritical references 
to M arxism -L eninism  become ra th e r em barrassing du rin g  th e  eco­
nom ic transform ation, the ideology of “pro letarian  d ictatorsh ip” fits in 
better w ith  the  em phasis placed on hard line  state pow er th a t to ler­
ates no independen t statem ents of opinion.

To sum  up, th e  transform ation  of C hina is not an “exception” th a t 
refutes th e  theory  p u t forw ard in the  study. I t  can be fitted  w ithout 
difficulty  into th e  analytical schem e outlined  in th is volum e, notably 
in th is study. Furtherm ore, a still bolder s ta tem en t can be risked: the 
analytical schem e provides a useful tool for analyzing th e  Chinese 
transform ation  in depth.]
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W h a t  C a n  C o u n t r i e s  E m b a r k i n g  on 
P o s t - S o c i a l i s t  T r a n s f o r m a t i o n  
L e a r n  f r o m  t h e  E x p e r i e n c e s  So Far?*

7

I n t r o d u c t i o n

T a b le  1 in  m y book The Socialist System  (Kornai 1992b) lists 26 
countries w here th e  “socialist system ” was operating at th e  end  of the 
1980s.1 T he first two columns of the table at the end of this paper, Table 
7.1, repeat the  relevant data, listing the same 26 then-C om m unist 
countries. C olum ns 3 and 4 show an im portan t difference, however. 
T hree  form erly  un ita ry  countries (Czechoslovakia, th e  Soviet Union, 
and Yugoslavia) have since been divided into a nu m b er of successor 
states.

Several o ther essential changes have also taken  place in  th e  Com ­
m unist world. W hen  I was w riting  the  book just m entioned , I used a 
political criterion to decide w hether a country had  a C om m unist sys­
tem . T h e  te rm  is applicable to a country for as long and only for as 
long as a monopoly of political power is retained there by a Com m unist 
party  professing a M arxist-L eninist ideology. T h a t was the  case w ith  
the  political structure of all 26 countries at th a t tim e  (C olum n 7). T he

[P repared  for th e  C uba T ransition  Project (C T P), In stitu te  for C uban and Cuban- 
A m erican S tudies, U niversity  o f M iam i. T h is  publication  was m ade possible th ro u g h  support 
provided by th e  B ureau for L a tin  A m erica and th e  C aribbean, U.S. A gency for In te rn a tio n a l 
D evelopm ent, u n d er th e  term s of Award No. E D G —A—00—02-00007—00. T h e  opinions 
expressed h ere in  are those of th e  au tho r and do no t necessarily reflec t th e  views of th e  U.S. 
Agency for In te rn a tio n a l D evelopm ent. 1 am gra tefu l to  B rian M cLean for th e  excellent 
transla tion , to Ju lia  P arti and K ath leen  H am m an  for th e  careful ed itin g  of th e  tex t, and to 
János V arga for his devoted research assistance.]

1 K ornai 1992b, pp. 6 -7 . T h e  book trea ts th e  expressions “socialist sys tem ” and “com ­
m unist system ” as synonym ous.

151



S T U D Y  7

te rm  “C om m unist” can be applied at th is tim e to only  five countries: 
China, V ietnam , Laos, N orth  Korea, and Cuba.

W ith  th e  exception of N orth  Korea and Cuba, all th e  countries th a t 
form erly  belonged to the  C om m unist system  have undergone radical 
transform ations in  th e ir economies. W hile econom ic changes have 
occurred in  m any  dim ensions, le t us confine ourselves for a m om ent 
to one: th e  reallocation of property rights. C olum n 8 of Table 7.1 
shows th a t th e  econom y of the  whole form er C om m unist region, w ith  
th e  exception of N orth  Korea and Cuba, has m oved m uch closer to 
th a t of m arket economies dom inated by private ow nership.2 * T his 
change has been very strong in C hina and V ietnam , even though  both 
are still ru n  by com m unist parties. I t is doubtful w h e th e r th e  Com ­
m unist parties of these tw o countries have rem ained  real M arxist- 
L en in ist parties at all, for they  have hard ly  re ta ined  th e ir old ideol- 
ogy except in th e ir  rhetoric. Looking at the  actions of th e  governing 
party  in  C hina and V ietnam , it can be seen th a t th ey  w ear a Com ­
m unist guise, b u t they  are actually friendly  tow ard capitalism  and 
actively engaged in  im planting it.5 A lthough the political regim es in 
C hina and V ietnam  rem ain  dictatorial, th e  actual behavior of the 
political authorities seems likely to m ove tow ard pro-capitalism . So it 
is also correct to say th a t bo th  countries have shifted  aw ay from  
socialism tow ard post-socialist transition .4

In  a decade and a half, a transform ation  of im portance in world- 
history term s has occurred in the  form er C om m unist w orld, affecting 
one-th ird  of the  w orld’s population. Are there  lessons and rem arkable 
experiences to be draw n from  th a t transform ation  of th e  form er com ­
m unist world for o ther countries? M y reply  is a decided yes. T his study 
advances som e ideas to support th a t affirm ative answer.

M y argum ents are not based on theoretical speculation, for I have 
gained first-hand  experience in m y own country, H ungary . H u n g ary ’s

2 U nfo rtunate ly , d a ta  on th e  share  of th e  p rivate  sector in a subset o f countries are  miss- 
ing. A ccording to th e  im pressions gained by experts, th e  role of th e  p rivate  sector becam e 
significantly  larger in those countries as well.

5 I t  is an o th er m a tte r  th a t  they  still ru le d ictato ria lly  and repress po litical freedom s, for 
in th a t  th ey  are no t alone. T h e re  have been and rem ain  elsew here m any  pro-capitalist, anti- 
socialist parties th a t enjoy a political m onopoly and seek to re ta in  it a t all cost. [On this, see 
th e  A ppendix to S tudy 6, pp. 147 -50.]

4 “ Post-socialist tran sfo rm atio n ” has been defined in several ways by d iffe ren t authors. 
A question  to  ask here  concerns th e ir  view  on w h at m arks com pletion  o f th e  transform ation .
[I set ou t m y view on th is disputed question in S tudy 6, pp. 125 31]
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history is especially no tew orthy because it began to reform  its socia­
list econom y very early, back in  1968. In  addition, I have gathered 
extensive in form ation about the  transform ation in  th e  o ther E astern 
European countries, the  successor states of the  Soviet U nion, China, 
and V ietnam . T h is research is based upon p rim ary  as well as secon­
dary sources. I have visited th e  various countries of th e  region m any 
tim es and spoken w ith  m any  experts on the  subject. Several of th em  
have been form er pupils of m ine, w illing to disclose th e ir  problem s 
openly and honestly. Furtherm ore, there  is a rich lite ra tu re  available. 
M y observations in this paper are confined to the  experiences of count­
ries w here I have such knowledge. For brevity’s sake, I do not repeat­
edly say th a t the  em pirical background of m y rem arks consists of some 
post-socialist countries, not all of them . As I know  too little  about 
countries undergoing  post-socialist transition  in Asia, Africa, and L atin  
America, I w ill not a ttem p t to m ake use of th e ir experiences here.

Those who suggested I w rite this study asked m e to th in k  over the 
lessons applicable to Cuba. W hile I have tried  largely  to do th a t, the 
conclusions I reach are m ore general. M y argum ents m ake clear th a t 
I am  m ost concerned w ith  those of the  m yriad of re levant experiences 
w orth considering in  all countries, w hether they  are on the  b rink  of 
a radical system  change or have crossed th a t threshold. In  o ther words, 
the  experiences described here are w orth th in k in g  about not only in 
regard  to Cuba and N orth  Korea, b u t perhaps also in Iraq  or in  o ther 
countries th a t w ill one day be freed from  a strict dictatorship  th a t is 
com bined w ith  som e socialist features, such as centralization an d /o r a 
large state-ow ned sector.

S t a r t i n g  Po in t s

H e r e  let m e m ake th ree  w arn ing  observations as a starting  po in t for 
fu rth e r analysis. In  the  first instance, I w ill express these ideas on an 
abstract plane, before adding some illustrations in la ter sections of this 
study.

N o Universal Prescription

A lthough th e  experiences of several countries over a decade and a h a lf 
are available, th ey  do not add up to a universal prescription for a gene-
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ral strategy  for post-socialist transform ation, or for specific tasks and 
tactical measures. On the  contrary, in pondering the  experiences I have 
know n and studied, I would w arn those th in k in g  of radical transfo r­
m ation  in  Cuba or elsew here to view w ith  suspicion and  reservations 
all argum ents th a t purport to derive clear, confident, specific proposals 
from  East European, post-Soviet, Chinese, or V ietnam ese experiences.

I w ould be doubly suspicious of studies th a t support a confident 
proposal based on any ostensibly “scientific” apparatus. For instance, 
people did regression analysis based on a sam ple of data gathered from  
10—20 countries over 10—12 years, creating basis for statem ents such 
as, “T h e  faster the  reform , th e  faster th e  grow th w ill be .” An in itial 
glance a t th e  statistics seem ed to support th is conclusion “backed by 
econom etric m eans,” u n til one day, serious m acroeconom ic difficulties 
appeared and grow th slowed down precisely in  th e  countries th a t had 
been refo rm ing  fastest.

I t  should be acknowledged th a t too little  tim e had  elapsed and too 
sm all a sam ple was taken to draw  clear, statistically  convincing, well- 
founded conclusions from  th e  experiences w ith  the  specific, practical 
tasks ahead. Furtherm ore, the  sam ple was too heterogeneous in m any 
o ther features th a t fell outside the  phenom enon being  studied.

Consider how th e  m any countries undergoing  post-socialist tran s­
form ation have included one as sm all as A lbania and such a g ian t as 
China. A m ong th em  is a country as poor as M ongolia and ano ther as 
rich as th e  Czech Republic. Some are industrially  very advanced, and 
some, at least a t th e  beginning  of the transition , are countries w here 
agriculture has very great w eight in th e  economy. In  one country, 
m ost of th e  population is Catholic, w hile in  a second it is Protestant, 
in a th ird  Orthodox, and in a fourth  M uslim . W ith  such varied in itial 
conditions, countries would clearly take different courses in th e ir transi­
tion to a m arket economy.

T h ere  is no universal prescription. T h ere  are no specific, practical 
recom m endations valid equally for each country. T his sharp  w arn ing  
is in  itself an im portan t lesson. But having  draw n it, w ould it no t be 
be tte r to end th is paper w ithou t fu rth e r ado? I  w ill continue because 
I am  convinced th a t there  are m any useful lessons of o ther kinds, 
although  th e  nature of the  conclusions th a t can rig h tly  be draw n has 
to be clarified first.

Careful study of th e  transform ation processes th a t have occurred so 
far reveals w ha t kinds of phenom ena and relations p lay  an  im portan t
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part in  them . W h at are the  problem s th a t have to be addressed in good 
tim e th a t cannot sim ply be passed by in the  hope th ey  w ill som ehow  
resolve them selves in due course? T h e  approach I recom m end m akes 
use of a checklist of problem s calling for notable, serious study and 
action. Of course, history can always come up  w ith  th e  unexpected. 
Cuba, for instance, m ay face difficulties not encountered by any tran s­
form ing country so far. Yet it is useful to prepare in tellectually  (and 
perhaps actively) for th e  foreseeable problem s at least.

T here  is no telling  from  the  experience so far exactly w hen some 
m easure has to be taken during the transform ation process or w hat 
m easure it will be. But if it is not possible to give a clear recom m end­
ation, it is a t least possible to say som ething, from studying experience 
so far w ith th e  post-socialist transition, about the  consequences some 
m easure or other m ay have. W hat will be the  direct and indirect politi­
cal, economic, social, and cultural gains and losses by each m ajor step? 
T here is no chance of com piling easily quantifiable trade-off equations 
from previous experience w ith transform ation, bu t it will be possible 
to say, qualitatively at least, which are the trade-off relations most worth 
noting. If  this contribution of m ine helps to prom ote a cost-benefit 
approach of th a t kind, it will have done a useful service, for there  is a 
danger th a t politicians directing the fu ture transform ations m ay have 
too m uch confidence in their prophetic abilities, seeing the policy they 
advocate as the  one redeem ing solution th a t can satisfy all.

T he history of post-socialist transform ation  so far has included 
quite a few spectacular failures— alterations whose political, economic, 
and social consequences were gravely detrim ental, so th a t the  price paid 
certain ly  exceeded the  value of the  benefits. T hus it is w orth  consi­
dering  carefully w ha t m istakes should be avoided unfailingly .

N o Such T h ing  as a “N on-political” Decision

Specialists involved in the  post-socialist transition  often com plain th a t 
too little  heed is paid to expert considerations w hen decisions are taken. 
Econom ists object th a t  efficiency criteria are relegated, doctors th a t 
h ea lth  factors are ignored, th ea tre  m anagers and m useum  curators 
th a t  cu ltura l considerations are not respected, and so on. And th ey  all 
object to th a t every th ing  is being “overly politicized.”

T here  is little  point in  w ringing one’s hands. T h e  change of system 
is, above all, a political process, so th a t politicization of every decision
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is inescapable. C apitalism  is an attractive and resilient system. Even if 
the  state and the  political sphere were to stand aside (which is hard  to 
im agine even on a theoretical plane), capitalism  w ould still spread, 
gain ing  footholds w herever it had  not been allowed to operate before. 
It w ould be enough just to lift the  bans— b ut in itself it is a political 
act. In  real life, the  spontaneous expansion and in tensification of capi­
talism  is strongly influenced by decisions of th e  state. S tate regulation 
can h am p er or hasten  naturalization  of the  m arket econom y based on 
private ownership. At best, it will set out to prom ote th e  hea lthy  fea­
tures of th e  developm ent, w hile curbing or excluding th e  h arm fu l or 
even crim inal side-effects. At its worst, it w ill allow h ea lth y  develop­
m en t in  line w ith  its outgrow ths, ignoring or to lera ting  abuses.

T h e  political sphere— even if it w ould like to— could no t resign its 
responsibilities for the  quality  of the transform ation. N ot th a t it would 
w ant to, of course. Politicians are driven sim ultaneously by th e ir politi­
cal philosophy and world outlook, the interests of th e  groups or strata 
they  represent, and th e ir own interests in w ielding pow er (and in  some 
cases financial in terests as well). T hey  cannot look w ith  indifference 
on any projected m easure or action by the  state. Regardless of w hether 
they  are in  office or opposition, they  try  to in tervene and influence 
the  course of events.

T h is has to be accepted from  th e  outset as a reality . W hatever 
change is being m ade, the  experts pu tting  forw ard a proposal have to 
consider carefully  its political im plications. W here can they  expect to 
find support and resistance? I m yself have som etim es failed to carry 
out th is vital piece of analysis. I hoped m y recom m endations would 
be acceptable to everyone. T hey  never were. R eactions were sharply 
divided, and in som e cases, a proposal of m ine drew  no support from  
any m ajor political force.

E thical Implications

So “ex p ert” considerations are not enough in them selves; there  are 
always political im plications to reckon w ith  as well. B ut th a t is still 
not enough. I t  is necessary to delve a fu rth e r layer deeper, to analyze 
the experiences of post-socialist transform ation thoroughly  and decide 
w hat has been to th e  good and w hat to th e  bad in th e  course of events 
so far. “G ood” and “bad” are ethical judgm ents. W hen  sizing up  the  
factual aspects of events, it is possible to aim  at positive, value-free
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observations and descriptions. R eliable statistics on the  proportion of 
private ow nership constitute value-free inform ation. But to add th a t 
the  presen t d istribu tion  of property  righ ts was reached too slowly or 
too hastily  is to exercise a value judgm ent.

Analysts seeking to go beyond m ere registration of events in  the 
past or listing feasible alternatives and th e ir consequences in the  fu ture 
have an obligation to show th e ir colors. L et th em  state w hat system 
of values th ey  use to judge th a t a past event or process was good or 
bad and w hat system  of values they  use w hen supporting or opposing 
some fu tu re m easure. Or if they  are eschew the  idea of em ploying a 
system of values, le t th em  at least m eet the  m in im um  requirem ents 
of in tellectual honesty by carefully presenting th e  ethical im plications. 
Discover and explain com prehensibly how, if this has been done in the 
past or th is is to be done in the future, it m eets ethical postulate A, 
bu t fails to m eet ethical postulate B. A lternatively, if not this, bu t 
som ething else has been done in the past or is to be done in th e  future, 
it fails to m eet ethical postulate A, bu t m eets ethical postulate B.

W ithou t a ttem pting  to be com prehensive, here are a few of the 
ethical d ilem m as th a t have to be faced during  th e  post-socialist tran- 
sition;!5!

1. Should concom itant violence and bloodshed be avoided at all costs? 
Is the non-violent nature of the transition to be a basic postulate, or is 
violence permissible? If  the latter is the case, w hat m easure of blood­
shed can be contemplated? How m any victims? A few? Thousands? 
H undreds of thousands? This raises one of the basic issues of hum an 
history: the dreadful dilem m a of reform  or revolution; peaceful trans­
form ation or rebellion, uprising, and civil war. This question cannot be 
avoided by those considering the issues of post-socialist transition. T he 
1956 H ungarian  Revolution was a bloody uprising crushed w ith  tanks. 
More than  30 years later, H ungary changed peacefully from a socialist 
system to a capitalist system. Not a single person was killed. Nobody 
had to be locked up in jail for opposing the change.

R om ania was the  one East European country to place its Com m unist 
dictator, Nicolae Ceausescu, and his wife, Elena, before a sum m ary court, 
condemn th em  to death, and execute them  in D ecem ber 1989.

5 [Study 6 deals w ith  th e  first and second d ilem m as, th e  eth ical questions concern ing  the  
non-violence of th e  change and p u n ish m en t of th e  gu ilty  (pp. 137 46). T h e  ideas expound­
ed here expand on those argum ents.]
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Those now considering how  a change of system  should be carried 
out in  a place w here it has not yet occurred have to take sides in this 
grave eth ical dilem m a.

M any who pu t forw ard proposals on a fu tu re post-socialist tran s­
form ation have actually  tried  to evade th e  problem , for instance, by 
assum ing th a t th e  m easures th ey  propose w ill only come up after th e  
basic change has occurred in some fo rm . T hey  devise in advance, for 
exam ple, a plan for reform ing public adm inistration. Y et the  social 
context for th e  fu tu re  will differ if people are being lynched from  the 
lam p posts, sum m ary courts are condem ning people to death, and for­
eign occupation forces are patro lling  the  streets, or in  contrast, if the  
political change takes place non-violently. I f  the  reform ers envision a 
non-violent scenario, let th em  say so, because th is condition is not 
self-evident.

2. A lthough it ties in w ith  the  previous dilem m a, there  is a separate 
question of dispensing justice to decide (Barahona de Brito et al. 2001; 
H orne and Levi 2004; Huyse 1995). T he system to be replaced com ­
m itted  crimes. Does blam e attach only to the  “system ” or also to spe­
cific people who are still alive? W ho can be deem ed guilty  and to w hat 
degree? Anyone w ho im agines th a t u nder to talita rian ism , a pack of 
gangsters imposes a reign of terror and everyone else is innocent knows 
little about such systems. How wide or narrow  a segm ent of th e  popu­
lation should be declared crim inal and punished accordingly? Should 
the  guilty be allowed to go free or be condemned, at least morally?

W ho should reach the verdicts? For the  m ore com plete th e  to ta li­
tarian  natu re  of the  dictatorship has been, the  m ore illusory the  inde­
pendence and im partiality  of the  judiciary will be, especially initially.

I t  should not be im agined th a t the  problem  can be left to a few law ­
yers or political philosophers concerned w ith  th e  ethics of dispensing 
justice. To continue the  earlier exam ple, as people begin to th in k  of 
re form ing  the  adm inistration  of state, th e  changes requ ired  are p re ­
sum ably not just organizational. Some people m ust be dism issed and 
replaced. T his process of selection and replacem ent, one of th e  m ain  
factors in  th e  change of system, will coincide in tim e and in terp en e­
tra te  th e  process of dispensing (or sabotaging) justice. O r replacem ent 
m ay in terw eave w ith  justice openly, if legislation is passed prescrib­
ing in a transparen t fashion w hich individuals are to be restric ted  in 
the  public role they  m ay take, because of th e ir  activities u n d er the  
old regim e. W ith  or w ithou t legislation, th ere  w ill be a lack of tran s­
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parency, u n fa ir actions, and corruption. Some people w ill be dism issed 
from  th e ir  jobs w ithou t due process or passed by for appointm ents 
because th ey  w ere com prom ised under th e  old regim e. Inevitably, 
others will be pushed forw ard by form er com rades precisely because 
they  belonged to th e  nomenklatura.

T h e dem and  for dispensing justice is one of th e  basic eth ical pos­
tu lates of hum anity . W h at can be said against it? W orth  m ention ing  
above all is th e  difficulty  of dispensing justice. For w ith  th e  excep­
tion of a few m artyrs, no one is en tire ly  blam eless. M ihály  Babits, a 
g reat H ungarian  poet, w rote in  one of his verses at th e  tim e of the 
Nazi dictatorship: “A m ong crim inals, th e  silent are accom plices.” T he 
sin of keeping silent was com m itted  by m any  people w ho did no t dare 
to speak out.

D ispensing justice is hard , because no im partial, independent, com ­
peten t judiciary or judicial apparatus w ill have arisen as th e  post­
socialist transition  begins. Do we w ant to have revolu tionary  courts 
w ith  powers over life and death? Is it to lerable for the  m orally  
charged issue of justice to become a vu lgar device of political parties 
in  th e ir  figh t against one ano ther (G onzalez-Enriques 2001)?

A nother consideration is th a t once the  avalanche of dispensing jus­
tice has begun, there is a general atm osphere of fear. Everyone is afraid 
of being called to account. Those w ith  even a little  to h ide are afraid, 
b u t so are th e  en tire ly  innocent, for fear of being accused or even con­
victed w ithout cause. Even a suspicion is enough; some of the m ud will 
stick, even if  innocence is la ter proved.

Once the  wheels of justice have begun to turn , it becomes h ard  to 
ensure continuity  in adm inistration and business. M any of the  special­
ists needed are soon rem oved or m ay sim ply resign, and there are not 
always com petent people to replace them . In  all walks of life, there  
arises a difficult trade-off between justice and continuity. T he m ore rad­
ical and rapid the  former, the  more frequently  the la tter is broken.t6l

(> [D uring  the  political transform ation after the  ligh tn ing  Iraqi w ar, th e  Am erican leadership 
runn ing  th e  country laid dow n th a t all m em bers of th e  ru ling  party  und er th e  overthrow n 
dictatorship had to be rem oved from  th e  sta te  adm inistration , th e  police, and th e  arm y, in a 
“de-B aathification process” (Pe ter G albraith  2006). T h is tough process of unselective cleans­
ing led to th e  v irtua l collapse of th e  state adm inistration  and in ternal security. T h e  stric t in i­
tial selection process la ter had to be eased som ew hat for th e  norm al functions of th e  sta te  to 
be restored. Several critical analyses on th e  subject have been published. T h e  title  o f one 
(Anderson 2004) is particularly  revealing: “T h e  U nited  S tates’ de-B aathification program  
fuelled th e  insurgency.” See also D avid (2006), Porch (2003), and O tterm an  (2005).]
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3. M ention  was m ade u nder the  last po int of th e  speed of tran si­
tion, b u t it is w orth  discussing separately. I t  is understandab le th a t 
people are im patien t after decades of dictatorship and penury and w ant 
to live u n d er th e  new  system im m ediately. Speed has in trinsic value 
in th e ir  eyesJ7!

But speed has its price. H aste and superficiality  of th in k in g  w ill 
m ean  th a t d raft m easures are laden w ith  m istakes. No essential 
change can be carried out in isolation. T h e  favorable effects of an 
essential change w ill appear only in com pany w ith  o ther changes. 
H aste can m ean  the  necessary com prehensiveness of a reform  is lost, 
and th e  accom panying changes and auxiliary  regulations are not 
p lanned  and prepared  adequately. Som etim es a re fo rm  taken  too fast 
m ay go into reverse. I t  m ay not become clear u n til after a reform  th a t 
postponing it w ould have been be tte r th an  forcing th e  pace.

T h ere  is no convincing theory, model, or even ru le  of th u m b  for 
calculating an “optim um  speed” of transition. For m y part, I consider 
the  studies on the  subject to be pseudo-scientific bluff. I t is like setting 
out to establish th e  op tim um  speed for u rban  traffic. In  fact, drivers 
have to decide a speed for tak ing  each corner, depending  on th e  road, 
the  traffic conditions, and w hat the  traffic tak ing  the  corner and the 
pedestrians are likely to do.

B ut the  uniqueness and com plication of th e  decisions are no t the  
only reason w hy th ere  is no optim um  speed. A nother is th e  choice o f  
values behind the  decisions. D ifferent decisions will be taken  by driv­
ers who are possessed by “speed-m ania” even in  dense u rb an  traffic, 
who are determ ined  to arrive at th e ir destination at a given po in t of 
tim e at any cost, or who w ant to avoid an accident by all m eans. All 
th ree  types were found during the post-socialist transition. Some politi­
cians w ere speed-crazy and w anted to te ll the  w orld press and the  
W ashington  financial institu tions already in 1995 or 1996 th a t th e ir 
country  had  fin ished privatization first. O thers w anted  to proceed cau­
tiously (or u ltra-cautiously).

4. Now let us look at som e dynam ic  eth ical considerations m ore 
closely. One of th e  central problem s in economics is th e  d ilem m a of 
“present versus fu tu re .” T h e  usual exam ple given to students w hen 
th e  concepts of discounting and present value are explained is the

7 [T he question of a m an ia  for speed has already been dealt w ith  in S tudy 4 (pp. 79 80). 
T h e  line  of a rg u m en t th e re  is am plified  here from  fu rth e r  points o f view.]
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dynam ics of consum er flows. Is it be tte r to consum e m ore today, or 
save and invest m ore for the  sake of m ore fu tu re consum ption?

T he problem  of discounting appears w hen a change of system  is 
being planned. Those alive at the  tim e of the  change of system  look 
back on a d ifficult past. M ost of th em  have suffered oppression, pov­
erty, and shortages of goods and services. T hey  hope th ey  can now 
live b e tte r a t last. Should the  required  in stitu tional and structural 
changes be arranged  so th a t th ey  cause as little  inconvenience and 
financial burden  to th e  public as possible? Should p rio rity  go to m a in ­
tain ing , or if possible, m axim izing living standards, so th a t all of the 
people feel th ey  are real w inners by th e  change of system? T his w ould 
certain ly  sm ooth the  transition  and help  to avoid disruption.

Or is it m ore im portan t to create firm  institu tional foundations for 
th e  new  infrastructure and h ire  reliable, efficient staff m em bers? 
M ust th is m ean  fu rth e r sacrifices by the  present generation  on beha lf 
of th e  future? Should people today suffer all th e  disorganization asso­
ciated w ith  a rap id  transform ation  of the  in stitu tional system  and all 
th e  losses consequent on a fall in production? All these th ings have to 
be done w ith  a firm  hand , to elim inate the  slightest risk of reversal 
and create a m arke t economy th a t operates well in the long term.

Some of the  sharpest, m utually  exclusive, “either-or”-type dilem m as 
have been presented here. Of course, there are in term ed iate  strategies 
as well. T he trade-off betw een present and fu ture becomes com plicat­
ed indeed if th e  choice variables are extended beyond th e  custom ary 
m acroeconom ic variables (production, consum ption, savings, invest­
m ent) to institutional variables as well. W h a t I have sought to em p h a­
size here is the  idea th a t those taking a position on these questions have 
to realize th a t th e ir decisions are u ltim ate ly  ethical choices. T hey  are 
also deciding how  th e  population will divide betw een w inners and 
losers and on the  d istribu tion  of joy and suffering betw een present 
and fu tu re  generations.

S o m e  L e s s o n s

In  this section, I would like to draw attention to experiences so far 
in  five aspects of the  change of system. Even w ith  th e  m ost im p ar­
tially  presented argum ents, it is usually  possible to te ll w ha t system  
of values an au th o r espouses. L e t m e spare m y readers th e  task of dis­
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covering th is  by m aking  it p lain  for each point the  value prem ises on 
w hich m y line of a rgum ent rests.

Representative Democracy

C om m unist dictatorship  m ay be followed by several kinds of political 
regim e:

— A repressive, strongly an ti-C om m unist reg im e (a m ilitary  d icta­
torsh ip  or au tho ritarian  rule by an extrem e nationalist-conservative 
party  or group, for instance). T h a t was the  case w hen th e  repressive 
regim e of G eneral Augusto P inochet followed th a t of P rim e M inister 
Salvador Allende, w hich had  been tak ing  Chile along th e  socialist 
road. Autocratic rule, in  w hich th e  dictatorial features are covered by 
a fig leaf of some aspects of parliam entarism  (elections, a powerless 
legislature). Such regim es can be said to have arisen in  som e Soviet 
successor states in  C entral Asia, in some cases w ith  con tinu ity  w ith  
th e  previous com m unist regim e, m em bers of whose political elite 
m anaged  to jettison th e ir M arxist-L eninist ideology and gain power 
in conjunction w ith  business circles.

— A sem i-autocratic, sem i-parliam entary  system. A typical exam ple 
was th e  regim e of Boris Y eltsin in  Russia, in  th e  years after the  dis­
in tegra tion  of th e  Soviet Union.

— An expressly parliam en tary  system, w ith  real com petition  am ong 
parties for th e  rig h t to govern.

T h e  order in  w hich th e  regim e types are given is no t a random  
one. T he list progresses from  extrem e dictatorship th ro u g h  in te rm e­
diate grades to full institu tional democracy. T here  are no sharp  d ivid­
ing lines am ong th e  alternatives listed, in fact. H ow ever, th e re  is an 
acid test for distinguishing the last category, a full m ulti-party  system, 
from  th e  rest. T h e  dem ocratic rules can be said to apply if a govern­
ing party  or politician th a t loses a general election duly  w ithdraw s, 
h an d in g  over pow er w ithout dem ur to victorious opponents. Once this 
has occurred not once but twice, the  test is a robust one. H ungary  and 
Poland have both  passed it.

In  fo rtunate  cases, the spread of political dem ocracy and conver­
sion of th e  econom y into a m arket econom y based on p rivate  ow ner­
ship proceed h an d  in  hand, reinforcing each other. But th a t  is not 
always th e  case. Dem ocracy involves painstaking and easily protracted
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processes. Groups involved have to be heard  before each regu lation  is 
introduced. A parliam entary  m ajority  has to be convinced about the  
plans for reform . Resistance is often stronger from  w ith in  th e  ru ling  
party  th an  from  th e  opposition. T here  have been cases in  E astern 
Europe w here a governm ent of a social dem ocratic com plexion has 
introduced radical privatization rules, for instance, or reform s to m ake 
the  labor m arke t m ore flexible, thereby  curta iling  th e  righ ts of w ork­
ers, w hich m eant, of course, overcoming strong opposition from  w ithin  
a governing party.

H ow  m uch easier a “reform ing dictatorship” is in th a t respect! I f  the 
leading group of the  Chinese Com m unist Party  decides on a m arket- 
o rien ted  m easure, it takes it, and th a t is that. T here  is no bo ther w ith  
convincing people, tak ing  it th rough  parliam en tary  com m ittees, or en ­
listing  support from  a free press and television th a t m ig h t otherw ise 
tu rn  th e  public against it. T his m akes an especially big difference if 
the  reform  calls for short-term  financial sacrifices from  som e sections 
of society. I f  in flation has to be curbed, for instance, th a t involves 
righ ting  the  country’s m acroeconom ic balance and e lim in a tin g  the  
budget deficit. T h e  tougher the  political au thorities are able to be, the  
sim pler it is to push th rough  such painfu l m easures.

I t  cannot be verified th a t there  is any universal, long-term  conflict 
betw een introducing democracy and executing reform s designed to pro­
duce a balanced, stabilized m arke t economy, bu t th ere  is no asserting 
the  opposite e ither.8 Situations have som etim es arisen in  w hich such 
conflict has appeared, so th a t trade-off relations subsist betw een the  
application of dem ocratic procedures and the  requ irem ents of effec­
tive reform . W here  th a t is the  case, priorities have to be established.

For m e, I can say th a t the  requirem ents of dem ocracy w ould take 
priority. I disagree w ith  those who argue th a t “th e  conditions for d e ­
mocracy w ill ripen  la te r” and “the  im portan t th in g  now is to push on 
w ith  economic re fo rm .” T h a t po int of view has becom e especially 
w idespread am ong business people and economic experts in poorer, 
economically less developed transition countries. I disagree, b u t if they  
say it directly, a t least it becomes clear th a t two system s o f  values are 
opposed: one in w hich priority  goes to h u m an  rights, freedom s, and 
dem ocracy and one in  w hich preference is given to financial prosper­
ity and econom ic growth.

8 See, for instance, Barro (1996) and (1999); and T avares and W acziarg  (2001).
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Confrontations betw een systems of values are part of a pluralist soci­
ety. I t is unacceptable, however, if double standards are applied. T his 
can be found am ong W estern advisers and observers dealing w ith  less 
developed transition  countries: “Of course, dem ocracy is essential for 
us, as W esterners,” th ey  say, “bu t it is less im portan t for them ” (refer­
ring  to the  Chinese, Asians, or inhab itan ts of poorer countries). How 
do they  know? W hile the  repression lasts, th ere  is no w ay of telling. 
Furtherm ore, those who have never had  dem ocracy cannot know  
w hat it tastes like. T he appetite comes as you eat. People begin  to 
feel th a t dem ocracy is essential once it has becom e consolidated and 
institutionalized.

Citizens in places w here the  post-socialist transition  has not yet 
begun should be ready for th is d ilem m a to arise. People should p re ­
pare them selves m entally  for daily encounters w ith  th is basic choice 
and its ram ifications, as preparation and in troduction of each reform  
proposal comes onto th e  agenda.

Creating a State o f  L aw

T his is a vast, com prehensive task. R ath er th an  defin ing  it, le t m e 
point to a few im portan t, characteristic constituents of it. T here  have 
to be basic h um an  rights and acceptance of a m u ltip arty  system , based 
on political com petition, and a constitution em bodying parliam entary  
institutions. C reating a state of law  entails enacting m odern, consti­
tu tional civil and penal codes to enforce private contracts. I t calls for a 
range of special laws th a t regulate business activity  in  a m arket-com ­
patible way, along w ith the provinces, rights, and obligations of various 
state authorities. Parallel w ith  th is legislative activity, an independent 
judiciary has to be established. T here  have to be guarantees th a t the  
police and law  enforcem ent systems do no t abuse th e ir  powers. E very­
one m ust be held  accountable. I t  cannot be to lerated  th a t anyone or 
any in stitu tion— a party, an authority , or th e  state itself— be above 
the  law  (Sajó 1998 and 2002).

Sim ply listing  these requirem ents is a w arn ing  th a t legal reform  
and th e  creation of th e  institutions and organizations for a state of 
law  call for circum spection and precision, w hich in tu rn  require  quite 
a lot of tim e. I t  would only discredit th e  concept of a state of law  if 
new, hastily  drafted  laws had  to be repeatedly  am ended  or if faulty  
reorganizations constantly  had  to be reorganized.

164



L E A R N  F R O M  T H E  E X P E R I E N C E S

Every sphere of the  transform ation— the political process, th e  busi­
ness world, or the  arts and sciences— requires an adequate legal or 
legislative background. Lack of it will only lead to trouble and con­
flicts, a lesson learned from  b itte r experience in  m any  places u n d er­
going the  transition  to a m arket economy.

T hat is th e  lesson— I cannot and would not wish to draw  a m ore 
specific or tang ib le  conclusion. W estern advisers in th e  early  years of 
the  East European transition  frequently  m entioned  th e  “sequencing” 
problem  and urged  researchers to try  to devise theories and m odels of 
“optim al sequencing.” I do not th ink  the  problem  is theoretically  sol­
uble. T here  are tim es w hen it is possible and even expedien t to forge 
ahead a little  w ith  som e m easure, in the  know ledge th a t th e  req u i­
site legal env ironm ent will arrive som ew hat later. B ut forging ahead 
like th a t can also become dangerous or even counterproductive, if it is 
p rem atu re  or if  the  requisite legislative and judicial branches are late 
in catching up. I t is hard to coordinate the paces of different processes. 
T his paper sim ply seeks to w arn reform ers to consider th is  aspect. 
W hatever non-legal field they  are w orking in, th ey  should no t forget 
to clarify th e  legislative and judicial branches of governm ent and take 
account of th e ir  com plexity w hen pacing the  changes.

Strengthening the Private Sector

Even in countries w here the pow er relations have altered  com pletely 
in favor of the  m arke t economy, there  rem ain  som e staunch  an ti-cap i­
talists. H ow ever, if they  have not been convinced by th e  w orldw ide 
historic tu rn  of events tha t buried the socialist system, this short contri­
bution will certainly not cause them  to question or change th e ir ideas. 
So I am  no t addressing them , bu t those who, enthusiastically  or less 
th an  enthusiastically , expect socialism to tu rn  into some type of capi­
talism . T hese people agree in expecting th a t the  proportion of state 
and collective ow nership has to decrease sharply so th a t p rivate ow ner­
ship can becom e the  dom inan t ow nership form.

So far, th ere  is agreem ent, bu t th is expectation leaves open a n u m ­
ber of questions.

Political and professional debate and press a tten tion  in E astern 
Europe and th e  Soviet successor states concentrated m ain ly  on w hat 
was to happen  to firm s and o ther assets previously in  state or o ther 
collective ownership. Should they  be re tu rned  to th e ir  fo rm er owners?
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Should th ey  be sold to w hoever was w illing to buy them ? Should they  
be given to som e distinguished group of th e  public, designated as 
en titled  to receive them , such as employees of state-ow ned enterprises 
or tenants of state-ow ned housing? Or should the  en tire ty  of the  ow ner­
ship righ ts be d istribu ted  evenly am ong all citizens?

Before I com m ent on these questions, let m e m ake a pre lim inary  
rem ark. T h e  p rim e consideration, in m y view, is no t w hat happens to 
the  state-ow ned property, bu t som ething m uch  m ore com prehensive. 
W h at can be done to b ring  about as hea lthy  and strong a develop­
m en t of th e  country’s private sector as possible? I w ill p u t forw ard m y 
position on th a t first, and only th en  tu rn  to analyzing privatization.9

H ealth y  developm ent of the  private sector calls, above all, for the  
d ism antling  of th e  barriers to free en try  th a t the  C om m unist regim e 
erected. Those w an ting  to do business have to m eet som e m in im u m  
conditions, of course— fire regulations, work safety, reg istra tion  for 
tax  purposes, and so on— b ut apart from  that, freedom  of enterprise 
needs to be ensured as far as possible. T h e  C om m unist system  e lim in ­
ated sm all and m edium -sized f ir m s  or confined th em  w ith in  very n a r­
row  bounds. Now these barriers to free enterprise have to be lifted 
quickly to allow private initiative to flourish. T h a t in itself will cause 
masses of sm all and m edium -sized firm s to appear. T h e  developm ent 
w ill accelerate fu rth e r if th e  entrepreneurs receive tax  breaks, p refer­
en tial loans, or o ther supports. T h e  sm all and m edium -sized business 
sector has grow n very quickly in the  transform ation  countries.

T h e  question of devising a strategy to assist g row th of the  private 
sector includes a tough  problem . To w hat ex ten t should th e  country 
be opened to fo re ig n  capital3 T his again is a difficulty  w ith  political 
implications, indeed one in w hich values u ltim ately  clash. Is it a su­
prem e postulate to protect national sovereignty, w ard off foreign in flu ­
ences, and protect the  producers in  firm s ow ned by national citizens 
from  com petition w ith  those owned by foreigners? If  so, the  appearance 
of each m ultinational and o ther foreign-ow ned firm  or th e  acquisition 
by any foreigner of agricultural land or o ther property  is a national 
affront. According to th is view, the  act of w ard ing  off foreigners has 
in  itself in trinsic value. Opposed to th is is the  view  th a t economic

9 ] su bm itted  m y proposals at th e  very b eg inn ing  of th e  post-socialist tran sitio n  in E astern 
Europe. (See Kornai 1990.) A fter th e  first decade o f th e  transition , I re tu rn ed  to th e  issue 
and confirm ed m y orig inal position (K ornai 2000a [see S tudy 4, pp. 64—75]).
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grow th and m oun ting  prosperity  are m ore im portant. C ountries re ­
cently released from  the  restraints of the  socialist p lanned  econom y are 
short of capital and have great need of investm ent. From  th a t point of 
view, th e  appearance of foreign capital should be welcomed. Foreign 
direct investm ent (FD I), of course, is not an act of charity. Investors 
expect profits, and w hen the  tim e comes, some of those profits w ill 
be reinvested in th e  host country, and some will be repatriated . But 
this is not a zero-sum  gam e, in  w hich investors w in and host country 
loses. Both sides m ay win. T he host country finds th a t FD I generates 
em ploym ent, brings tax  earnings into the  state’s coffers, spreads foreign 
expertise, and im plan ts the  w orking practices and discipline of indus­
tria lly  m ore developed countries (Lizal and Svejnar 2002).

For m y part, I w ould be less in terested  in w hat passports investors 
hold  th an  in  th e ir  specific intentions. W h a t investm ent are th ey  p lan ­
ning, and w hat advantages and costs w ill it bring to th e  host country? 
W here there  are m u tua l advantages to the  FD I, I w ould encourage it 
or even assist it w ith  governm ental instrum ents. T his position reflects 
m y system  of values, and it is conditional. I t depends on th e  specific 
investm ent in tention and the extent to w hich it promises to be favor­
able and deserving of encouragem ent and support.

Even if th e  governm ent of a post-socialist country decides in fa v o r  
of encouraging and supporting the  inflow of foreign capital, th e  in ten ­
sity of the  flow should still not be th o u g h t to depend exclusively on 
curren t econom ic conditions. W h eth er foreign investors can count on 
protection of th e ir property, w hether they  can enforce fu lfillm ent of the 
contracts they  conclude, and w hether they  can tu rn  w ith  confidence 
to th e  courts and the  police for assistance if th e ir  righ ts are in ­
fringed— all w ill also depend on how  firm  th e  state of law  is. Of 
course, the  public’s political m ood m ust be taken  into account as well. 
T here  is no use in  th e  finance m in ister or a m ayor encouraging for­
eign business people to invest against a background of xenophobic 
com m ents in  the  press or even in  Parliam ent. Political and economic 
phenom ena are closely connected here  as well.

Experience in  th e  post-socialist region suggests th a t  new  business 
plays the m ain role in spreading private ownership (Konings, L ehm ann, 
and Schaffer 1996; Konings 1997). New “g reenfield” investm ent is 
w hat dom inates the  grow ing private sector, w he ther it is new  sm all 
and m edium -sized firm s and big dom estic and foreign-ow ned invest­
m en t schemes. I t is revealing th a t m ost foreign investors p refer not
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to bo ther w ith  updating  an  old factory inherited  from  socialism and 
find starting  a brand  new  one sim pler and m ore economic.

P rivatization

T he previous discussion leads to the  still unansw ered  question of w hat 
should happen  to  firm s th a t were state ow ned or perhaps collectively 
owned u nder th e  socialist system .10

Again, I do no t th in k  any simple, universally  applicable answer 
can be given. T here  are several factors w orth  w eighing.

T he first is the condition of the firm  at the  tim e th e  problem  arises. 
I f  it is technically obsolete, w ith broken, w orn-out equipm ent, it is usu­
ally w iser to close it. If  it is heavily  indebted, it is w orth  considering 
bankruptcy proceedings, from  w hich the  creditors w ill gain a sizeable 
proportion of th e  ow nership rights. T h e  com pany w ill be w ound up  
as an  organization and a legal entity, bu t its m ateria l assets can be 
sold. T his is custom arily  referred  to as privatization via bankruptcy.

A nother factor th a t strongly affects th e  decision is th e  country’s 
macroeconomic position. If  unem ploym ent is rife, th ere  is m uch m ore 
reason to keep a factory going, at least for a tim e, even if it w ill never 
be viable in th e  long term . T his m ay m ean  p u ttin g  off or slowing 
down a privatization w here th e  new  ow ner w ould im m ediately  dis­
miss m uch of th e  workforce. T h a t frequen t side effect of privatization 
is borne m ore easily by society if the econom y is expanding, so th a t 
new  firm s can h ire  labor released by the  old firm s.

T h e  decision calls for special atten tion , sincere h u m an  considera­
tion, and circum spection in countries w here m uch of th e  population 
lives in  poverty. (Cuba certainly belongs to th a t category.) T here  has 
to be caution about closing down inefficient firm s and restructu ring  
th em  in ways th a t involve reducing th e  workforce. Such action should 
be carried out, if possible, at tim es w hen th e  econom ic grow th to 
accom m odate th e  laid-off workers can be expected in  th e  foreseeable 
fu tu re and after a safety n e t of social provisions has been installed to 
ease transitional difficulties. However, these social considerations m ust 
not be a p re tex t for postponing moves to  w ind  up inefficien t produc­
tion indefin itely . For long deferm ent w ill only hold  back production

10 T h e  reports of th e  EBRD  (2000 and 2001) and th e  W orld Bank (2002) are  rich in in for­
m ation  and in appraisals o f private-sector developm ent and privatization .
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growth— the one truly effective, perm anent way of elim inating poverty. 
P rivatization serves first of all to enhance economic efficiency. But th a t 
has political and ethical im plications, w hich m ay come into conflict 
w ith  th e  efficiency criteria.

M ention has been m ade of dispensing justice, of try ing  crim es per­
petra ted  u nder the  old regim e and punish ing  those who com m itted  
them . A nother side of justice is th e  question of com pensating those 
who suffered under the old system. Should they receive back the  prop­
erty  taken  from  th em  by the  C om m unist authorities, th a t is, should 
there  be restitution? Some post-socialist countries restored such prop­
erty  and others did so in part. (For instance, peasants, u n d er certain  
conditions, were given back their land and house-owners th e ir houses.) 
But restitution runs up against practical difficulties, if the  original assets 
have been altered  or m odernized, or had investm ent pu t into th em  
u nder the  socialist regim e, so th a t in th e ir p resen t m ateria l condition 
they  differ  from  the  assets confiscated. In  those cases, th ere  rem ains 
th e  possibility of financial indem nity , of the  state paying  financial 
com pensation for the  loss caused by the  confiscation.

T his presents a serious set of com plex problem s based on value 
judgm ents. Justice dictates th a t those harm ed by the  old regim e should 
be com pensated by the  new. But who should pay th e  com pensation? 
T he state? C ertainly, b u t th e  state has no m oney of its own. I t  spends 
the  m oney of today’s taxpayers. W hy should to d a y’s citizens, som e of 
th em  poor, pay out of th e ir slim  earnings the  price of grave injustices 
com m itted several decades ago? So th ere  are strong eth ical argum ents 
against com pensation as well.

I incline to th e  second eth ical stance, b u t I w ould like to leave the 
question open, sim ply indicating these aspects of th e  problem .

Do those w orking in a firm  have a special claim  on its ownership? 
Should th e  firm s h ith erto  in state ow nership not be transferred  to 
employee ownership instead? These questions introduce socialistic ideas 
into the  new  “capitalist environm ent.” T h e  idea is quite m uddled even 
w ith in  a socialist-oriented line of argum ent. T he change of political 
system  has occurred, and now it is tim e for ow nership reform . At this 
point, state-ow ned firm  A is doing well and m aking  good profits, 
w hile firm  B is suffering serious losses. T he h igh  profits a t A are not 
the  em ployees’ doing. T hey  are lucky to have inherited  up-to-date 
equ ipm ent and a product range th a t suits the  new  m arke t conditions. 
T he losses at B have not come about through the employees’ negligence.
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T he technical equ ipm ent is poor, and there  is no dem and  for the  pro­
ducts u n d er the  new  m arket conditions. O w nership of firm  A, th e re ­
fore, constitutes a gift from  the  nation to th e  f irm ’s em ployees, w hile 
the  em ployees at B w ill be tak ing  over serious burdens from  th e  state, 
if th ey  agree to  accept th em  at all.11 W h a t is th e  justification for 
rew ard ing  the  em ployees of firm  A and penalizing those of firm  B in 
th is way? It contradicts the  m ost elem entary  requ irem ents of justice.

P lans were draw n up in several post-socialist countries to d istribute 
ownership rights equally am ong all citizens.!11 12 13] T he proposal was heard 
first in Poland and applied first in th e  Czech R epublic as “voucher 
privatization. ” Every citizen could apply for a certificate (voucher) 
g ran ting  ow nership over specified state assets. T h e  sam e form  of p ri­
vatization was la te r applied w idely in Russia. T he ru les of th e  Czech 
and th e  Russian schemes w ere not identical, bu t th ey  m atched in 
basic economic, social, and ethical respects. Some o ther post-socialist 
countries applied the  sam e scheme, bu t less com prehensively th an  the 
Czech R epublic or Russia did.

T h e  undoubted  advantage of the  voucher approach is th a t it p ro ­
duces very rapid  privatization. T he property  sim ply has to be taken 
from  th e  state and divided am ong th e  citizens, who m ay buy shares 
w ith  th e ir  vouchers, deposit th em  in investm ent funds, or sell them . 
T he voucher system  was opposed by advocates of ano th er strategy: 
selling off state-ow ned firm s at a fair price, using special auction p ro ­
cedures, to those offering the  best term s for them .

Several kinds of argum ents were advanced (W orld  Bank 2002).!151 
V oucher-schem e advocates pointed m ain ly  to political considerations 
(Boycko, Shleifer, and Vishny 1995, 1994, and 1996; Shleifer and 
T reism an 2000). State ow nership had to be ended as soon as possible,

11 1 have underlined  th e  eth ical im plications here. T h e re  also arise th e  incentive problem s 
w ell know n from  th e  li te ra tu re  on “se lf-m an ag em en t” and  “w orker m a n a g e m e n t.” Can 
th e  w orkforce resis t th e  tem p ta tio n  to raise  its ow n wages? Can labor d isc ip line  be m a in ­
tained? See R oland (2000); F ila to tchev , W rig h t, and B leaney (1999); and  F ry d m an , G ray, 
and R apaczynski (1996).

12 [My arguments here on voucher privatization overlap with those put forward in Study 
4 (pp. 64-75). However, I have kept these few paragraphs in because cutting them would 
have broken off the line of argument in this study and altered the requisite proportions 
between its parts.]

13 [I m yself took an active part in th e  debate. I first expressed m y p o in t o f view  in The  
R oad to a Free E conom y  (K ornai 1990) and th en  in a study (K ornai 1991). I re tu rn ed  to th e  
debate  in th e  essay (K ornai 2000) th a t form s S tudy 4 of th is volum e.]
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thereby taking from  the  old economic elite their most powerful weapon 
and p reven ting  any restoration of the  old order. T his is a strong arg u ­
m ent, so long as the  danger of Com m unist restoration is a possibility. 
Discussing w hether the argum ent really stood up in the  Eastern Europe 
of the  m id-1990s or the  Soviet successor states m ig h t be in teresting, 
bu t it is peripheral to this study, w hich concerns th e  strategies of 
fu tu re post-socialist countries. I f  privatization takes place in a political 
env ironm ent th a t presents a danger of com m unist restoration, th en  a 
cogent argum en t exists for e lim inating  state ow nership rapidly, w hich 
should take priority  over o ther requirem ents. H ow ever, if dom estic 
pow er relations and factors beyond the country’s borders are strong 
enough to w ithstand any attem pt at restoration of a Com m unist regime, 
th is otherw ise w eighty  argum ent no longer applies.

I have already m entioned  a “m ania for speed.” Some people press 
for state ow nership to be dism antled  urgently , regardless of w hether 
there  is a danger of restoration. T hey  w ant to give priority  to  the 
requirem ent of establishing the bases of a capitalist m arket economy as 
soon as possible, w ith  privatization as the m ost im portan t factor. Since 
this concerns a choice of values, one set of values can be countered only 
by another. Critics of this line of argum ent, including me, have em pha­
sized th a t speed is not the most im portant objective; far m ore im por­
tan t objectives are the  durability  and operative efficiency of the  new 
system. T he m echanism  for choosing owners efficiently was discovered 
a very long tim e ago: the  m arket for property rights. T he property of 
the state has to be sold at a fair price. Those who buy it will be p re­
pared to pay because they  reckon they  can operate it economically and 
will do all they  can to ensure th a t they  succeed (M urrell and W ang 
1993; Poznanski 1993; Zinnes, Clifford, and Sachs 2001).14

O ther ethical argum ents have also arisen in these debates. T he ear­
lier ideological defense lawyers for state ownership would stress th a t the 
factory belonged to the people as a whole. Therefore, if it belongs to all 
of the people, every citizen is entitled to part of the state property when 
it is privatized. This egalitarian argum ent seems bizarre to m e w hen a 
capitalist system is being created. If  a state-owned firm  is sold at a fair 
price and the proceeds are returned to the state’s capital account, there

14 F rydm an, G ray, and Rapaczynski (1999) add a fu rth e r  im p o rtan t consideration: th e  d is­
tinction  betw een  insiders and outsiders as poten tial buyers of sta te-ow ned  assets. Sale to o u t­
siders has s ign ifican t advantages from  th e  poin t of view of th e  fu tu re  efficiency of th e  firm .
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has not actually been any change in the  wealth of th e  state, sim ply a 
change of form. L et us assume th a t the privatization proceeds are used 
to reduce the state’s foreign debt or for productive investm ent such as 
developm ent of the  infrastructure. In  th a t case, the w ealth of the state, 
far from being reduced, will hopefully continue in  a m ore efficient form. 
N othing has been “taken from the people.” In  fact, the m ore effective 
utilization of the  w ealth  of the state is to th e ir benefit.15

A requ irem en t for success in  reallocating property  righ ts is creation 
of a w orkable state of law. T h e  privatization process m ust be prece­
ded by a m in im u m  level of institu tional reform . T h is observation is 
supported by m any positive and negative experiences.

Transparency

Several m entions have been m ade of a f a i r  price, if th e  strategy of 
selling off state property is chosen. To pu t it m ore precisely, the  assets 
have to be sold u nder a proper contract on fa ir te rm s.16

H ere, unfortunate ly , I have to report negative experiences. T here 
seem to have been frequent cases of negligence, fraudulen t accounting, 
and w asteful expenditures by organizations charged w ith  effecting the 
sales of state assets, and the  process usually becam e tinged w ith  corrup­
tion. These situations then  deteriorated, because discovery and prosecu­
tion of the  corruption and negligence w ere rare, w hile each country 
resounded w ith  rum ors of fu rther, unconfirm ed abuses im possible to 
check. Perhaps some of the rum ors were unfounded and th e  problem s 
exaggerated. C ertain ly  a great deal of m ud, justified or unjustified, 
stuck to these h istoric changes in ow nership processes.

15 At th is point, it m ay be useful to explain how privatization actually  can be undertaken: 
(1) T h e re  are sm all firm s, w hich can be sold easily. T h is is called “sm all-scale p riva tiza­
tio n .” (2) L arger, sta te-ow ned  firm s should  be converted  in to  joint-stock com panies. T h e re  
is no need to sell th e  w hole com pany to a  single person. Shares can be sold in sm all t r a n ­
ches. (3) C red it and am ortization  schem es can be in troduced. A fter a sm all dow n paym ent, 
the re  can be a  rep ay m en t schedule ex ten d in g  over m an y  years. (4) T h e re  is no need to 
hurry. In a few  years, p riva te  w ealth  w ill accum ulate in th e  hands o f successful m anagers, 
sm all business people, and others, and they  w ill be able to  buy m ore shares. T h ese  four 
suggestions are  not m u tu a lly  exclusive; th ey  can be applied  side by side.

16 T h e  contract m ay  set not only th e  price, bu t o th er conditions for th e  buyer, concerning 
em ploym ent, technical reconstruction, investm ent, and cessation of en v iro n m en ta l dam age, 
for instance. I t  is an o th er m a tte r  th a t if  such costs are  placed on th e  new  ow ner, th is m ay 
justify reducing  th e  price to be paid for th e  assets.
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Everyone is uncerta in  at th is point. Does m ud-sling ing  inevitably  
accom pany such a huge transfer of wealth? Or can countries u n d er­
taking ownership reform  in the  future keep the process clean or at least 
contain the  corruption at a lower level?

T he defensive techniques are well known. W h at is needed is a body 
of legal regulation, expressed clearly, w ith no loopholes for those in ten t 
on enrich ing  them selves (w hile observing the le tte r of th e  law ) by 
m aking  off w ith  state assets u nder the  nose of the  treasury. T h e  p ro ­
cedures have to be as transparen t as possible. I f  one state agency is to 
be responsible for the  sales, there should be another, independent 
agency to m onitor th em  as closely as possible. L et the  m onitoring agen­
cy have access to every detail, and ways to veto transactions before it 
is too late. P arliam en t and the  press m ust also have access to th e  m on i­
to ring  process.

Price R eform  and Liberalization

One basic req u irem en t for a sm ooth-running  m arke t econom y is for 
prices to play th e ir  p art in  controlling supply and dem and. Am ong 
the  biggest problem s w ith  th e  socialist p lanned  economies w ere the  
gravely distorted re la tive prices of transactions.

Alm ost all economists agree on th e  direction in w hich th e  price 
system  has to go. T h e  need is for relative prices th a t reflect relative 
scarcity, to produce equilibrium  on the m arket. Additional debates have 
occurred on w h e th e r adjustm ents should be done in  one stage or sev­
eral and at w hat speed (EBRD 2000 and 2001).

Efficiency considerations alone suggest th a t a radical reform  is m ost 
expedient. All prices have to be freed from  controls and th e  m arket 
allowed to set equ ilib rium  prices. One natu ra l concom itant of radical 
price liberation  is im port liberalization. A free flow of foreign goods 
into th e  country w ill force down h igh  prices caused by low levels of 
dom estic production. And if the  country has been dependen t on im ­
ports of a p articu lar product and h itherto  kept th e  price of it a r tifi­
cially low, liberalization of prices and im ports will open th e  way for a 
rise in the  p roduct’s relative price. T his w ill p rom pt users to be m ore 
frugal w ith  th e  product.

R atio n al econom ic arg u m en ts suggest th e re  should  be rap id  and 
consisten t libera liza tion , and  these considerations canno t be re fu ted  
w ith in  th e ir  ow n logic. Y et so far, th e re  has no t been  one case of
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rap id  and  consisten t liberalization . Social forces resist, so th a t th e  
situ a tio n  becom es tho rough ly  politicized. M eanw hile  ideas and  val­
ues can be cited  in  p ro test aga inst it, th u s  value choices are involved 
as well.

If  the  prices of th e  m ost essential goods and services th a t feature 
large in  the  budgets of lower-incom e households rise, these people and 
th e ir political representatives will protest, w hich m ay, in  tu rn , dis­
suade the  governm ent from  m aking  the  requisite price adjustm ents. 
T he prices of various energy sources, for instance, w ere kept a rtifi­
cially low for such reasons in  several East European countries, and in 
some th ey  rem ain  so.

T h e  interests of some producer groups m ay, understandably , be 
biased. In  H ungary , for instance, an econom ically justified  rise in  p e t­
rol prices elicited protests by taxi drivers th a t escalated into a block­
ade of the  D anube bridges, splitting the  capital in two and paralyzing 
it, and forcing th e  governm ent to retreat. C om petition from  im ports 
and prices deem ed too low brough t repeated protests from  agricultural 
producers.

T here  is no clear rule for calculating an op tim um  speed for price 
reform . I t  depends on w hat decision-m akers see as m ore im portant: 
to im prove econom ic efficiency w ith  a ra tiona l system  of relative 
prices, or to m ain ta in  a peaceable society w ith  no causes for dissatis­
faction th a t m ig h t translate  into an ti-governm ent votes at th e  next 
general election. T he decision about the speed and sequencing of liber­
alization of prices and im ports has to be taken  in  re la tion  to p revai­
ling political and economic conditions. M y prelim inary  im pression from  
the  inform ation  available is th a t it w ould no t be wise to set a rapid  
pace, because th e  social and political prices of doing so w ould be too 
great. But le t m e repeat this is only a p re lim inary  im pression, no t a 
decisive, clear-cut recom m endation. A responsible position on this could 
only be taken  afte r thorough and up-to-date appraisal of a particu lar 
situation.

T h e  clash here  is betw een u ltim ate  values, no t just political forces. 
H ow  m uch w ill we listen to our m inds, w hich prescribe an ad just­
m en t of prices, and how m uch to our hearts, w hich em path ize w ith 
those whose m eager real incomes will shrink  fu rth e r as a resu lt of the  
reform? These sam e people were the m ain  economic victim s of the  old 
regim e, and now their penury is to be prolonged by the grave upheav­
als of th e  transition.
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R eform  o f  the W zlfare State

One p rom inen t feature of th e  socialist system  is com prehensive red is­
tribution. Citizens receive m edical care, education, and pensions by 
right, and child  care from  a netw ork of state-financed institu tions 
(such as k indergarten  and after-school centers).

Most socialist countries in w hich w elfare states develop are poor 
and backward. T h e  quality  of the  services is usually  low: poor h ea lth  
care, low pensions, and so on. But the law prescribes equal access. In  an 
earlier work of m ine, I christened this form ation a “prem ature welfare 
sta te .”

T he effects of a p rem atu re  w elfare state are inconsistent because 
the power of central decision-makers is increased and the  sovereignty of 
individuals decreased. T h e  state centralizes m uch of the  incom e, w hile 
those in  charge of its plans decide how m uch is spent on education, 
health , and th e  care of children and the  elderly. C entral p lan n in g  is 
not confined to  the  aggregate targets; it goes down to tin y  details as 
well. Decisions about the  services m entioned  are taken  no t by ind i­
viduals or families, bu t paternalistically, by the state. Such paternalism  
becomes custom ary, and m ost people adapt to it. T he generations born 
into th e  socialist system  cannot conceive of th ings being  otherw ise. 
T hey  expect and dem and th a t the state look afte r them . T his gives 
th em  a sense of security. T hey  feel th a t egalitarian  principles are 
being strongly applied in th is respect.17

Socialism’s provision of basic security, deriving from guaranteed state 
care and the application of egalitarian principles are popular w ith  m uch 
of the public. T h at is one reason why m any people support the socialist 
system, despite its grave violations of hum an rights, brutal repression, 
and the wretched state of the economies. M any other citizens experience 
m ixed feelings about a particular regime, despising and hating  certain 
attributes, w hile respecting others which they w ant to retain.

H ow  th e  an tip a th y  com pares w ith  th e  sym pathy and th e  hatred  
w ith  th e  desire to re ta in  elem ents of the  system  varies by country  and 
period. W hatever th e  case, th e  w elfare functions of th e  socialist state 
are the  ones th a t leave the  m ost appreciative collective m em ories after 
the  change of system.

17 T hey  are not applied consistently, as the  upper ranks of th e  nomenklatura  have privileges: 
special health-care facilities, easy university admission for their children, and so on.
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Even in  countries th a t never abandoned a m arket economy, based on 
private ownership or a democratic political system, and never followed 
the detour of building and then  dism antling a Com m unist system find 
that reform ing the welfare state is a bitter struggle. Mature, rich welfare 
states, not just “prem ature” ones, can no longer bear the fiscal burdens 
of the accustomed, institutionalized services. T he otherw ise welcome in ­
crease in  people’s life spans is shifting the age distribution of the  popu­
lation toward the old at the expense of the young, which steadily increases 
the  costs of the health  and pension systems. I t becomes im perative to 
place lim its on fu ture increases in such costs, but any move to do so 
m eets w ith protest. Think of the enraged public opposition in France and 
Germ any to reforms of the pension and health insurance systems and 
associated cuts in  state-financed services. If  these are the public reactions 
in rich countries, w hat can be expected in less developed countries, where 
the poorer strata are even more dependent on state assistance? If econom­
ic reformers put violent hands on paternalist facets of the socialist system, 
they increase the nostalgia for the old order. Reform of welfare-state 
activity needs handling w ith caution, if only out of political expediency 
and a desire for political stability and sympathy for the new system.

M any w elfare activities in some countries were perform ed by state- 
owned enterprises, not central or local organizations of the state. T he firm  
ran a k indergarten  and a doctor’s surgery, paid off the  pensions of its 
form er employees, and so on. In  China, it  was especially common, as 
state assets were shed, new ownership relations developed, and the prof­
it m otive strengthened, for firms simply to cease m eeting such welfare 
obligations. For example, a company kindergarten  would close, but the 
children would not be provided for in  a village or tow n kindergarten  
instead. Concerns for hum an welfare and political stability alike require 
th a t privatization should be coordinated w ith  the  transfer of such w el­
fare functions, partly  to central and local governm ent and partly to 
commercial, m arket-oriented organizations. No new gaps should arise 
in the  provision of welfare services.

I cannot offer a universal prescription for reform ing th e  welfare state 
inherited from  the  socialist system, not least because there are funda­
m ental value choices behind the possible m easures of reform , here per­
haps m ore th an  anyw here (Kornai and Eggleston 2001; W orld Bank 
1994; Culyer and Newhouse 2000). Let us agree to respect individual 

freedom  o f  choice. Individuals or families should be free to decide w hat 
health  and pension insurance they will subscribe to, and w hich kinder -
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garten, school, or university they will send their children to. T he m ore 
consistently (and exclusively) society seeks to apply the  principle of 
individual sovereignty, the m ore favor should be given to decentralized, 
m arket solutions in all the sectors m entioned. At the same tim e, most 
people have a sense of solidarity w ith those in a disadvantageous posi­
tion and not capable of paying out of their own pockets the costs they 
will incur if they  are in trouble— adequate medical insurance or a pen­
sion scheme, or university fees for their children. T he m ore consistently 
(and exclusively) society seeks to apply the principle of solidarity, the 
m ore favor should be given to state redistribution and the paternalist 
solution. Furtherm ore, economic theory confirms th a t the  m arket is fail­
ing in m any respects in several segm ents of the  sectors m entioned. 
D am aging cases of asym m etric inform ation and adverse selection 
appear, im peding the operation of the  m arket. This also becomes an 
argum ent for state intervention and redistribution.

T he contradictions between values and the  differences of interest 
am ong groups, strata, and generations of the public explain why great 
difficulties m ight be expected in the reform  of the welfare state. For m y 
part, I believe in  judicious compromise. Let there be egalitarian provi­
sion up to a certain level— basic health  care and education for all, and 
a m in im um  pension guaranteed for all old people. Beyond that, people 
should pay for w hat they  w ant and not expect the  state to foot the  bill. 
This line of th ink ing  suggests there should be parallel systems operat­
ing and augm enting each other: state pensions and private pensions, 
state-financed basic medical care and private m edical care, and so on.

A proposal th a t satisfies no one completely and requires concessions, 
insight, and tact from all m ay be ignored during vehem ent clashes be­
tw een ideologies and interests. In  all likelihood, the w arring forces will 
block each other’s efforts, and reform  will come to a standstill. This can 
be seen in several post-socialist countries. (It can also be seen in the 
developed world, for example, in the breakdown or halting  progress of 
health  care reform  in the United States.)

C o n c l u d i n g  R e m a r k s

I n  conclusion, I would like to touch briefly  on two questions.
First, in devising a program  of transition, w hat role is played by the 

fact th a t the  country concerned is extrem ely backward economically
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and m any  of its inhab itan ts are very poor? T his, of course, has to be 
considered fully  w hen  every single decision is taken. M any economic 
problems obviously present themselves differently in Cuba, for example, 
than  they did during the  post-Com munist transform ations of a relative­
ly developed East G erm any and Czechoslovakia. T h a t was w hat I had 
in m ind in  drawing attention in  this study prim arily to issues not close­
ly tied  to level of economic developm ent. Readers can convince th em ­
selves of th is by leafing back. T h e  peaceful or v io len t n a tu re  of the  
transition, the  problem  of justice, the forms of privatization, and so on 
are connected in  th e  m ain  w ith  political and eth ical positions. I have 
pointed repeatedly  to th e  trade-offs of th e  transition , th e  dilem m as 
and com plex problem s th a t oppose effective in troduction of some m ea­
sure of reform , and the  possible social and political consequences of 
in troducing  them . In  w eighing th e  latter, it has to be considered th a t 
the  consequences are borne by people who have suffered m uch already, 
not only political oppression, b u t m ateria l poverty as well. D ecision­
m akers have to th in k  twice about the  burdens they  personally can bear 
today for th e  sake of a be tte r tom orrow.

M y second rem ark  concerns th e  role of advisers. I had  studied the 
position of Cuba earlier, and I tried  to gain m ore in form ation  as I set 
about w riting  th is piece. Yet I have in ten tionally  re frained  from  pro­
nouncing on C uba’s specific problem s or giving practical advice on 
w hat Cuba should do if post-socialist transition  comes on th e  agenda. 
W h a t should th en  be done? Those th ings are up  to th e  Cubans th em ­
selves. Only th ey  have the  knowledge required; they  m ust take respon­
sibility  for th e ir  decisions and live w ith  the  consequences of them .

I saw and heard  from  “ inside,” as a citizen of a post-socialist coun­
try, w ha t dom estic experts though t of foreign advisers w ith  superficial 
knowledge of conditions in the  country, confidently stating w hat should 
be done, based on experience elsew here. T he repellen t in tellectual 
arrogance of such advisers m eans th e ir advice is usually  ignored.

I have visited m any post-socialist countries, b u t I  have refrained  
from “advising,” even if asked to do so. I have confined m yself to talk­
ing frankly of our experiences in Hungary, and above all, of the dilem ­
mas, conflicting group interests, political considerations, and value 
choices encountered.

I have tried to do the same in this paper. I should like those devis­
ing a working plan for post-socialist transition in Cuba to take a hard 
look at certain problem s and th ink  them  over in a profound way. I hope
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they  will not be fooled by false prophets or advocates of extrem e ideas. 
L et th e  designers of the  transform ation  insist on confronting th e  arg u ­
m ents on each side and w eighing the pros and cons. L et th em  evaluate 
thoroughly  th e  social and political consequences of each new  reg u la­
tion or reform . And to add a hope tha t lies behind every section of this 
paper, le t th em  face th e  eth ical im plications and ask: W h a t values 
will be prom oted or dam aged by this regulation or m easure of reform?

I w ould hope th is paper has achieved th is m odest purpose. I do not 
w ant to suppress the  b itte r reflection th a t leaders of one na tion ’s po liti­
cal life show little  inclination to learn  from  o ther nations’ experiences. 
T hey  tend  tow ard the  sam e, avoidable m istakes th a t p lagued others. 
I sincerely hope th a t w ill not happen in Cuba, for th ere  is an am ple 
stock of previous experience, well w orth learn ing  from.
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a In Kornai (1992b), the order of the countries followed the date of their shift away 
from capitalism (e.g., date of Communist takeover).
^ Source: CIA (2002). Population data show the last official census in each country. 
c Freedom House (2006a), (2006b).

Freedom House uses two types of rating, our table represents both. One of the 
ratings (see Freedom House 2006a) uses three categories: “Free,” “Partly Free,” “Not 
Free”; this is reported in the first place. The other rating (see Freedom House 2006b) 
applies five categories: “Consolidated Democracy” (CD), “Semi-Consolidated Democ­
racy” (SCD), “Transitional Government or Hybrid Regime” (TG/HR), “Semi- 
Consolidated Authoritarian Regime” (SCA), and “Consolidated Authoritarian Regime” 
(CA). This can be seen in the brackets.
^  Share of private sector in GDP (%): This classification is primarily based on the 
d a ta  in  E B R D  2005. N otations:
L arg e  =  60—100%
M e d iu m  =  30—59%
S m all =  less th a n  29%
— = Missing from the analysis, not classified 
e 1998 data (37%). Source: Yang (1999).

f  The former German Democratic Republic became part of the unified Federal 
Republic of Germany.
8  2000 data. Source: Federal Statistical Office of Germany (2003).
^ 2000 data (35.7%). Source: Statistical Office of Vietnam (2002).
1 Population in 1986. Source: Table 1 in Kornai (1992b).
7 Since N o rth  an d  S o u th  Y em en  u n ite d  in  1990, th is  c lassifica tion  corresponds to 
th e  n ew  u n ite d  Y e m e n ’s po litica l stru c tu re .
^ Source: W o rld  B ank  (2003).
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I n t r o d u c t i o n

T h is  study applies the concept of a paradigm , as th e  title  m akes clear. 
T he concept was introduced into the  philosophy of science in  a classic 
work by K uhn ([1962] 1970). Kuhn did not offer a clear definition of 
the concept, w hich has itself been the  subject of m uch debate.

As I was preparing for th is study, I reread several works on th e  p h i­
losophy of science, and in particular on th e  m ethodology of economics. 
I t was a rem arkable reading experience, w hich w arned  m e, if no th ing  
else, to be cautious. For there  is no trace of consensus am ong authors, 
even on how  to in te rp re t th e  basic concepts. T here  is an exasperated 
debate tak ing  place. T h e  alternative schools of th o u g h t on th e  philos­
ophy and history of science disagree because of deep-rooted epistem o­
logical differences am ong th e ir adherents. T he resu lt is a m inefield  
th a t I w ould p refer to avoid.

However, it prom pts m e to start m y line of argum ent by clarifying 
th e  concepts, to avoid eventual m isunderstandings. I do no t w ish to 
contribute to the  discussion of how far Popper, Kuhn, Lakatos, or others 
were rig h t in  th e ir  analysis of the history of science. I t w ill suffice 
for a proper discussion if I say w hat sense I a ttach  to th e  w ord “p ara ­
d igm ” in this paper. In  the sense used here, scholars can be said to use

[I delivered  th is paper as a lecture at th e  conference “ P arad igm s of Social C h an g e” 
organized by th e  B erlin-B randenburgische A kadem ie der W issenschaften  in  B erlin  on 
Septem ber 3 -5 , 1998. I w ould like to express thanks for th e  valuable com m ents m ade a t the  
conference by A ndreas Ryll and H e lm u t W iesen thal, and those received from  Agnes 
Benedict, B ernard Chavance, Zsuzsa D aniel, and T .N . Srinivasan. I am  g ra tefu l to Ju lian n a  
P arti for her he lp  in ed iting  th is paper.]
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the  sam e parad igm  in th e ir research and teaching  if th ey  show the  
follow ing com m on attributes:

1. T hey  work to solve the sam e or closely related puzzles. T hey  view 
social reality  from  the  same, or alm ost the sam e angle. T hey  set out to 
illum inate the  same, or almost the same range of phenom ena, and are 
ready to abstract away the sam e or alm ost th e  sam e phenom ena or 
leave th em  obscure. Those who work w ith in  a com m on paradigm  have 
the same, or a closely related outlook, view point and approach.

2. T hey  use conceptual frameworks th a t are the same or closely akin. 
(Alternatively, it is relatively easy to compile a word list th a t translates 
th e  c o n c e p tu a l a p p a ra tu s  o f  o n e  a u th o r  in to  t h a t  o f a n o th e r .)

3. T h e y  u se  th e  s a m e  o r  a s im ila r  m e th o d o lo g y  fo r  o b se rv in g , p r o ­
c e ss in g  e x p e r ie n c e  a n d  d ra w in g  co n c lu sio n s; th e y  s u p p o r t  th e i r  s ta te ­
m e n ts  b y  th e  s a m e  o r  s im ila r  m e th o d s .

I do no t specify m ore com m on attributes th an  that. In  o ther words, 
I do not expect “partners in  p arad igm ” to sta rt from  th e  sam e axioms 
or arrive at the  sam e m ain  conclusions.1 T he m ost im p o rtan t com m u­
nity  of attribu tes is th e  one sum m arized u n d er po int 1: I ascribe a 
com m on parad igm  to those who are draw n to th e  sam e problem  and 
seek to approach it in a sim ilar way. To th a t ex ten t they  are w orking 
to a com m on research program .1 2

T h e concept of a parad igm  described in  th e  th ree  points does not 
correspond accurately w ith  the  defin ition  given by Kuhn, th e  au thor 
of the  concept. However, it is quite close to w hat in tellectuals less 
conversant w ith  th e  philosophy of science m ean  by a parad igm  today.

M any people doubt w hether K uhn’s dynam ic schem e (norm al sci­
ence w ith in  a paradigm , th en  a scientific revolution, th en  th e  triu m p h  
of a new  parad igm ) has general valid ity  in  the  h istory  of th e  na tu ra l 
sciences. T he K uhn schem e is certain ly  not characteristic of th e  h is­
tory  of th e  social sciences.3

1 T h e  “research p ro g ram ” concept devised by Lakatos (1971) is w idespread, and according 
to m any  authors, richer, fuller, and m ore accurate th an  K uhn’s concept of a paradigm . T he 
th ree  poin ts just m ade also appear in L akatos’s concept, a lthough  he  stipu lates o th er com m on 
attribu tes as well. All those w ho work w ith in  a  “research p ro g ram ” in L akatos’s sense sub ­
scribe to th e  sam e “core th eo ry ” and are prepared to m ake th e  sam e aux iliary  assum ptions.

2 H ere  I in ten tionally  use th e  expression research program  in its o rd inary  sense, no t in the  
specific sense in w hich  L akatos defines it.

3 T h is  is convincingly show n in a study by Blaug (1986), in re lation  to th e  developm ent 
of economics.
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U sing the  expression paradigm  in th e  less restric ted  sense I have 
given, it is obviously possible for alternative paradigm s to live side by 
side in the  social sciences, playing a constructive, progressive role.

I do not w an t to advocate a kind of unprincip led  “peaceful coexis­
ten ce” here. T he history  of the social sciences also contains instances 
w here a parad igm  has succum bed irrevocably to another, m ore viable 
approach. I f  th e  advocates of two, otherw ise clearly distinguishable 
paradigm s are concerned w ith  sim ilar puzzles, rivalry  develops be­
tw een them . Nonetheless, m y m ain  purpose is not to prove th a t the 
paradigm  presented here is superior to some o ther paradigm , bu t to 
show th a t it is different, and th a t the  difference is justified. I t  is d if­
feren t because it sets out to solve d ifferen t puzzles, by partly  sim ilar 
and partly  d ifferen t m ethods from  those of the  o ther w idespread 
coeval paradigm s.

A S y s t e m  P a r a d i g m ,  N o t  a T r a n s f o r m a t i o n a l  
P a r a d i g m

T h e  organizers of the  Berlin conference asked m e to speak on the 
“transfo rm ational parad igm .” W hat is to be understood by this? 
Tw enty-five countries th a t had com m unist regim es have set ou t on a 
path  of transform ation. T he two words “transition” and “transfo rm a­
tio n ” have been spoken and w ritten  countless tim es by politicians, 
journalists and scholars since 1989—90. Nonetheless, w hen I began  to 
work on th e  paper, I saw increasingly clearly th a t th e  te rm  “transfo r­
m ational p a rad ig m ” is misconceived.

It seems to be m ore expedient to ta lk  of a “system  parad igm .” 
R ather th an  describing this concept in advance, I will leave it to reveal 
itself step by step. I t  w ill em erge th a t the  transform ation , along w ith  
the transition from  one system to another, is one am ong several subjects 
th a t constantly  occupy the  advocates of th e  system  paradigm . I t  would 
not be rig h t to nam e a m ore com prehensive parad igm  afte r one of its 
com ponent topics.

Even if K uhn’s original concept of th e  m onopoly of the  prevailing  
parad igm  is laid  aside, th ere  is no ignoring his view th a t a parad igm  
constitutes a long-lasting  com m on way of th ink ing  by a scientific com ­
m unity . Succeeding generations learn  the  previously developed para­
digm  in th e ir  textbooks. T his is a criterion th a t th e  system  paradigm
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m eets. I t  looks back on a long history and it provides a certain  com ­
m u n ity  of researchers w ith  the  in tellectual guidance th a t K uhnian 
paradigm s have usually  provided.4

A  B r i e f  I n t e l l e c t u a l  H i s t o r y

X h e re  is only space here to outline th e  developm ent of the  system 
paradigm , w ithout aim ing at completeness. T he system  paradigm , 
unlike m any  o ther paradigm s in the  na tu ra l or social sciences, cannot 
be linked w ith  a single great nam e, a great innovative figure who 
fom ented a scientific revolution. I t  developed in  a series of works, over 
a long period. L et m e cite here the  theories th a t display m ost expres­
sively th e  specific attribu tes of th e  system  parad igm  th a t distinguish 
it from  o ther paradigm s.

T h e  first nam e to m ention m ust be M arx. T here  were certainly 
others before h im  who thought in term s of systems, b u t it was M arx 
whose work, above all Capital ([1867-94] 1974), m ade a lasting im pres­
sion on people’s way of th ink ing  by creating the  capitalist—socialist pair 
of concepts. H e contrasted two formations: an existing one and a utopia 
th a t he considered desirable. H e can be considered the  pioneer of the 
system paradigm  because he did not confine h im self to exam ining a 
certain sphere of capitalism  (the political sphere or the  economic, or the 
social, or th e  ideological). H e viewed all these spheres altogether and 
analyzed the  interactions between them . Ever since, th e  influences th a t 
these spheres have upon each other, and the m ain directions of causal­
ity betw een them , have been am ong the m ain subjects pursued by 
researchers who th ink  in term s of the system paradigm . M arx took a 
systemic view by not confining him self to exam ining some institution 
of capitalism  or other, bu t looking at the sum  of its institutions— not 
at one part or the  other, but at the system as a whole.

H ere I w ill leave open th e  question of w he ther M arx’s answers to 
th e  questions he  addressed were the  rig h t ones. According to th e  defi­
n ition  used in this paper, the  questions to w hich answers are sought, 
the  puzzles to be solved, form  th e  m ain  a ttribu te  of paradigm . M arx

4 E ven if “ transfo rm ational p a rad ig m ” could be defined, it w ould still no t m ee t th e  
criterion  o f du rab ility . F or one th ing , th e  period of transfo rm ation  th a t  began w ith  th e  
collapse of th e  co m m unist system  only started  a few years ago.
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asked m any  questions th a t researchers w orking w ith in  th e  system  
paradigm  have sought to answer ever since. An outstanding exam ple is 
The Communist M anifesto  (M arx and Engels [1848] 1969), w hich posed 
the dram atic  question of how the  change of system , th a t is the  tran s­
form ation of society, took place during  th e  transition  from  a pre-capi­
talist form ation to a capitalist form ation.

Some people m ay be surprised if th e  nam es th a t follow M arx in 
m y brief account of in tellectual theory  are those of M ises (1981) and 
H ayek (1935a and  1944). T he enraged opponent of capitalism  and 
prophet of socialism is followed by two enthusiastic advocates of capi­
talism  and com m itted  antagonists of socialism. I am  ta lk ing  here  not 
about physicists or chemists, b u t about social scientists, whose views 
of th e  w orld are based on values and political preferences. A lthough 
M arx on the  one han d  and Mises and H ayek on the  o ther stand  on 
opposite sides of the  political spectrum , they  share th e  com m on con­
viction th a t a comparison of capitalism  and socialism is w orth analysis 
and research. T h e ir way of th ink ing  bears com m on parad igm atic  ele­
m ents. T hey  exam ine social relations and h um an  interactions. T hey  
find the  circum stances th a t induce certain  groups of people to behave 
in a certain  w ay im portant. In  th a t and m any  o ther respects, th ey  are 
am ong the  creators of the  system  paradigm .

It is not forgetfulness on m y part th a t I have yet to m ention  H ayek’s 
opponent in debate, Oscar Lange. W ith  due respect to L ange’s theoret­
ical achievem ents, I have to say th a t his fam ous study on socialism 
(Lange 1936—1937) is no t am ong the  works inspired by th e  system  
paradigm . I t is a w ork of sterile economics. L ange disregards th e  ques­
tion of w hat kind of political m echanism  should be associated w ith  
the  economic m echanism  he describes. H e does no t deal w ith  how  the 
head of th e  public com pany he creates would behave, or w ha t real 
social conditions w ould m otivate people to act according to the  “ru les” 
th a t the  L ange m odel prescribes on paper. Mises and H ayek do not 
sidestep the  fundam entally  im portan t fact th a t politics and th e  econ­
om y are tig h tly  connected. Incentives, com m unication, th e  collection 
and processing of inform ation: questions such as these are in  th e  fore­
ground of th e ir argum entation. T he ideas of Mises and H ayek are 
outstanding  representations of the  system  paradigm , w hile those of 
L ange’s study are ra th e r alien to it.

An im portan t part in  shaping th e  system  parad igm  was played by 
Karl Polányi. H e takes us back to the  left w ing of th e  political stage,
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for a lthough  Polányi does not deny th e  m erits of th e  m arket, he is 
strongly critical of it as a m echanism . H is idea th a t th e  econom y 
could be coordinated by various alternative m echanism s becam e an im ­
portan t e lem ent in the  system  paradigm . Besides th e  m arket, he  pays 
special heed to coordination m echanism s controlled by th e  principles 
of reciprocity and redistribution. T he title  of one of his m ain  works, 
The Great Transformation  (Polányi [1944] 1962), im plies th a t the 
changes after th e  collapse of the  com m unist system  w ere not th e  first 
such system ic changes. T he m arket itself is a historical product sub­
ject to constant transform ation.

A nother great architect of the  system paradigm  was Schum peter, 
especially his Capitalism, Socialism, and Democracy (Schum peter [1942] 
1976). Again the title itself is illum inating. Schum peter wants to under­
stand both systems in  their entirety, including their political, sociologi­
cal, economic, and ideological aspects. T he book poses the  characteristic 
puzzles of the system paradigm, enquiring, for instance, w hat provides the 
cohesiveness of a system, and w hat starts off the erosion of it.

Schum peter underlined  the  need for synthesis of th e  various dis­
ciplines dealing w ith  society, above all economics, sociology, political 
science, and history. H e argued for efforts to be m ade to develop a u n i­
versal social science.5

T h e  m ain  a ttribu tes of the  system  parad igm  are clearly discernable 
in the work of W alter Eucken.6 T he concept of Ordnung  (order) th a t he 
uses largely corresponds to w hat this study refers to as a “system ”— prin­
cipally the  legal and institu tional fram ew ork for econom ic activity. 
H e distinguishes two m ain pure types— the centrally governed economy 
and the laissez-faire economy— and devotes special a ttention to m iddle­
way solutions. Eucken is averse to the  te rm  “capitalism ,” w hich he 
sees as having  been discredited by the  M arxists. L ike it or not, how ­
ever, th is  does no t exclude Eucken from  th e  com pany of advocates of

5 Shionoya (1995) gives an excellent sum m ary of how th is idea runs th rough  all Schum peter’s 
w ritings, especially his works on theoretical history and m ethodology.

 ̂Eucken’s theory of “economic order” is sum m ed up in Eucken (1940), and in its m ost m ature 
form  in Eucken ([1952] 1975). T h e  form er has been translated  into English (Eucken [1940] 
1950), bu t not th e  latter. Incidentally , it is unfortunate  th a t th e  ideas of th is very im portan t 
European scholar should have gained little  currency in th e  Anglo-Saxon social sciences.

A lthough I had studied Eucken’s work earlier, I too forgot h im  w hen I was w riting  th e  first 
version of th is study— influenced, perhaps by th e  selective quoting  rou tine  of th e  Anglo-Saxon 
literature. I am  grateful to Professor Andreas Ryll for draw ing m y atten tion  to this omission.
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the  system  paradigm . H is term inology can easily be transla ted  into 
the  d ifferen t vocabulary used by his “parad igm  partners.”

Eucken was certainly inspired by direct experience of H itle r’s 
G erm any and post-w ar G erm any and by outside study of the  C om m u­
nist world to recognize how transform ation of the political sphere effects 
changes in the  economic order.

I have talked  so far about the  great pioneers of th e  system  para­
digm . However, according to Kuhn, it is also part of a parad igm ’s func­
tion to perm eate th e  everyday activity of the  research com m unity  th a t 
believes in it, allow ing th e  norm al science of a discipline or sub-disci­
pline to be built upon it. K uhn sees the paradigm  as a m eans of control, 
of applying intellectual discipline. So discussion of any paradigm  has to 
involve not only the  generals, bu t the  officers, sergeants, and ordinary 
soldiers who observe the  sam e in tellectual discipline. K uhn also points 
out how  the  parad igm  of norm al science m anifests itself in  daily  u n i­
versity teaching and textbooks. I t is a proof of the existence of the  sys­
tem  paradigm  th a t its spirit appears in m any textbooks on comparative 
subjects— com parative economics, sociology, and political science.7

However, there is no course at any university and no textbook that 
m ight be called comparative social science, using this term  according to the 
Schumpeterian interpretation. Lecturers or authors m ay possess a thor­
ough, comprehensive knowledge and interest in neighboring disciplines to 
their own, but they have to make concessions to the departmentalization 
of the academic world. To that extent it is doubtful whether it is right to 
talk, in Kuhn’s original sense, of normal science being pursued under the 
paradigm, since one of its characteristics— the interdisciplinary nature of the 
social sciences— has failed to gain full acceptance in academic education.

T h e  situation  is m ore prom ising if we look not at th e  state of edu ­
cation bu t at th e  academ ic in teraction betw een researchers. Political 
scientists, econom ists and sociologists are w orking together m ore often 
as co-authors or as m em bers of com m on research teams. T hey  also hold 
joint conferences in certain  topics.8 9’ M

7 L et m e m ention  as exam ples two textbooks on com parative economics published recently, 
w hich also cover problem s of the  post-socialist transition: Carson (1997) and Chavance (1994).

8 A good exam ple is presented by th e  conference organized by th e  French econom ist Bernard 
Chavance in Paris in 1998, designed to dem onstrate th a t there  is a broader group of scholars 
w ho work w ith in  th e  system  paradigm . This was clearly expressed in th e  title  of th e  confer­
ence: “Evolution and transform ation of economic systems: socialism and capitalism  com pared.”

9 [To th e  issue of interdisciplinary connections 1 retu rn  in the  Appendix of the  present study.]
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L et m e conclude th is rev iew  of in te llec tu a l h isto ry  by re ferrin g  
to m y own work, w hich I sum m ed up in  The Socialist System  (Kornai 
1992b).10 11 T h ere  I set m yself th e  task  of synthesizing  th e  system  
parad igm . I did no t try  to p resen t th e  parad igm  itse lf in  a “d is tilled ” 
form, i.e. in  th e  language of th e  philosophy of science. Instead I w rote 
in  th e  sp irit of th e  system  parad igm  about an  existing, h istorical for­
m ation , th e  socialist system  th a t had developed historically  u nder 
th e  ru le  of th e  C om m unist parties. I described its b irth , its m atu re  
form , and its erosion lead ing  to self-destruction. I f  any readers of 
th is paper w ould like to see in  m ore detail w h a t I m ean  by th e  sys­
tem  parad igm  or its application, th ey  can derive th e  idea from  read ­
ing  th a t book.I1']

T h e  M a i n  A t t r i b u t e s  o f  t h e  S y s t e m  P a r a d i g m

A fte r  th a t review  of in tellectual history, let m e try  to sum  up the 
m ain  attribu tes of the  system  paradigm .

1. Researchers who th in k  in term s of th e  system  parad igm  are con­
cerned w ith  th e  system  as a whole, and w ith  th e  re la tions betw een 
the  w hole and its parts. Narrow, partia l analysis m ay be an im portan t 
in strum en t of exploration, still it falls outside th is angle of view.

2. T he system  paradigm  cannot be confined w ith in  any traditional 
partia l discipline (such as economics, sociology or political science). 
I t  has to be seen as a school of com prehensive, general social science. 
I t pays particu lar atten tion  to the  in teraction th a t takes place betw een 
the various spheres of the functioning of society (politics, the  economy, 
culture, ideology).

Each of th e  scholars m en tioned  in th e  last section as p ioneers had 
an  orig inal profession; they  w ere exponents of one of th e  m ain  dis­
ciplines. Polányi was an  anthropologist; th e  o thers w ere econom ists. 
However, th e ir work goes far beyond th e  boundaries of th e ir original 
discipline. Each was an  econom ist, a sociologist, a po litical scientist,

10 I firs t a ttem p ted  to apply  th e  system  parad igm  in  m y book A n ti-E q u ilib r iu m  (K ornai 
1971), b u t in a polem ic m an n er and in m any  ways in  a raw  or h a lf-m a tu re  form .

11 [I w ould like here, n ear th e  end of th e  book, to add one m ore rem ark  to  w h a t I have 
said so far: all eight studies have been w ritte n  in th e  sp irit o f th e  system  parad igm . As I u n ­
derlined  in  th e  In troduction , th a t is precisely th e  s trand  th a t  ties th e  stud ies in th is volum e 
together.]
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a h isto rian  and a ph ilosopher all a t once. In  o th er words th ey  w ere 
social scientists. T h is  com prehensiveness in  th e ir  th in k in g  was n o t a 
k ind  of inciden ta l adventurism , or gained on fly ing  visits to n e ig h ­
boring university  departm ents. I t was a decisive e lem en t in th e ir  way 
of th ink ing .

3. T h e  a tten tio n  of researchers guided by th e  system  p arad ig m  is 
not focused on economic, political or cu ltura l events and processes as 
such, bu t on th e  m ore perm anen t institu tions w ith in  w hich  these 
events and processes occur, and w hich largely determ ine th e ir course.12 
Special a tten tio n  m ust be paid to th e  d istinction  betw een  institu tions 
w hich em erged  historically , in  th e  course of an  evo lu tionary  process, 
and o ther in stitu tions w hich  are ad hoc constructions of a b u re au ­
cratic decision. T h e  concept of an institution  has to be in terp re ted  very 
broadly  in  th is  context. I t  includes, for instance, th e  p rev ailin g  legal 
order in  th e  system  concerned, its m oral norm s, th e  d is trib u tio n  of 
property  righ ts and positions of power, th e  incentives w ork ing  on the  
actors in  society, and the  inform ation structure. T h e  paradigm  attaches 
special im portance to w hether attribu tes of th e  operation of a society 
are system -specific, or w h e th e r th ey  are traceab le  to circum stances 
o ther th an  th e  system  itself (e.g. th e  personality  of th e  lead ing  po liti­
cian, th e  day-to-day political or econom ic situation , or th e  co u n try ’s 
geographical location).

4. T h e  system  parad igm  requires the  understand ing  of th e  strong 
connection betw een an existing h um an  organization and th e  historical 
process, w hich generated th a t organization. In  o ther words, a researcher 
inspired by th e  parad igm  m ust search for an explanatory  theory  in 
historical term s. A strong linkage is sought betw een various disciplines 
of social science and h istory .13 * 15

5. According to th e  system  paradigm , individual preferences are 
largely products of the  system  itself. If  the  system  changes, so do the  
preferences. M any of those whose work has been m entioned in the  h is­
torical review are liberal in their political outlook, speaking out in  de­
fense of individual freedom s and advocating broad scope for individ-

12 T h e re  is substan tia l overlapp ing  and m any  points of contact betw een  th is a ttr ib u te  and
th e  parad igm  of “ in stitu tional econom ics” (see N orth  1990). H ow ever, I do no t w an t to b lu r
th e  distinction  betw een  th e  tw o, as th e  system  parad igm  and in stitu tional econom ics d iffer 
strongly  in o th er respects.

15 K eeping in m in d  th is linkage, perhaps it would be fair to include M ax W eber in the  
list o f g rea t theorists w ho paved th e  w ay for th e  system  paradigm .
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ual choice. H ow ever, th is is com patible w ith  scientific exam ination  of 
how far and in  w hat way social circum stances influence individual 
preferences.

6. All paradigm s dealing w ith  society em ploy static m odels as one 
of th e ir  instrum ents, if only because of m ethodological difficulties. No 
scholar is unaw are th a t every th ing  in society is constantly  changing. 
W hat d istinguishes th e  th in k in g  of those w orking w ith in  th e  system  
paradigm  from  th a t of th e ir colleagues outside it is th a t th e ir interest 
lies in  th e  big  changes, the  great transform ations. For instance, they  
enquire into w ha t processes of decay are going on w ith in  a system, so 
th a t it w ill come to an end and give way to ano ther system. T hey  ask 
how th ere  occurs a transition  from  one system  to an o th er system, or 
from  one typical version of a g reat system  to another.

7. Researchers guided by the  system  parad igm  recognize th a t all 
systems have shortcom ings or dysfunctions specific to them . M arx 
ascribes th e  various drawbacks of capitalism  to the  system , not to the 
cruelty  of th e  m ill owner. According to th e  in terp re ta tion  of Mises 
and H ayek, it is not th e  b ru ta lity  or paranoia of th e  socialist dictator, 
or the  incom petence of planners, th a t causes the  problem s w ith  social­
ism. Polányi argues th a t failures in the  operation of th e  m arke t derive 
from  th e  n a tu re  of th e  m arket itself. C ertain ly  M arx, Mises, Hayek, 
and Polányi find  it easier to identify  the  problem s in th e  system  they  
are averse to th an  in the  one they  prefer. Schum peter is the  m ost 
im partial am ong these scholars, noticing w hat causes bureaucratic 
features to appear in  capitalism , the  system  he prefers.

W hatever the  m otivation of researchers, they  will find, if they  th ink  
in term s of th e  system  paradigm , th a t the  challenge lies in studying 
the  in trinsic  dysfunctional features of th e  system  considered. No sys­
tem  is perfect. Every system  possesses harm fu l attribu tes th a t can only 
be alleviated, not elim inated, because th e  propensity for th em  to repro­
duce is deeply im bedded in the  system.

8. Every parad igm  has a m ethod  of approach, a m ethodology cha­
racteristic of it. One of th e  m ost obviously characteristic m ethods of 
the  system paradigm  is comparison. I t explains an attribu te of a system 
by com paring it w ith  a corresponding a ttribu te  of an o th er system, 
analyzing the  sim ilarities and differences betw een them . T his com par­
ison is m ostly qualitative, although some attributes are easily measured, 
w hich offers a chance to m ake quantitative com parisons based on sta­
tistical observations.
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I t  is not characteristic of th e  system paradigm  for theoretical ana l­
ysis to rely  on m athem atica l m odels.14 I t  w ould requ ire  a separate 
exam ination to say w hy not. T here are certainly several factors, of which 
I would like to pick out the one that I find most im portant. M athem at­
ical economics and other social-science researches th a t apply m a th e ­
m atical m ethods operate at a h igh  level of abstraction. T hey  are forced 
to analyze a narrow  slice of reality, as th a t is the only w ay to construct 
a m odel suitable for m athem atical analysis. One of th e  foundations of 
the system paradigm  is to grasp reality, so far as possible, in  its en tire­
ty, no t just a th in  slice of it. So it is p repared to m ake heavy  conces­
sions in rigor and exactitude. Its m ethodology is “softer” th an  th a t of 
a “sem i-h ard ” (or ostensibly hard) economic paradigm . On the  o ther 
hand, it is prepared  to face puzzles the  la tte r avoids. M ore w ill be said 
about this later.

P o s t - S o c i a l i s t  T r a n s f o  r m a t i o n :
T h e  G r e a t  C h a l l e n g e

T h e  great transform ation taking place before us at enorm ous speed 
provides an  exceptional opportun ity  to test the  system  parad igm  and 
develop it fu rth er. A series of countries has v irtua lly  jum ped  from  
one system  to th e  other. Looking at th e  w orld as a w hole, th e  tran s i­
tion  from  pre-capitalist form ations to full-blow n capitalism  took cen­
turies. M erciless violence was used by those d irec ting  th e  first m an i­
festation of th e  socialist system, th e  classical S ta lin ist system , and 
even so, th e  tran sitio n  lasted about 15 years. Now, on th e  w ay back 
to capitalism, less th an  a decade has gone by, and yet the  most advanced 
of th e  E ast E uropean  countries— the Czech R epublic, H ungary , and 
Poland— have largely  undergone th e  transition , after “velvet” revolu­
tions devoid of bloodshed or violence.

T h e  actual process of historical change vindicates those who fore­
cast th a t th ere  w ould be a transition  from  the  socialist system  to the 
capitalist system. A lthough the  transition has not been uniform ly  rapid,

14 T h ere  are a few exceptions. For instance, th e  system  paradigm  inspired a study w ritten  
by an o u tstand ing  rep resen ta tive  of m athem atica l economics, th e  N obel lau reate  T ja llin g  
Koopm ans, and a w ell-know n figu re  in com parative economics, M ichael M ontias (K oopm ans 
and M ontias 1971).
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w ith  standstills and reverses in  a good m any  countries, few people 
now doubt th a t th e  direction of the  transform ation  is tow ards a capi­
ta list system.

Social scientists ten d  to envy th e ir  n a tu ra l-sc ien tis t colleagues for 
being  able to conduct laboratory  experim ents. In  th is  case, h istory  
presented us w ith  a veritab le  laboratory. I t is too early  to  say w he ther 
we have m ade or are m ak ing  good use of th is  opportun ity . A p a ra ­
digm  has to  pass exam inations in  several subjects to prove it is w ork ­
able. T h e re  w ill be discussion in  th e  final section of one of th e  basic 
subjects— its powers of prediction. L et us look here at two other, close­
ly in te rre la ted  subjects. H ow  has th e  system  p arad ig m  passed th e  
test in  exp lanato ry  pow er and  in  theo re tical assistance to  everyday 
practice?

T h e  system  parad igm  has proved sim ply indispensable. L itera lly  
everybody, th e  researcher, the  politician, and the  journalist, th inks in 
term s of its concepts. Socialism and capitalism , th e  com m and econo­
m y and th e  m arke t economy, bureaucracy and free enterprise, redis­
trib u tio n  and consum er sovereignty: these and sim ilar concepts have 
provided th e  fram ew ork for th e  analyses. L ike M oliére’s Bourgeois 
Gentilhomme, unaw are tha t he speaks prose un til the  M aster of Philos­
ophy en ligh tens h im , m any  researchers into th e  post-socialist tran si­
tion do not realize th ey  are speaking the  language of th e  system  para­
digm , not of th e ir  own discipline.

T yp ica l puzzles to do w ith  th e  system  parad igm  have becom e th e  
cen tre  of a tten tio n . W h a t speed should  th e  tran sfo rm a tio n  go? 
S hould  th e re  be a com prehensive package in troduced  all a t once or 
should  th in g s  be in troduced  in  several stages? W h a t is th e  r ig h t 
order to in troduce th e  legal regulations required? W h a t should  come 
first and  w h a t afterw ards? W h a t are th e  political conditions requ ired  
for th e  econom ic changes, and  th e  econom ic conditions req u ired  for 
th e  po litica l changes? H ow  m uch  can be le ft to  spontaneous, evo­
lu tio n a ry  tran sfo rm atio n , and  how  m u ch  needs to  be done actively, 
by s ta te  in te rv en tio n  and  p rom otion  of changes? T h e  answ ers vary, 
b u t th e  questions are th e  sam e. T h ey  are  no t confined  to  a few 
scholars. T h ey  are asked in  th e  w orkshops p rep arin g  com prehensive 
W orld  B ank and  EB R D  reports, and by th e  staffs of g o vernm en t 
th in k -tan k s.

A convincing argum en t for th e  system  parad igm  can be grounded 
on observing the  attitude shown by the “guest stars” of the  post-social-
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ist transfo rm ation .15 After th e  dram atic changes of 1990, m any 
W estern academ ic economists, sociologists, political scientists, and legal 
scholars w ere keen not to be left out. T hey  had  to come and see for 
them selves, and if possible also give advice. T h e  en thusiasm  of most 
was tem porary: th ey  came, looked, won (or lost), and th en  left. T h a t 
is w hy I call th em  guest stars. T hey  were like perform ers leaving 
th e ir com pany tem porarily  to appear w ith  ano ther.16

L et us d istinguish  two groups. As for the  first, th ey  w ere unable, 
even for th e  short tim e of th e  “guest perform ance,” to step out of the 
parad igm  th a t had  defined th e ir w ay of th in k in g  h itherto . T h ey  usu­
ally did not exercise any real influence. M em bers of th e  second group, 
however, m anaged  to shed, partly  or wholly, th e ir usual w ay of th in k ­
ing, and consciously or instinctively, adopt the  system  paradigm . T hey  
sensed th a t th is situation did not belong to a realm  of “p u re” econom ­
ics or partia l models. T hey  could not follow th e  usual rou tine  of an 
economist, sim ply assum ing away the  existence of an y th in g  th a t 
m ig h t th rea ten  th e  susceptibility of the  theorem  to proof. I t  was not 
possible to tear certain  parts of society and the  econom y out of con­
tex t a t w ill and focus the  exam ination on th em  alone, looking there  
for “second best” solutions, because the  consequences w ere influenced 
by the interaction between those parts and others th a t were being as­
sum ed away. T he use of static models as an easy w ay of trea tin g  the 
problem  is of no avail, as all the  elem ents of the  system  are in  very 
fast m ovem ent and transform ation.

T h e  la tte r group of “guests” was prepared, in  m ost cases, to leave 
behind  th e ir rigorous m odels and argum entation  and listen to th e ir 
com m on sense, and  indeed to th e ir intu ition . T h e ir case shows th a t

15 In w ritin g  som ew hat ironically  here about th e  p a rt th a t  th e  guests from  abroad played, 
1 do no t w ish to im ply  th a t  th e  hom e-grow n advisors perform ed better. T h e re  w ere those 
am ong th e  foreign and th e  hom e-grow n experts w ho produced useful recom m endations; 
th e re  w ere others in each group whose advice proved less applicable or w holly  m istaken. 
H ow ever, th e re  w as a percep tib le  difference betw een th e  foreigners and th e  dom estic experts 
in th e  p arad igm atic  foundations on w hich  th e ir  advice rested. M ost of th e  academ ic econo­
m ists educated  a t un iversities u nder th e  C om m unist reg im e w ere no t influenced by the  
m ain stream  parad igm , in whose sp irit th e  v isiting  econom ists from  th e  W est had  been 
raised. T h o u g h  th ey  w ere m uch less educated in con tem porary  econom ics, th e  reform  
debates in th e  years before th e  collapse o f C om m unism  had tra ined  th e ir  m inds to th in k  in 
term s of s im ultaneously  changing  th e  various com ponents of th e  system .

lf) Portes (1994) uses an o th er m etaphor to describe th e  sam e phenom enon . T h ey  rem ind  
h im  of th e  carpetbaggers th e  office-holders and political and econom ic en trep ren eu rs from  
th e  N orth  w ho w en t to th e  South after th e  A m erican W ar of Independence.
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the  reason th e  m ethodology of th e  system  parad igm  lacks models 
based on exact assum ptions and theorem s is no t th a t  its followers are 
insufficiently  conversant w ith  m athem atics. Not even econom ists w ith  
the  best of m athem atica l tra in in g  have been able to construct models 
lead ing  to really  convincing conclusions about the  exceedingly in tr i­
cate problem s of th e  transform ation. So it is better to be intellectually 
honest. I t has to be adm itted th a t the  system parad igm  is one th a t only 
half-m eets th e  criteria of the  strict scientific m ethod. On th e  one hand 
it requires of its exponents consistency of logic, w ith  statem ents sup­
ported by argum entation  and com parison w ith  sim ilar or contrasting 
cases. T h e  stringency of the  argum entation  is increased by q u an tita ­
tive analysis, w hich has to be done w herever possible. On th e  o ther 
hand, those w orking w ith in  th e  system  paradigm , or review ing works 
w ritten  w ith in  it, m ay not require e ither strict m athem atica l proofs 
of propositions, or support for th em  from  econom etric analysis th a t 
has stood th e  tria l of statistical tests.

I t  can safely be said th a t the  system  parad igm  has been enriched 
by th e  post-socialist transition. T h e  conceptual apparatus has become 
w ider and m ore refined, th e  scope for com parison has grown, and 
econometric analysis applicable to international comparisons has become 
a m ore p rom inen t p art of the  parad igm ’s m ethodology.17

Some W estern  researchers and advisors have certain ly  contributed 
to an understand ing  of the problem s of transform ation , and in some 
cases, even defined practical tasks in  a useful and constructive fashion. 
T his applies especially to those who have stayed longer or decided to 
specialize in this field. T hey have learnt in practice w hat th e ir W estern 
education om itted  to teach them .

T h e  m inds of students at prestigious W estern  universities are con­
ditioned to apply as routine the m ethod of “assumption—theorem -proof” 
and th e  m ost up-to-date econom etric techniques, b u t m ost of th em  are 
u n fam ilia r w ith  th e  approach applied by th e  system  paradigm . I t  has 
not become a conditioned reflex for them  to say to them selves: “I m ust 
not sim ply ask w hat I am abstracting away. I t is at least as im portant 
to ask w ha t I m ust not abstract away. H ow  does th e  partia l problem  
I am  exam in ing  re la te  to th e  whole?” Students are no t encouraged to 
inquire how  th ey  can perceive the  state of a country  in  all its com ­
plexity, or for instance, w hat they  have to consider if th ey  see th a t a

17 For th e  la tter developm ent, see, for instance, D e M elo e t al. (1997) and F isher e t al. (1996).
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country is in  crisis. S tudents can receive a P hD  in economics even if 
they have not increased at all the m inim al knowledge of history, sociol- 
ogy, psychology, and philosophy they  gained during  th e ir secondary 
and underg raduate  studies. T hey  can w iden th is know ledge of th e ir 
own accord, of course, b u t th ere  is no great appreciation or rew ard  for 
doing so. On the  contrary, it m ay arouse suspicions th a t th ey  are dilet­
tanti reaching  out in too m any  directions.

For about a quarter, or even a th ird  of the  w orld’s population, the 
change of system  has been a cathartic experience. We, who are living 
in th e  transfo rm ing  parts of the  world, cannot and w ill no t continue 
to live as we did  before. T his sense of catharsis has not affected the 
social sciences as a whole. T he “guest stars,” w ith  a few exceptions, 
have re tu rned  to th e ir original troupe to continue w ith  w hat th ey  were 
engaged in before. T hey  have left the  unprecedented laboratory, if they 
really  looked into it a t all. T he system  parad igm  has rem ained  m ore 
or less detached and underappreciated , w hile th e  o ther paradigm s, 
especially the neo-classical economic m ainstream , have rem ained almost 
unaffected by it.

T here  has been no w ide-eyed w onder and inner d iscontent w ith  
the state of arts in  our discipline— the typical reactions of healthy  in tel­
lects and open m inds, found at tim es w hen som eth ing  g reat happens. 
I t is no t a scientific revolution in K uhn’s sense th a t I miss. I am  not 
calling for th e  m ainstream  paradigm  to be superseded by another par­
adigm. All th a t is needed, after the great experience of the post-social­
ist transform ation, is for m ainstream  norm al science to recognize m ore 
clearly its lim itations. I t has to understand  b e tte r w hat it is com pe­
ten t to  do and w hat it is not. I m ay be wrong, bu t I have th e  im pres­
sion there  are very few people in the  economic profession w ho accept 
this narrow ed, m ore m odest dom ain of valid ity  for th e  m ainstream  
paradigm . Indeed  th ere  are som e who have draw n precisely th e  oppo­
site conclusion from  the  change of the  system  in the  1990s. T hey  m is­
take the  victory of the  actual capitalist system  over the  actual social­
ist system , for a victory of neo-classical m ainstream  economics over 
all o ther, a lternative paradigm s. In  fact, actual capitalism  trium phed  
for a variety  of reasons, am ong others, some excellent properties, 
w hich have no t been adequately analyzed or explained by th e  m ain ­
stream  paradigm .

One im p o rtan t note m ust be added. T here  is also full justification 
for analyses th a t start from  th e  capitalist system, and  set out to  study
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phenom ena w ith in  it, provided th a t those who choose such an ap­
proach have clear notions about the  lim its of th e ir  research. H ere let 
m e refer to Section 1 of this study, w here I say I do not dem and a 
m onopoly for th e  system  paradigm . I t is designed to  supplem ent, not 
replace o ther paradigm s th a t are applicable w ith in  th e ir  own bounds. 
At th is po int it w ould be tem pting  to discuss how  far th e  com petence 
of the  m ainstream  parad igm  reaches. W h a t can it explain  well, and 
w hat question does it fail to answ er or answ er badly? Conversely, 
w here are the  bounds of applicability of the  system  parad igm  (and 
others)? However, I have to reserve m y thoughts on th is for another 
study.

S o m e  O t h e r  P u z z l e s

T h e  post-socialist transfo rm ation  and tran sitio n  into cap ita lism  in 
E astern  E urope and  th e  te rrito ry  of th e  fo rm er Soviet U nion  w ill be 
over in  th e  foreseeable fu ture. T h e  question of w hen  it w ill end in 
each country  can be left open a t th is point. I t  w ill take qu ite  som e 
tim e a fte r tran sfo rm atio n  ends to d igest th e  experiences from  it 
scientifically. W ill th e  system  parad igm  w ith er aw ay, starved of 
scientific challenges, once we, our successors and our studen ts  have 
done this? T h e  answ er is defin itely  not. T h ere  are problem s th a t 
look set to rem a in  on th e  scientific agenda for very  long  periods of 
h istory  and p resen t a constan t challenge to th e  system  paradigm . 
T hese problem s also challenge th e  com plem en tary  or rival p a ra ­
digms. L et m e explain  this answer by listing four subjects th a t rem ain  
for subsequen t research:

1. T h e  C om m unist party  retains a m onopoly of pow er in  China, 
w hich to th a t ex ten t rem ains a C om m unist country. C h ina’s transfo r­
m ation, past and fu ture, is one of the great puzzles to w hich consci­
entious researchers cannot delude them selves into th in k in g  th ey  have 
the  key. T he search for a solution certainly calls for partic ipation  by 
exponents of th e  system  paradigm , even if it is no t exclusively th e ir 
concern. All the  problem s th a t have em erged during  th e  East European 
transform ation  w ill crop up  in C hina as well, bu t no t in exactly the 
sam e way, of course. C h ina’s gigantic size and im m ense political, eco­
nom ic, and m ilita ry  potentials m ake it one of th e  m ost im portan t 
research subjects of our tim e.
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T he transform ation  in  th ree  o ther countries, V ietnam , Cuba, and 
N orth  Korea, w here the  political pow er of the C om m unist party  still 
prevails, raises sim ilar problem s, although  th e ir w e igh t in  th e  world 
is of a d iffe ren t order of m ag n itu d e !18]

2. T h e  system  parad igm  can be of great assistance in analyzing 
alternatives w ithin  the  capitalist system. T his also is am ong th e  fields 
of research w here th ere  is a lot of overlap betw een th e  evolutionary 
parad igm  and the  system  paradigm . C apitalism  is no t a rigid, un iform  
system. I t  exists in  num erous m u tan t variants, am ong w hich history 
selects. Evolutionary changes take place w ith in  it. S tudying and u n d er­
standing the  m utations and resulting variants could enrich th e  concep­
tua l apparatus of th e  system  paradigm , along w ith  its problem -solving 
approach and m ethodology.

For instance, how  do the  Japanese, Am erican, and G erm an  a lte r­
natives differ? T h e  answ er w ill not be satisfactory if it is sought only 
in  th e  economy, th e  political system, or cu ltural traditions, or if the 
research is confined to one or two institutions, such as state in te rv en ­
tion or labor relations. G reater understanding of the  differences between 
alternative types of capitalism  w ould have yielded a m ore convincing 
explanation of Japan’s m arvelous economic perform ance u n til recently, 
and of the  causes, em bedded in  the  system, of th e  serious problem s 
th a t have arisen so rapidly. Such an understand ing  w ould also show 
m ore clearly how  th e  Am erican and G erm an roads of m odern  capi­
talism  differ and w hat th ey  have in  common.

L et us look briefly  at the  m anifestations of norm al science based 
on the  system  paradigm — the textbooks of com parative subjects. These 
concentrate m ain ly  on com paring th e  two “g rea t” systems, socialism 
and capitalism , and deal relatively  little  w ith  th e  alternatives w ith in  
capitalism . T here  is no consensus on th e  typology of these alternatives. 
D etailed descriptions of a prototype country (for instance Japan, Sweden, 
or the  U nited  States) serve as substitute for ideal types th a t rest on 
generalizations from  real historical realizations and  are su itab le for 
theoretical analysis. T he task of form ulating  such ideal types rem ains.

3. I t  is w orth  pondering  the  fact th a t in certain  segm ents w ith in  
the capitalist system, as in a kind of microcosm, certain problem s of the 
macrocosms, th e  “big system s” are replicated. A good exam ple of th is

[This issue is d ea lt w ith  in o th er places in th e  book, in p articu la r in S tudy 3 
(pp. 49 -60 )] and S tudy 7 and also in th e  A ppendix of S tudy 6. (pp. 147 50).]
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is provided by reform  of the hea lth  system, w hich is on the  agenda all 
over th e  world. T he actual questions asked in  the  debate and the  argu­
m ents of those m aking  recom m endations arouse feelings of déja vu  in 
someone like myself, who took part in the  debates on reform ing  the 
socialist system. W hy should public ownership be retained, or converse­
ly, abolished in  the  hea lth  sector? Is it rig h t or w rong for health-care 
activities to  be coordinated by the  m arket, or should it be left to the 
bureaucracy? H ow  m uch scope is perm issible or desirable to allow for 
consum er sovereignty? W ho should set th e  prices of th e  provisions: the 
m arket, one particular actor in th e  m arket, or some state authority? 
W hat are the  advantages and disadvantages of centralization and de­
centralization? I f  th e  hea lth  system were to operate according to some 
“m arket-socialist” pattern , in  the  spirit of some Lange-type economy, 
w hat behavior would be exhibited by the  actors (the hospital m anager, 
the  doctor, the  patient)? N ot only the  questions, bu t th e  phenom ena 
are fam iliar. T his is true  especially in Europe, W estern  and Eastern, 
w here h ea lth  care is m ore or less free and th e  h ea lth  sector forms an 
island of socialism (or at best m arket socialism) in a capitalist sea, w ith  
the fam iliar accom panying features: shortages, queuing, w aiting lists, 
forced substitution, bureaucratic allocation, and rationing.

N aturally , those tak ing  p art in th e  debates on th e  h ea lth  system  in 
the  W est read  and react to lite ra tu re  w ritten  by th e ir  W estern  collea­
gues, especially by exponents of the sub-discipline of h ea lth  economics. 
I t  is depressing th a t th e  analogy w ith  socialism  has no t occurred to 
anyone, even though  debates of th e  sam e questions have been going 
on in  th a t context for decades. Furtherm ore, m any  of th e  ideas have 
already been p u t into practice in  the  C om m unist countries, so th a t the  
results of th em  are discernible. I t is, for instance, w ell-know n th a t 
com plete state centralization of an activity greatly  decreases adm in is­
trative costs in th e  first stage, and elim inates supp lem entary  costs of 
com petition such as advertising and influencing of buyers. T h a t is so, 
b u t th is h igh  degree of centralization was accom plished on a grand 
scale, by th e  socialist system. So ultim ately, has centralization proved 
fruitful? W h a t does it im ply in term s of citizens’ sovereignty or de­
fenselessness? W h a t driv ing forces does it create or suppress in  tech ­
nical developm ent?

I t  w ould be w orth  em ploying the approach, th e  conceptual appa­
ratus and th e  m ethodology of th e  system  paradigm , and th e  questions 
it poses, to supplem ent (but not replace) the  present paradigm  of health
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economics. I t  w ould be useful if the participants in these debates were 
to look th rough  th e  lite ra tu re  on the  debates on reform ing  socialism. 
It m igh t em erge th a t there is no need to “rediscover” all the  questions 
and answers. Such study w ould m ake valuable contributions to the 
debate on h ea lth  reform , and draw  a tten tion  to relations th a t have 
h itherto  been ignored.

T he hea lth  system  is just one exam ple of the  m any  microcosms 
th a t could be view ed as systems and researched w ith in  the  fram ew ork 
of th e  system  paradigm .

4. I  have left to last the most difficult question on m y list: the  glob­
al, historical transform ation of the great capitalist system. T here  is a 
fairly w ide consensus behind  the  view th a t it is justified to ta lk  about 
two great systems in  the  20th century: capitalism  and socialism. I t  is 
also w idely accepted th a t in the countries w here th e  socialist system 
still prevails, w holly or partly, w ill eventually  adopt the  capitalist sys­
tem . But to quote F ukuyam a (1992), w ill history end there? Everyone 
knows th a t there  are m any significant changes tak ing  place in pro­
duction technology, interpersonal com m unication, th e  d istribution of 
property rights and m ethod of their enforcem ent, and the  dissolution 
of national borders. Possibly, at the  end of the  21st or 22nd century, 
a scholar— an advocate of th e  system paradigm — m ay dare say, “W hat 
we have now is another great system (or several o ther great systems), 
w hich differs from  the  capitalist system  of the 20th cen tury .” I am  not 
in favor of hasten ing  such a statem ent, w hich w ould be unfounded as 
yet. W hat needs to be considered is how long today’s capitalism  will 
rem ain  identical w ith  itself. P u tting  forward this kind of question is 
one of the  com ponents com m on to the  evolutionary parad igm  and the 
system paradigm . I believe th a t the system  paradigm  provides u n an i­
mous criteria for draw ing the line betw een socialism and capitalism . 
Possibly, bu t by no m eans certainly, the  same criteria w ill apply w hen 
draw ing a distinction betw een w hat has been know n so far as capital­
ism and the  system  or systems, yet unnam ed, th a t m ay replace it.

F a i l u r e s  o f  P r e d i c t i o n

T h e  last problem  I m entioned  in the  previous section leads to the 
subject w ith  w hich I would like to conclude: th e  problem s of fu tu re 
changes. W h a t I have talked about so far is not the  task of prognosis,
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bu t th e  narrow er problem  of deciding the  m om en t at w hich the  sys­
tem  so fa r called capitalism , by public consent, has changed to such 
an ex ten t th a t it w ould probably be justified to consider it a d ifferen t 
great system . T here  can be no avoiding th e  fa r m ore serious question 
of how  th e  advocates of the  system  parad igm  have fared in th e  test 
on a basic subject for all sciences, prediction.

T h e  short answ er (though excessively and unjustly  short) is th a t 
they  have failed. To be m ore precise, not all th e ir predictions have been 
m istaken, bu t there  have been some very im portan t ones th a t history 
has belied.

L et us re tu rn  to th e  nam es m entioned  in  th e  b rie f in tellectual h is­
tory, sta rtin g  w ith  M arx again. For several decades, it seem ed as if 
the  basic M arxian prediction would be validated, at least in part of the 
world: th e  capitalist system  would give w ay to the  socialist, private 
property  to public, and the  m arket to p lanning. V iew ing the  m atte r 
historically, such a developm ent proved only transitional. T h e  predic­
tion was dram atically  refuted  by w hat happened  in  E astern  Europe 
and th e  Soviet Union.

H ayek predicted th a t if a capitalist country stepped out on th e  slip­
pery p a th  of centralization, state in tervention , and p lann ing , it w ould 
be unable to stop on the  road to serfdom. T h a t did not happen either. 
I t is possible to stop after a quarter of th a t road has been covered. I t is 
still possible to tu rn  back halfway. T he question is decided in the polit­
ical sphere, by w he ther there  are institu tional guaran tees to prevent 
tyranny.

Schum peter’s prediction was not actually far from  M arx’s, bu t he 
m ade it, not w ith  the  passion of a prophet, bu t w ith  the  resignation 
of an im partia l scholar. I t tu rned  out th a t he greatly  underestim ated  
the  v itality  of th e  capitalist system  and overestim ated the  long-last­
ing v iability  of socialism. H e tried  to understand  th e  la tte r from  the 
stilted m odels found in the  theoretical works of W alrasian  economists, 
instead of th e  bloody reality  of the  Soviet Union.

“Sovietology” has been roundly condem ned for fa iling  to predict 
the collapse of the  Soviet U nion and the  associated C om m unist regimes. 
T his criticism  is partly  justified. On th e  one hand, m ost represen ta­
tives of comparative economics and political science considered it axiom ­
atic th a t th e  capitalist system  was superior to th e  socialist system, and 
produced m any  argum ents to prove it. In  th a t sense th e ir works 
im plied  a general prediction (opposed to th a t of M arx or Schum peter)
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th a t th e  socialist system  w ould end eventually. On th e  o ther hand, 
“Sovietology” failed to m ake even a conditional prediction as to w hen 
or u nder w ha t conditions the  socialist system  w ould succumb.

I am  self-critical of m y  own work as well. On the  one hand, I th ink  
th a t in one im portan t aspect th e  predictive conten t of m y works has 
been vindicated. W hile  m any  of m y colleagues in  the  E ast and the 
W est th o u g h t th a t  th e  reform s would prolong th e  life of socialism  by 
elim ina ting  som e of its shortcom ings, I was skeptical about them . 
I po in ted  out th a t  although the  reform s w ere im proving  people’s 
quality  of life, they  were underm ining the coherence of the  system. 
Instead of perfecting th e  system, they  w ere w eakening its foundations, 
causing erosion, not stabilization.

W h a t I did not foresee was the  speed and acceleration of th is  ero­
sion. However, it was not the  system paradigm  th a t prevented m e fore­
seeing this. On th e  contrary, m y problem  was th a t I did not apply th a t 
approach and m ethodology w ith  sufficient consistency and refinem ent. 
I did no t study deeply enough. So I failed to perceive the  in teraction  
betw een various d isin tegration processes, for exam ple m o un ting  eco­
nom ic troubles, falling  back in the  arm s race, d isillusionm ent w ith  
com m unist ideology after some political freedom  had  been won, and 
m ounting  cynicism  and corruption of th e  nomenklatura. To use 
H egelian term s, the  quantity  was leaping into quality. I should have 
opened our eyes wide at th e  first signs of leaps and sudden changes.

I t  has to be confessed th a t though  the  exponents of th e  system  
parad igm  do not deserve a fail m ark, th ey  did no t do w ell in th e  p re ­
diction test. R a th e r th an  consoling ourselves w ith  w h a t I  said ea r­
lier— th a t we got b e tte r grades in o ther subjects19— I th in k  we 
should learn  th e  lessons for our fu tu re  work.

A lthough th e  u tm ost effort should go into im proving th e  p red ic­
tions, no w ild hopes should be en terta ined  either. T he course of h is­
tory is hard  to foresee, and it is especially difficult to predict the  date

19 T h e  R abbi of L u b lin  had a repu ta tion  for being a g rea t seer. O ne day he  cried, in the  
presence of his disciples, “ 1 see! 1 see!” “W h a t do you see, wise R abbi?” they  asked. “ I see 
Krasnik, th e  ghetto  in K rasnik .” “ And w hat is happen ing  in th e  g hetto  in K rasnik?” “ I see 
fire. T h e re  is fire com ing  to K rasnik!” T h e  rab b i’s disciples took buckets and hastened  away 
to help  th e ir  fellow Jews. H ow ever, w hen  they  arrived in K rasnik, th ey  saw w ith  th e ir  ow n 
eyes th a t  th e re  was no sign of a fire. T h e  Jews of Krasnik began to m ak e  fun  of them : “ W ell 
now, th a t  fam ous rabbi o f yours was qu ite  m istaken .” W hereupon  th e  L u b lin  Jew s replied, 
“T ru e , th e re  is no fire  here, b u t it is a g rea t th in g  th a t  he was able to see as far as K rasn ik .”
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of th e  sudden great changes. I t  can be declared on m ethodological 
grounds, and not as an  excuse, th a t th e  scope for prediction is very 
lim ited  in the  sphere of investigation dealt w ith  by the  system  para­
digm . I t  is fa ir to expect reliable predictions of science in a sphere of 
frequently  repeated  phenom ena. People regularly  buy m eat. Using a 
good m odel and reliable statistical data, it  is possible to m ake a re li­
able prediction about the extent to which a one percent rise in  the  price 
of m eat w ill reduce dem and. T he Soviet U nion, on th e  o ther hand, 
came into being on one occasion and collapsed on one occasion. Since 
the  la tte r  event is un ique and unrepeatable, one cannot expect a scien­
tific prediction th a t goes into any detail about w hen it should occur, 
w hat events should precede it, or how it should occur. Now the  system 
parad igm  concentrates atten tion  precisely on great, un ique, u n rep ea t­
able social changes of this kind. Even if an adequate prediction was 
not m ade, there are a great m any generalizable lessons to be draw n from 
subsequent careful analysis w ith in  the  system  paradigm .

T h e m ost im portan t conclusion to draw  from  th e  failures of the  
predictions is th e  need to be very m odest indeed. T h e  system  para­
digm  (and if justified, other paradigm s) m ay be applied to explain both 
past and present, and to reason out practical recom m endations, but 
great care should be taken  w hen m aking predictions.

T his paper has not covered the  question of w here th e  dividing line 
runs betw een educated opinion and scientific proposition in th e  study 
of society.20 I m entioned  in the  introduction th a t I w an t to avoid, so 
far as I can, the  m inefield  of the  great debates on the  philosophy of 
science. M y caution in  this respect leads m e to re fra in  from  analyzing 
the  criterion of scientific activity at this point. I  can only express the  
hope th a t we, the  exponents of th e  system  paradigm , w ill no t be ex­
cluded from  th e  w orld of science if we do no t seek to m easure the 
explanatory  pow er of our message in  term s of the  ab ility  (or a feigned 
self-confidence in  ability) to predict.

R orty (1997) explored th is question in an essay w ritten  on K uhn’s death. H e credits K uhn 
w ith  hav ing  helped to dem ystify  th is d iv id ing  line. T o  rem ain  w ith in  m y ow n profession of 
economics, th e  sam e effo rt can be seen in th e  works of McCloskey, including his book 
McCloskey (1985), w hich  caused a g rea t storm . W hile  I m yself m ake g rea t efforts tim e  and 
again to support m y assertions by th e  m ethods of argum en ta tion  and proof accepted in the  
discipline o f economics, besides applying o ther supportive instrum ents, 1 share  th e  view of 
Rorty and McCloskey. Such efforts should be viewed w ith  a requisite m easure o f irony, and 
irony at one’s own expense. I th ink  th a t is suggested in th e  tone of th is paper.
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T h e m ore far-reaching  and com plex in its causes th e  phenom enon 
th a t is to be predicted, the  m ore caution is required. T he predictions 
m ade cannot be m ore th an  conditional. In tellectual honesty  requires 
th a t we qualify  even these cautious predictions by acknow ledging th a t 
they  are based on a fair degree of ignorance, partly  on perceptions of 
a scientific nature , and partly  on intuition.

[ A p p e n d i x

On the Segregation o f  the Social Sciences

I traveled to C hina at the  beginning of 2005. As I prepared  the 
lectures I w ould deliver there, I tried  to get to know  the  latest lite r­
ature on the  Chinese reform . R eading the  w ritings of a succession of 
the  best experts in  economics, I found som e rem arks on the  political 
aspects of th e  reform , bu t surprisingly, no references to articles in 
political-science journals. I was reading in parallel th e  studies by the 
best experts in political science, and there I found the  opposite bias—  
frequen t rem arks on reform  of th e  economy, bu t no references to 
journals of economics. T here  has been little  or no in tellectual dialogue 
betw een these tw o groups of C hina experts— or at least, th a t  is m y 
ad hoc im pression.

These experiences prom pted me to look at the ties between the var­
ious social-science disciplines nearer at hand. I had the assistance here of 
an economics student, Noémi Péter. W e looked at four disciplines: eco­
nomics, political science, sociology, and law. W e chose five leading jour­
nals for each and studied a complete year: all the publications in 2004.

Various c rite ria  w ere used to add up  th e  n u m b er of references. 
(A description of how th e  journals were chosen, th e  quantification 
m ethods, and the  grading principles, as well as the  detailed num erical 
results appear in Kornai 2006.) W e found altogether 316 economics 
articles w here th e  num erical m ethodology we had  devised was in te r­
pretable. T hey  contained a total of 4885 references w here it was possi­
ble to identify  th e  discipline to w hich the  source belonged.

T h is appendix  has been ex tracted  from  a longer study (K ornai 2006), w hich  grew  out 
o f a lecture delivered  at a conference on June  14-15, 2005, organized by th e  CEU and the  
W orld Bank.
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T h e m ain  results of the  survey are sum m arized in  Tables 8.1 and 
8.2. I t  was found, for instance, th a t 88.9 percent of the  citations in eco­
nom ics journals referred  to economics journals, 6.6 percent to in te r­
disciplinary social-science journals, and 2.2 percent to political science 
journals on political science, 1.2 percent to journals of legal studies, 
and 1 percent to sociology journals. So the  m ain  source of inform ation 
for m em bers of the  economics profession was w ork published in eco-

T a b le  8.1 T h e  citation structure

Categories Economics Law
Political
Science Sociology All

Econom ics (1) 4,344 256 341 625 5,566
I jaw (2) 60 3,428 70 190 3,748
Political Science (3) 109 84 1,379 286 1,858
Sociology (4) 50 15 110 3,077 3,252
In ter-d isc ip linary  (5) 322 296 197 497 1,312

All closely tied  to a specific 
discipline
(6) =  (1) +  (2) +  (3) +  (4) +  (5) 4,885 4,079 2,097 4,675 15,736
O ther (7) 3,752 5,873 4,470 8,152 22,247
T o ta l (8) =  (6) +  (7) 8,637 9,952 6,567 12,827 37,983

T a b le  8.2
D istribu tion  of citations assignable to a specific discipline, percent

T ype of publication  
in w hich  reference 
was o rig inally  
published

T ype of journal in w hich  reference appeared

Economics Law Political
Science

Sociology All

Economics 88.9 6.3 16.3 13.4 35.4
Law 1.2 84.0 3.3 4.0 23.8
Political Science 2.2 2.0 65.8 6.1 11.8
Sociology 1.0 0.4 5.3 65.8 20.7
Inter-d iscip linary 6.6 7.3 9.4 10.6 8.3
AH 100.0 100.0 100.0 100.0 100.0

Note: The figure of 100 percent in the last row refers to the set of all citations 
referring to the subset in line 6 of Table 8.1. For instance, of the citations of eco­
nomics articles, the 100 percent consists of the 4885 identified citations in the column; 
88.9 percent of these 4885 citations referred to economics journals.
Source: Author’s calculations, with the help of Noémi Péter.
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nom ics journals by o ther m em bers of th e  sam e profession. T h e  p ro ­
fession is looking inw ard and hard ly  paying heed to th e  products of 
o ther social-science professions. T he situation is sim ilar w ith  th e  o ther 
disciplines exam ined.

I w ould n o t like to attach excessive significance to th e  num erical 
findings from  such a sm all body of data, b u t it is dem onstrated  clear­
ly, even by th is first approach, th a t the  in tellectual ties am ong the  
various branches of social science are weak.]
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