


Functioning of the Stalinist System

To understand how these different elements interact in a functioning ad-
ministrative system, one must keep in mind the four basic characteristics
of the Stalinist economy: state ownership of the means of production;
enterprise performance evaluated in terms of gross quantitative output
targets; fixed prices bearing no relation to market forces; and a central-
ized hierarchical administrative apparatus. These characteristics are
interdependent. State ownership means the elimination of markets that
might set prices. Because markets do not set prices, profit is a useless
criterion for evaluating performance. Instead, a central administrative ap-
paratus must impose quantitative criteria to constrain managers from
shifting production toward goods with the highest sale price.

A Soviet enterprise manager operates under an annual program in-
volving both supplies and production. The annual targets reflect the over-
all ambitions of the Five Year Plan, which in turn flow more from the
political goals of the Party leadership than from the desire to increase
production and raise living standards. In theory, the targets are knowable
and fixed, but an ongoing renegotiation process makes them obscure and
contingent. The enterprise manager bargains with the glavk that ad-
ministers his operation for the best possible mix of inputs and production
targets; the glavk represents him in the Ministry, which in turn deals with
Gosplan. At the end of this round of bartering Gosplan determines the
overall state output for that year, which allows it to tell Gossnab what the
supply of necessary inputs will be.

After further negotiations with the Ministry, Gossnab issues an order
(naryad) informing the enterprise how much of its desired inputs it may
obtain and what enterprise must provide them. Price is fixed, but the two
enterprises may bargain over terms such as delivery, assortment, terms of
payment, and the like. If they cannot agree, the state arbitration panel
attached to the Council of Ministers (Gosarbitrazh) writes a contract for
them.



The enterprise has monthly and quarterly output targets for plan ful-
fillment, but the real reckoning comes at the end of the year. Historically,
the principal criterion for evaluating the manager’s performance has been
how well he met the production target, stated in gross quantitative terms.
Underfulfillment would result in lost bonuses and, in extreme cases, dis-
missal, while overfulfillment would create problems for the ministry by
giving Gosplan an excuse to raise future production targets. Secondary
conditions such as profitability have had no impact on the manager’s
career, in spite of the implications of khozraschyot. Because the prices of
inputs and outputs do not reflect demand or scarcity, a comparison of sale
proceeds to input costs is meaningless. Instead, enterprises that generated
more rubles than they consumed have had to turn over their profits, less
only an allowance for additions to capital, to the glavk, while losing
enterprises received subsidies from the ministry as long as they continued
to meet their production targets.1

To operate successfully, an enterprise must do more than please its
Ministry and Gosplan. Many essential inputs, particularly those relating to
the workforce (housing, schools, and other social services) depend on
cooperation with the local political authorities. The oblast’ or rayon party
committee has ultimate responsibility for these resources, and enjoys suf-
ficient discretion over their allocation to possess life-or-death power over
enterprises.

Pervasive secrecy, a crucial aspect of the Stalinist system of administra-
tion, has complicated all of these relations. The ethos of concealment had
several sources— a holdover from Tsarist culture, the desire to reinforce
political domination by depriving the masses of the ability to anticipate
events, and paranoia among members of the unstable new elite. Secrecy,
already great during the 1920s under a revolutionary regime that monop-
olized all sources of public information, expanded terrifically as a result of
the inflated claims of the first Five Year Plan and the carnage wrought by
collectivization of the peasantry. It became necessary both to suppress



news that contradicted the regime’s boasts of success and to conceal the
millions of deaths that accompanied industrialization.

Information scarcity also reinforces status in the administrative hierar-
chy. Access grows in direct relation to the bureaucrat’s removal from
actual production. Only at the highest levels— in the Politburo and the
Secretariat of the Party Central Committee— has the right to demand
access breached departmental lines. But few people serve in this echelon
and they have difficulty organizing this information into manageable form.

With respect to economic administration, secrecy entails much more
than keeping the general public in the dark. The Stalinist system com-
partmentalizes all economic information.!’ Managers tell the Ministry
only what they must, Ministries give Gosplan minimal information, and no
Ministry shares information with any other.” This compartmentalization
operates at cross purposes to the status-reinforcing function, as the quality
of information degrades with each bureaucratic layer (and corresponding
departmental filter) through which it passes.

In extreme cases the criminal law enforcement organs — primarily the
secret police (at various times the NKVD, MVD, and most recently the
KGB) but also the economic police (BKhSS) within the Ministry of Inter-
nal Affairs— can investigate particular enterprises. But those organs ex-
ercise this power sporadically, and always under the control of the top
echelon. Monitors that generate information about economic perfor-
mance in the West, particularly capital markets and an independent press,
have no Soviet counterparts.

The Pathology of the Stalinist System

As a strategy for economic administration, the Stalinist system has two
serious defects. The first and most widely noted is poor performance.
Through the 1960s new sources of raw materials and urbanization-driven
growth in the workforce masked how little the industrial and agricultural
sectors produced as a function of what they consumed. But since the early



1970s production has declined in terms of both gross output and, more
ominously, technological sophistication.19 The proponents of perestroyka
blame the deterioration on the Stalinist system, which they characterize as
representing an “extensive” form of economic development. They call for
a conversion to “intensive” development based on better labor produc-
tivity and technology.20

Another, less-heralded defect of the Stalinist system is its capacity for
encouraging particularist interests at the expense of the central leadership.
Although both Western and Soviet observers employ the term
nomenklatura to refer to a single ruling class, in reality members of the
Soviet elite have divergent interests based on differing lines of authority
and functional responsibility. The Soviet terms for the centrifugal forces
that developed under Stalinism are departmentalism (vyedomstvyennost’),
meaning the pursuit of sectoral/ministerial goals, and localism
(myestnichyestvo), meaning the elevation of regional/territorial interests.
Behind these terms lies a significant political insight— the top leaders (a
group that, for heuristic purposes, I will assume to comprise the members
of the Politburo, and their immediate staff, including most of the
bureaucrats in the Central Committee’s Secretariat, and to a certain ex-
tent economic agencies such as Gosplan that have responsibilities that cut
across departmental and regional lines) confront a balky, occasionally hos-
tile middle-echelon of bureaucrats (a group that probably comprises many
heads of national and republic ministries, oblast’ Party first secretaries,
and the bureaucrats who report to these figures).21 Every Soviet reform
program from the Khrushchev period to the present has attacked the twin
evils of departmental and local independence.

More recently, competition among elements of the middle-tier
bureaucracy has enabled low-level actors — enterprise directors and even
average workers and consumers— to achieve some political and
economic independence, largely through their participation in an expand-
ing underground economy. In some cases active figures in the second, or
shadow, economy have enjoyed higher incomes and have wielded greater
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power than members of the nomenklatura’s inner circle. Although the
development of the second economy has compensated for some of the
production shortcomings in the legal, state-owned economy, it also direct-
ly threatens the fundamental premise of the Stalinist system, namely the
elite’s monopoly over the distribution of scarce goods. This threat has
provoked increasingly radical responses by the leadership.

A Theory of Failure in the Stalinist System

Western work on the economics of organizations provides the tools for a
theory that can explain the failure of the Stalinist administrative system
and the emergence of alternative organizational forms under Gorbachev.
This work analyzes cooperative economic activity in terms of its goals. In
particular analysts have focused on the costs that result from participants
in an enterprise facing incentives that vary with their particular organiza-
tional responsibilities. One of the main tasks of this literature is to ex-
plore how different organizational forms, and the legal rules that imple-
ment them, can affect these costs.

What I will call an agency-costs analysis— that is, studying an
enterprise in terms of the costs associated with particular forms of or-
ganization— has obvious relevance to the Soviet economy, the world’s
largest single economic organization. Western scholars previously have
used this methodology to explain the system’s poor production perfor-
mance. My objective is to extend that explanation to account for the
system’s failure as a mechanism for political domination. So extended, the
analysis provides a tentative solution to the paradox presented by
Gorbachev’s reforms, i.e., a campaign of decentralization promoted by the
center and resisted by the periphery.
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Poor Performance and Agency Costs.

The emerging consensus among Western observers and Soviet proponents
of perestroyka attributes low growth rates to the failure of the Soviet
economy to assimilate and implement new technologies and production
methods. In particular extremely long production runs for products, the
low investment in new plant capital, rigid prices that fail to reward in-
novators, and personnel policies that punish the inventive suppress tech-
nological growth and other forms of innovation.”> Until recently Western
analysts had not developed a satisfying explanation for why the elite pur-
sued these practices that deter innovation.

By using an agency-costs analysis, John Moore persuasively tied the
seemingly irrational industrial methods to the political imperative of
bolstering centralized control through limiting the discretion of enterprise
managers. He demonstrated that long production runs, rigid prices, and
hostility to new products serve as a bonding mechanism that reduce the
agency costs connected to the relationship between enterprise managers
and Moscow bureaucrats.”* He drew an analogy between these practices
and the accounting rules used by capitalist corporations, which by their
standardization simplify the task of monitoring managerial performance.
Similarly, the suppression of innovation limits the ability of managers to
deviate from the plan targets generated by prior years’ performance and
thereby to escape from centralized supervision.

Soon after publication Moore’s analysis gained support from emigre
scholars who had worked on the Soviet economy. Both Olimpiad Ioffe,
the foremost Soviet civil law specialist before his emigration, and Fyodor
Kushnirsky, a former Gosplan economist, gave detailed accounts of how
the Stalinist administrative system acts as a mechanism of political con-
trol. They also argued that innovation and other means of improving
performance conflict with the control objective, and that the Soviet
leadership can attain better performance only by surrendering their power
over decision making at the production unit level.
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Agency Costs and Autarky

Although Moore substantially advanced our understanding of the underly-
ing reasons for the Soviet economy’s poor performance, his analysis is
incomplete. He did not develop a full model of the Soviet political sys-
tem, but rather relied on the strong assumption that the elite has coherent
objectives that it pursues monolithically. He analyzed agency costs stem-
ming from the bilateral relationship between the elite and firms, and dis-
regarded trilateral exchanges among the central leadershzig, intermediate
elites that have formed autarkic coalitions, and the firms.” In an earlier
paper I noted the possibility that the outcomes predicted by the agency-
costs analysis might change if one accounted for competition within the
nomenklatura, but 1 did not elaborate.”” In this section I will adapt
Moore’s agency-costs analysis to a heterogenous nomenklatura and the
trilateral relationships that result. In the remainder of this paper I will
illustrate the comparative strength of this approach as a positive theory of
Soviet economic law.

The Stalinist system generates incentives for both the enterprises and
the sectoral bureaucracies to act independently of the whole. It rewards
hoarders by evaluating performance on the basis of gross output rather
than return on investment, thus encouraging producers to commandeer as
much and many inputs as possible. It punishes altruistic producers— i.e.,
those that both produce to their maximum capacity and reveal this fact to
higher levels of the administrative ag?aratus— by appropriating the
product and raising production targets.

The administrative apparatus does what it can to suppress hoarding
and underproduction. But the system’s commitment to secrecy frustrates
these efforts. By hiding and distorting information, coalitions within the
bureaucracy as well as individual production units promote their inde-
pendence from the central bureaucracy. As the highest levels become
more poorly informed, effective decision making authority (including the
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authority to collect rents in the form of tribute and other kinds of
privilege) devolves down the hierarchy. =

For anything but pegta' theft, the escape from central supervision en-
tails coalition-building.”™ Concealment of information from higher
authorities requires the complicity of everyone with access to that infor-
mation, including the monitoring agencies such as the police. In the
Soviet case the branch and territorial units— the ministry and the
oblast’— became natural bases for such coalitions, reflecting the Stalinist
pattern for compartmentalizing information. 1 In other words,
vedomstvennost’ and mestnichestvo grow when the central apparatus
weakens its monitoring function.

By itself, this process does not threaten the Sov1et system. Moore’s
premise, confirmed by loffe and Kushnirsky, is that the leadership’s
primary objective is maximization of the nomenklatura’s control over the
economy. This oligarchy seeks to maximize the power of its members as
a totality, not on an individual basis. Augmentation of one oligarch’s
authority at the expense of another does not conflict with this objective.
The losses suffered by the central leadership in favor of the ministerial
and oblast’ coalitions have welfare, as opposed to distributional, implica-
tions only if the devolution makes it more difficult for the nomenklatura
to assert control over economic actors who are not considered to be part
of the elite. In sum, vedomstvennost’ and mestnichestvo raise agency costs
only if they result in less efficient control over non-elite actors.

Agency Costs and Enterprise Autonomy in Light of Autarky

Nonetheless, the growth of vedomstvennost’ and mestnichestvo has raised
agency costs in the Stalinist system. To understand how this happened,
one must consider the opportunities members of the nomenklatura have
to cheat on each other. Devolution of power— a transformation of a
political monopoly into an oligopoly, with branch and territorial units
sharing power with the central organs— has created the conditions for
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intra-oligopoly competition to the benefit of actors at the bottom rung of
the economic hierarchy— in the case of industrial management, the
enterprise manager. The ministerial bureaucracy, the oblast’ party hierar-
chy, and the central organs, including the police, now must bid for the
enterprise’s cooperation, each striving to offer the best mixture of incen-
tives and penalties for the manager’s loyalty. To the extent the manager
can cooperate with one faction without tipping off the others, he can
divert resources (including freedom to shirk) to his enterprise at the ex-
pense of the administrative hierarchy above him.

An analogy to the problem of cartel maintenance may clarify the
dynamic. One can view the Soviet nomenklatura as a kind of cartel, set up
to maximize its members’ economic power by limiting the supply of dis-
cretionary decision making exercised at the production-unit level. Follow-
ing though on the analogy, allowing producers to evade central supervision
in return for some sort of pay-off — e.g., bribes or other displays of loyal-
ty— would constitute chiseling.

Economic literature suggests that cartel instability— that is, the in-
cidence of chiseling by members— grows as noncompliance with the car-
tel rules becomes more difficult to detect.>> In the case of the
nomenklatura, middle-level members of the cartel (i.e., ministerial and
regional coalitions) face a reduced risk of detection when compartmen-
talization of information coincides with consistently overambitious
production targets. The overambitious targets, by making disappointment
inevitable, give these bureaucrats the opportunity to explain away an
enterprise’s failures, and secrecy makes it difficult for higher-level super-
visors to distinguish authentic from contrived explanations. Under these
conditions, it becomes easier for enterprises to strike side deals that
relieve them from the rigors of centralized supervision. In extreme cases,
enterprises might even achieve a kind of entrepreneurial Bonapartism, as
the competing bureaucracies neutralize each other and thereby free the
firm from subordination.

15



In sum, agency-costs analysis predicts the emergence of two problems
with the Stalinist administrative system. First, the system will profligately
consume resources in relation to the output it produces, and discourage
the development of technological innovations that could improve its
productivity. Second, the system induces evasion of central administra-
tion. Initially it creates incentives for a devolution of power within the
nomenklatura from the highest level of the administrative apparatus to the
separate branch and territorial units. As this process progresses,
enterprises and their employees begin to develop independence at the
expense of the supervisory apparatus. This latter development, because it
involves a net loss of the nomenklatura’s power, has more serious implica-
tions.

Agency-costs analysis does not offer clear predictions as to how the
authorities might respond to these problems, but it can suggest some lines
of attack. Autarky within the nomenklatura and the growth of the second
economy outside of it implies the erosion within the elite of a consensus
about the boundaries of acceptable economic behavior. If the
nomenklatura nonetheless wishes to maximize the rents it collects, it may
prefer to substitute price-based penaltles (i.e., taxes) for the sanctions

currently imposed on private activity. 3 A policy of legalizing and taxing
private activity, under the constraints that agency-cost analysis indicates
the nomenklatura will face, may entail greater benefits for the elite at a
lower cost, even though it involves a voluntary surrender of some of that
group’s monopoly of economic and political power.

Reform and Reorganization

In the years after Stalin’s death, poor economic performance and
deteriorating political control manifested themselves, inter alia, both in
the form of steps taken to correct them and by the need periodically to
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“second economy in information,” as Soviets refer to the robust rumor
bourse, grew to serve the general population, especially in the cities. In
light of these developments, the costs of secrecy to the nomenklatura
began to outweigh its benefits.

Somewhat paradoxically, upgrading the credibility of the national
media has strengthened the leadership’s ability to influence the general
population. The central leadership, compared to the intermediate coali-
tions, more easily can set the agenda for discussion, even though it no
longer tightly controls the content. Greater freedom for the media
reduces the aura of cynicism that previously degraded public discourse.
Although the leadership may find itself in competition with the media as
glasnost’ develops, at present its power to write the headlines, if not the
articles, coupled with the greater tendency of the population to take
seriously what they read in the press, has given it a useful tool for striking
at its adversaries.

The unleashing of the local media reinforces this process. By en-
couraging and protecting journalists who uncover misbehavior outside of
Moscow, the central leadership has improved its ability to monitor mem-
bers of the nomenklatura. Again, this policy runs a risk of loss of authority
to the media, but at least over the short run the welfare gains in terms of
enhanced control over local elites may outweigh this risk.

Relaxation of controls over information presents difficult managerial
problems. Given the permeability of information, all but the most rigid
barriers tend not to work. The Nagorno-Karabakh crisis, as well as the
nationality protests in most of the non-Russian Republics, reveals what the
leadership must regard as the down side of glasnost’. In this sense
Gorbachev’s new information policy puts at risk the ability of the
nomenklatura to maintain its dominant position over the long run.?! As
a short-term strategy by which the central leadership might regain ground
lost to the intermediate bureaucratic coalitions, however, glasnost’ may
seem an acceptable risk.
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