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We dedicate this lecture to the memory of the late Rostislav Vcherashnay and Lynn Turgeon.

                                    PART I: PARADIGM LOST
     [click 1, Paradigm Lost?  Paradigm found]

     We would like to begin by thanking all of you for attending this lecture late on a sunny Friday afternoon.  We would also like to thank Donna Street for her kind introduction, the leadership of the College of Business, especially Brad Roof and Chuck Bilbrey, for sponsoring this lecture and for providing the refreshments that will accompany it after you all suffer through our remarks here this afternoon, and we would especially like to thank Michael Blond and Phil Heap for providing invaluable technical assistance.  You will first have to suffer through me before Marina provides some relief for you after that.  We hope that there will be time for a few questions afterward, although we are not quite certain how long this lecture will take.  We are dedicating this lecture to the memory of Marina's father, Rostislav Vcherashnay, who died recently in Moscow, and also to that of our good friend, Lynn Turgeon, who died last year. 

     It was through Lynn Turgeon  that we first met in Moscow, in the former Soviet Union in the Orwellian year of 1984.  I would like to begin this lecture by telling you two jokes. [click 2]  The first was recounted to me by Marina at the time that we first met, and can be viewed as representing the old paradigm of comparative economics, the paradigm now lost.  That was the paradigm of capitalism versus socialism that manifested itself most grimly in the Cold War between the United States and the Soviet Union, a Cold War very much ongoing at the time of our first meeting.

      This joke presents the history of the Soviet economy up through the period of Leonid Brezhnev that had just ended with his death in 1982 and goes as follows.  Let us think of the former Soviet economy as a train moving resolutely across the steppes of Mother Russia and her fellow republics.  From time to time the train reaches the end of the tracks and the question arises as it always does in Russia, "What is to be done?"  In any case, after the Russian Revolution of 1917, Comrade Lenin is in charge of the train.  When it comes to the end of the tracks he appeals to the revolutionary fervor of the workers to build more track and allow the train to proceed.  They eagerly respond and the train moves forward.

     Then, after Lenin dies in 1924, Comrade Stalin comes to power and is in charge of the train.  Once again it comes to the end of the tracks and the eternal question of "What is to be done?" arises.  Stalin deals with the problem by taking the Chief Engineer off the train and shooting him in the head in full view of all the workers on the train after accusing him of "wrecking."  He then announces that anybody who does not work very hard to build more track and make the train move forward will suffer a similar fate.  The workers respond to this incentive, and the train makes great progress across the landscape.

     After Stalin dies in 1953, Comrade Khrushchev takes over command of the train.  And yet again the train reaches the end of the tracks and the question arises, "What is to be done?"  After a certain amount of hare-brained scheming, Khrushchev declares that the workers must tear up the tracks from behind the train and put them in front of the train.  This proves to be a successful solution and the train moves forward once more.

     Then in 1964, Khrushchev is removed from running the train by his comrades on the Politburo and Comrade Brezhnev replaces him at the helm.  Of course, after a time he too faces the problem of the train reaching the end of the tracks and also must confront the question of "What is to be done?"  His response is to announce that the workers must pull down the shades, cover their eyes, stamp on the floor, and pretend that the train is still going.

     Now, of course, in 1985, the year after Marina and I met and first attempted to marry, Mikhail Gorbachev came to power.  He introduced openness and restructuring, the famous glasnost and perestroika.  This involved taking the train in for major repairs.  But while doing so, the Berlin Wall fell in 1989, leading to the fall of Communist governments throughout Central and Eastern Europe, and at the end of 1991 the Soviet Union deconstructed itself and ceased to exist.  In short, while trying to get the train to the repair shop, Gorbachev managed to run it entirely off the tracks and nobody has been able to get it back on them since.

     Now, out of the deconstruction of the former Soviet Union came 15 new nations, the former constituent republics of the former Union of the Soviet Socialist Republics, along with several other new nations in subsequent years in the region.  Most prominent among these was the Russian Federation, the largest of the former republics and the largest nation in the world in land mass even now.  A new Russia was born and along with it and its new economic system, a new breed of jokes.  No more the references to Lenin or the bumblings of Communist Party apparatchiks.  Now we have "New Russian" jokes, about the new hero of the new system and the new paradigm.  There are so many of these jokes that there is even a website for them, listed on the screen overhead.  I shall tell you one.

     A New Russian meets an Old Russian.  The Old Russian asks,

“How are you these days, Vasya?
The New Russian responds,

“Well, life really sucks. I’m so tired of the Bahamas, and all those three-star French restaurants are really getting to be a drag, not to mention those thousand dollar-a-night whores. I’m really getting all worn out.  What about you, Vanya, old buddy?”

The Old Russian replies, in a weak voice,

“Imagine, I haven’t been eating anything for three days already.”

The New Russian responds,

“Well, man, I’ve had that sort of problem.  You just have to force yourself.”

     Now there are many more such jokes out there along the lines of that one, although usually if there is somebody in them besides other New Russians or their family members, they are likely to be either Mercedes Benz dealers or police.  In a sense these jokes encapsulate the problem presented in this lecture.  That is nothing more nor less than the proposition that there is no need for any such course of study as comparative economics (or comparative economic systems, as it is also known) since the fall of the Soviet socialist system and its replacement by what appears to be some kind of absurd caricature of the crudest sort of capitalism that one can imagine.  The dissolution of the old paradigm associated with that Cold War contest of ideologies should mean the dissolution of the discipline itself, supposedly. [click]

     Indeed, we heard this proposition stated in the bluntest possible way in August 1992 when we were in Moscow attending the Tenth World Congress of the International Economic Association at Marina's alma mater, Moscow State University.  There was a plenary address by the then Premier of Russia, Yegor Gaidar, who was in the midst of attempting to implement a major “shock therapy” reform program in Russia.  Although hyperinflation was rocketing and beggars were appearing on the streets, he was filled with confidence.  He declared that, "Henceforth, books on comparative economic systems will be found only on the library shelves dealing with economic development."  

     Of course we would prove him wrong by writing another such book ourselves, one that has been adopted for use at Harvard and Stanford, among other institutions.  Eventually this lecture will fill you in on how we have dealt with that challenge issued by now former Premier Gaidar.  But, I shall leave that task to my co-lecturer.  Nevertheless, many economists and institutions believed him to be correct, and many departments of economics have responded by eliminating courses in comparative economics or comparative economic systems, believing the subject itself to have died with the death of the old paradigm that structured it in the past. [click]

      Now, one response to this challenge has been the emergence of a new subject called "the economics of transition."  Given that socialism was to be replaced by capitalism, the question arose as to how these formerly socialist economies would make this transition.  This has become a major cottage industry, with many economists who were never comparative economists or Sovietologists engaging in mountains of research on the topic.  Many of these people went on to advise governments on what to do, occasionally becoming embroiled in controversies and even scandals as a result of their activities.  But, whole new institutions, such as the European Bank for Reconstruction and Development (the EBRD) have grown up to replace such former institutions as the old socialist trade entity, the Council for Mutual Economic Assistance (the CMEA, or COMECON), [click] and new academic journals catering to this research and policy advising, such as The Economics of Transition have appeared.  

     Likewise, in some colleges and universities, the courses formerly labeled comparative economics or comparative economic systems have been relabeled as "Economies in Transition."  Here at JMU that label has become attached to a course that used to be called Soviet Economy and which is part of this university's longtime area studies program in Russian Studies.  Big surprise, Marina teaches that course regularly.  That courses bearing such titles are popular was brought home to me last week when a book publisher representative invited Marina and me to write a book on the subject.

      One of the reasons why this topic has been much studied has been that the process of transition has proven to be much more difficult and complicated than was initially envisioned.  From the beginning there were voices of caution and skepticism among the more traditional comparative economists and Sovietologists such as Marina's old friend, Marshall Goldman.  But they were largely dismissed and ignored by the new advisers who would develop the emerging "Washington Consensus" on "What is to be done."  In the early 1990s there was much talk suggesting that an economy could fairly easily make the transition if it just followed a nice neat package.  Although it is easy in hindsight to sneer at this pollyannaish optimism, it was inspired by the experience in 1948 in West Germany when its leftover Nazi command economy was very suddenly transformed into its successor, the modern West German social market economy.  What followed was a veritable explosion of economic growth, the Wirtschaftswunder, or "Economic Miracle."   But these forecasts for the more recent transition economies proved to be wrong, dreadfully wrong in many cases.

     I would like to briefly review some of our own research on the topic of economic transition and some of the complications that can and have arisen.  Let me start by torturing you with some figures. [click]  Figure 1 shows the behavior of real per capita output from 1989 until recently for several representative transition economies.  It assigns a value of 100 to each nation's level of real per capita output in 1989.  Not every year's value is displayed, but the value for the year of lowest real per capita output is shown and at least one since then, although for some countries there has yet to be an increase.  As can be seen, most countries hit a minimum around 1993 or 1994, although Poland turned around in 1991, and some are later, with a few yet to make the turn, notably Russia and Ukraine, and with a few starting up but then turning down again, such as the Czech Republic and Bulgaria.  This pattern is the so-called "J-curve" effect.  As can be seen, most of these nations have yet to return to their 1989 levels of output, although a few have, notably Poland and Slovenia.  

     Also, there are the contrasting cases of China and Laos, neither of which have had any decline.  Indeed, China has been the world's fastest growing economy during the 1990s, a startling contrast with the performance of the Soviet bloc economies, many of which have experienced economic declines substantially exceeding what happened in the United States during the Great Depression of the 1930s. [click]

      We further clarify this picture by showing the actual behavior of the respective real per capita incomes of these nations in 1997 U.S. dollars in Figure 2.  [special aside on data problems]  Clearly there is a great diversity of outcomes.  At the top the five with the highest per capita incomes are on the fast track to join the European Union (Slovenia, the Czech Republic, Hungary, Poland, and Estonia).  The growth of China and Laos can be seen to be at least partly a matter of them playing "catch up."  But, China has clearly surged ahead of quite a few of these other nations, even if Laos still lags behind.  How to explain this startling contrast has been one of the greatest sources of controversy among transitionologists. [click]   

     Several of our papers have addressed both this question and the related one as to how a transition economy could experience such a sudden and sharp decline.  I shall not go into the gory details as they are somewhat technical and involve complex nonlinear dynamics, but I shall show you in Figure 3 a depiction of a sudden decline of employment in a transition economy.  This paraboloid curve shows hiring by the new private sector as a function of the unemployment rate.  We argue that if the breakdown of economic institutions reaches a certain critical point, then there can be a general coordination failure and a sharp decline in hiring depicted by the sudden lowering of this curve.  The horizontal line shows the layoff rate of the state sector, and in this case, such a decline would trigger a general implosion of output and explosion of unemployment.  [click]

     The mechanism underlying such a discrete and discontinuous shift is depicted in Figure 4 which draws on ideas from interacting particle systems theory that have been popular with complexity modelers such as William Brock and Steven Durlauf.  The vertical axis is a parameter in the model I just showed you that determines the height of that curve, based on the returns to the private sector of hiring more workers.  The horizontal axis is the product of two factors, one the degree of interconnectedness in the economy as determined by its institutional structure, and the other the willingness of economic agents to shift from optimistic to pessimistic attitudes or back.  There is a critical value at which discontinuous shifts can happen.  

     The contrast between China and the European transition economies can be explained by their ending up on different branches of this figure.  Thus, China would be on this upper right branch, having maintained its institutional structure while allowing the new economy to grow up around the old economy.  Arguably Poland has followed a somewhat similar strategy in terms of institutional arrangements, despite its deserved reputation for engaging in "shock therapy" in macroeconomic policy.

        More recently as many of these economies have moved into the stage of recovery and begun to establish new institutional frameworks, a variety of other issues and problems have arisen.  One has been a serious tendency in many countries to have large budget deficits because of great difficulty in collecting taxes.  Much of this difficulty has been attributed to a substantial increase in the underground economy, also called the informal or unofficial economy, which operates secretly without reporting to the government.  Of course, such activities serve to mitigate partially the impact of the extreme declines in reported output depicted in earlier figures, and many such activities may represent hopeful entrepreneurship in the face of excessive regulation, although others may be simply criminal activities.  But, given the opposition by the Washington Consensus to large budget deficits, these countries face serious pressures from the IMF and other global financial institutions to cut spending on social safety net programs when the rise of such underground economies leads to reductions in tax revenues.

      However, some research we have carried out recently with our colleague, Ehsan Ahmed, has shown that there may be a positive relationship between income inequality and the rise of such underground economies.  This can be seen more broadly as a problem of a loss of social capital, or social solidarity, and can also be understood by reference to ideas of nonlinear complex dynamics studied by Brian Arthur of the Santa Fe Institute.  [click]  Figure 4 1/2 shows the equilibrium states for an economy in terms of the percent of the economy that is underground on the horizontal axis and the probability that an average person will work in the underground economy on the vertical axis.  The curvature of this line shows that as more people work in the underground economy there are increasing returns to doing so, although eventually these disappear.  These returns can be thought of from the standpoint of law enforcers; at low levels it is easy to catch those not reporting their taxes or otherwise breaking the law, but beyond some point it becomes difficult to do so.  The midpoint divides two competing states the society, both stable equilibria.   This can be seen as a social phenonmenon; beyond a certain point one goes from being viewed as an undesirable criminal if one works in the underground economy to being an undesirable fool if one does not do so, a loser like our Old Russian, Vanya.  Thus, there may be a critical point beyond which the society goes from mostly working above ground and paying taxes to mostly working underground and not paying taxes.  Such a case was studied by Robert Putnam of Harvard in his book that contrasted northern and southern Italy.  [click]  Our hypothesis is that an increase in inequality can shift this curve upward by increasing social alienation, thus pushing an economy from a "good equilibrium" to a "bad equilibrium" as depicted in Figure 5. [click]

     Figure 6 shows a scatter diagram of transition economies with the vertical axis showing the degree of income inequality as given by the Gini Coefficient, and the horizontal axis estimated percents of the economies that are underground, based on studies of electricity consumption, again with severe data problems involved here.  I shall not bore you with the details, but these scatter diagrams do show significant relationships when tested econometrically, relationships robust to including a variety of other variables that may be related to these factors.  An obvious and important case is Russia out here that has both great inequality and a large underground economy, with Ukraine in a similar state.  Georgia is even more extreme, a nation in the transcaucasian region that is noted for corruption and has been torn by war.  At the other extreme is Slovakia down here with probably the most equal distribution of income in the world and a much smaller underground economy.  [click]  Figure 7 shows the changes in those variables from the late 1980s to the mid 1990s, with many of the same countries in similar situations.  This relationship also proves to be strong and significant.  Again, we find some countries that have not performed well on the earlier figures here in the upper right zone, such as Russia and Ukraine, while many of those that have performed better are down here in the lower left, such as Hungary and Poland.  Slovenia is not on here, but it would be in the lower left also if it were.  

     An important, if controversial, bottom line is that the advice given by the Washington Consensus may well have been misguided in this matter.  It may behoove these countries to be very cautious about sharply cutting back their social safety nets if this will lead to substantial increases in income inequality as this may simply worsen the underground economy problem and the resulting problems of tax revenues and budget deficits.  This is a matter of ongoing research for us. 

     I shall now turn the floor over to my wife and colleague and coauthor, Marina Rosser.  Thank you for your attention.  [click]
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