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We present a new theory of pervasive shortages under socialism, based on the assumption
that the planners are self-interested. Because the planners—wmeaning bureaucrats in the
ministries and managers of firms—cannot keep the official profits that firms earn, it is in
their interest to create shortages of output and to collect bribes from consumers. The theory
implies that (1) an increase in the official price of a good might reduce output, (2) market
socialism is bound to fail even without computational complexities facing the planners, and
(3) price liberalization will succeed only if firms get to keep their profits.

1. Introduction

B The single most pervasive phenomenon in socialist countries is shortage of goods. Con-
sumer goods ranging from necessities, such as food, to luxuries, such as cars and gold, as
well as many intermediate inputs, are typically in short supply. Kornai (1979) and Weitzman
(1984) argue that shortages, as opposed to excess supply of goods, distinguish socialism
from capitalism. In this article, we offer a new explanation of shortages under socialism.

Standard explanations of shortages of goods under socialism are not completely per-
suasive.! The classical explanation (Lange, 1936) argues that shortages result from temporary
difficulties in calculating equilibrium prices, which occur because convergence to equilibrium
takes time. It is hard to take this story seriously. In the former Soviet Union, shortages of
some goods, such as cars, have lasted for decades, without any price increases. The planners
simply did not raise prices to come closer to the market-clearing equilibrium.

Second, it is often argued that distributional considerations lead socialist planners to
keep down prices of such goods as food (Weitzman, 1977). Although distributional con-
siderations may explain shortages of some goods, such as food and housing, they are hardly
a general explanation. Why, for example, has the former Soviet Union always had a shortage
of such luxuries as cars and owner-occupied apartments? The government has long been
trying to extract the excess savings from the rich, and raising the prices of luxuries would
have been a natural way of doing this. It does not appear, then, that fairness is the real issue.
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A third influential explanation of shortages, offered by Kornai (1979), is that socialist
firms face soft budget constraints and so always want to get any inputs they possibly can at
any price. In Kornai’s model, it is not so much that goods are underpriced, but that the
income of the buyers is effectively infinite. This model may be appropriate for some inter-
mediate goods. But households face hard budget constraints, and therefore the systematic
shortages of many consumer goods remain a puzzile. Moreover, we claim below that the
notion that the socialist firm always wants to expand output is incorrect. Our explanation
of shortages applies to consumer luxuries and necessities, as well as to intermediate goods.

We argue that an important reason for pervasive shortages is self-interested behavior
by the ministry bureaucrats who set the planned prices and output. These bureaucrats
intentionally plan shortages in order to invite bribes from rationed consumers. If markets
cleared, firms in an industry could earn profits, but most of these profits would accrue to
the state treasury, not to the managers or the ministries. The key feature of socialism is that
the decision makers who determine the prices and output of firms do not, to a first ap-
proximation, keep any of these profits. In contrast, when there is a shortage of a good,
potential customers try to obtain it by offering bribes and favors to the bureaucrats in the
ministry (and to the managers of firms). These bribes tend to be much larger than the share
of official profits that the bureaucrats and the managers are allowed to keep. And because
the bribes are not official transactions, none of them goes to the treasury. As a result, the
industry is better off creating a shortage of the goods and collecting the bribes than making
official profits it cannot keep. To collect bribes, socialist industries will always try to produce
a level of output entailing a shortage at official prices.?

Our article is an application of the general principles of rent-seeking, introduced by
Tullock (1967), Krueger (1974), Posner (1975), and Bhagwati (1982). The literature on
central planning has long recognized that price distortions can lead to Tullock-like welfare
losses as people waste time queuing for goods (Stahl and Alexeev, 1985). This literature
has taken underpricing as exogenous, however. Our article suggests that underpricing and
shortages are the result of the rational choice made by key decision makers, who collect the
rents that result from shortages. Although we focus on shortages in socialist countries, the
point that bureaucrats create artificial barriers to private transactions in order to collect
bribes is more general. Many laws, regulations, and other quantity restrictions in less-de-
veloped and even in developed countries are probably introduced largely to collect bribes
(De Soto, 1990). We believed it would be useful to bring out the implications of this general
principle for the most pervasive feature of socialism: the shortage of goods.

The next section of the article discusses the objectives of a socialist industry and presents
our explanation of pervasive shortages. Section 3 discusses some of the center’s responses
to the problem of shortages and the related problem of industry losses on the official account.
Section 4 concludes with some general implications of this theory for socialist and market
economies, for market socialism, and for reform.

2. The objective function of a socialist industry

W To describe its objective function, we must first define what we mean by “a socialist
industry.” We define a socialist industry as the combination of the firms in the industry
and the ministry that supervises them. We assume that this industry has some demand
curve and some cost curve. The objective function of this industry is the objective function
of the bureaucrats in the ministry and the managers of the firms. Importantly, we assume
that the bureaucrats and the managers collude to pursue their common objective function.

2 A Moscow taxi driver illustrated our point. When asked why all the most convenient turns seem to be
prohibited on Moscow roads, resulting in huge traffic jams, he replied immediately: “So that policemen can collect
the most bribes from the violators.”
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As a result, we do not focus on the potential conflicts between bureaucrats and managers.
Our view is that both have the same broad objective—namely, to enrich themselves at the
expense of their customers and the state treasury—and that they bargain efficiently on how
to divide the surplus. One example of this is that the ministry gives the orders and the firms
just follow them as best they can.

Given this view of a socialist industry, it is not important whether it consists of just
one or several firms. Even if there are several firms, the bureaucrats in the ministry will
enforce collusion between them, and they will act as a monopolist. In particular, the bu-
reaucrats will not allow firms to compete for bribes. This assumption is quite natural: the
ministry has a great deal of control over the prices and outputs of the firms it supervises,
and it is in the long-run interest of the managers as well to make sure that the monopoly
allocation is sustained. In short, we are assuming that the industry consists of one decision
maker, who expresses the combined interests of the bureaucrats and the managers, and
whom we shall call “the industry.”

What is the objective function of this industry? Typically, the industry does not keep
any of the profits it earns from selling its output at official prices, since the tax rate levied
by the central authorities is close to 100%. The argument made to justify the expropriation
of profits is that the state owns the firms and thus is entitled to the profits. Even if the
industry can keep some of the profits, virtually none of them accrue to the managers and
to the ministry bureaucrats. Official profits are of no value to the decision makers. Such
taxation of profits implies, in particular, that the industry has no interest in charging an
official price equal to the monopoly price and supplying the monopoly output. Nor does
the industry have any interest in producing a competitive output at a competitive price,
since the profits on the inframarginal units, again, accrue to the state. A socialist industry
gets no or virtually no benefits from earning legal profits.

The only way that the industry can get anything for itself is by having a shortage of
the good it produces and then collecting the rents in the form of bribes from quantity-
constrained buyers. When there is a shortage, buyers’ valuation of the good exceeds the
official price, so they are willing to stand in line, lobby the firm and the ministry, and most
importantly, pay bribes to get the good. Of course, to the extent they lobby and stand in
line, the buyers do not benefit the industry. But to the extent that the shortage brings in
bribes, the industry decision makers benefit from a shortage. The advantage of bribes over
profits is, of course, that bribes are hidden and therefore are not turned over to the treasury.
As long as the tax rate on official profits is high enough that managers and bureaucrats
prefer to collect the bribes, even despite all the waste associated with queuing and lobbying,
they will try to create a shortage. The industry’s objective, briefly stated, is to maximize the
bribes.

If we denote the inverse demand curve of the industry by D(Q) and the official price
by P, the objective function of the industry is given by

D(Q)*Q — PxQ. (1)

This objective function, for an arbitrary P and Q, is given by the rectangle in Figure 1. We
are assuming that the true price the industry charges the buyers is D(Q)—the reservation
price of the marginal buyer—and that this price consists of two parts. The first is the official
price P, and the second is the bribe D(Q) — P. The rents that this industry collects are the
product of the bribe per unit of output times the output.

There is a simple way to think about this objective function. The first term, D(Q)*Q,
is simply the revenue that any industry would collect if the market cleared at the output Q,
which we will denote by R(Q). However, the cost to a socialist industry is very different
from the cost to a private industry. The real cost function does not even enter the objective
function (1). As Kornai has pointed out, the socialist industry does not care at all about
the cost of its inputs, since these inputs are paid for by the state, which usually covers the
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FIGURE 1

D(Q)

losses of the enterprises. With close to a 100% profits tax and full compensation for losses,
the official cost of the inputs only trivially affects the fortunes of the industry’s bureaucrats
and managers. The assumption we make means that the official revenues of the firm, P+ Q,
are the only real cost to the managers and the burcaucrats. The higher the official price for
its output, the lower the bribes the industry can collect per unit of output, and so the higher
the effective cost of this output. To the bureaucrats and managers, the official revenues are
a drain; they are just like the production cost or an excise tax to a private firm. Once this
point is recognized, the objective function of the industry given by (1) is just the revenue
minus the total cost.?

In writing down this objective function, we make several specific assumptions. First,
we assume that bribes are collected efficiently. Customers do not stand in line or inefficiently
lobby the producers, they just pay the bribe D(Q) — P. This assumption is obviously un-
realistic, since in socialist countries we observe queues, lobbying, and other inefhicient be-
havior, as well as bribes. We do not need such a strong assumption. We need only assume
that the tax rate on official profits is high enough that the industry tries to collect bribes
rather than official profits. Even if there are some restrictions on bribery that lead to queues
in equilibrium, the objective function will be similar to (1), and we will still get the result
that the industry wants to create a shortage.

3 We could alternatively assume that some or all of the industry’s costs have to be paid in bribes in order to
procure scarce inputs, or that the industry faces some minimum profitability constraint (as we assume below).
These assumptions would make the industry care about its official costs and thus change its choice of output.
Nonetheless, these assumptions do not change the basic conclusion that the industry wants to have a shortage of
its output.



