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The economic system exerts its influence over the economy through many assets that are
system-specific. Economic actors invest in such assets in order to capture the opportunities defined
by the system. When systemic entrepreneurs set systemic transformation in motion, uncertainty is
created. Together with externalities produced by investment in systemic transformation and the
ensuing alteration of the property right structure, this determines the distribution of transformation
costs and gains. This produces opportunities for investing valuable resources to weaken third-party
enforcement and capture gains and avoid costs via transformational redistribution. This situation
increases asymmetries, reduces the opportunities for productive outcome, and makes change costly
and path dependent. This framework is used to explain the process of change in Central and Eastern
Europe.

Keywords: economic system, transformation, system-specific assets, path dependence.

JEL classification index: D23, P31, P51.

1. INTRODUCTION

The purpose of this paper is to propose a testable explanation of why actors in
modern, complex economies under transformation may not follow strategies con-
verging toward the implementation of what appear to be the most efficient eco-
nomic system. The latter is usually sketched in the reform blueprint. When change
is so wide and deep that it involves the complexity of economic relations and the
nature of actors, the crucial variable of analysis is the economic system. A system
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can be defined as “a group or combination of interrelated, interdependent, or inter-
acting elements forming a collective entity” (Collins Dictionary of the English
Language). Such elements, in the case of an economic system, are institutions.

Three conditions are necessary for a set of institutions to form an economic sys-
tem. First, they must structure the complex of social interaction in the economic
domain. Second, economic actors should share the knowledge and acceptance of
these institutions by free will, tradition or force. Third, these institutions must be
co-ordinated.

Within an economic system, different institutions complement and strengthen
each other in a characteristic way. Since institutions come in clusters within each
economic system, they show complementarities and indivisibilities, each institu-
tion takes advantage of the network effects of other institutions and they show in-
compatibilities and trade-offs with different (clusters of) institutions. In this sense,
the economic system shares the features of hayekian order, in particular a distinct
pattern of relationships among the constituent elements that makes the outcome of
co-ordination predictable. This gives the system an evolving stability that persists
until shock does not promote change. However, as I will show below, stability
means neither that systemic evolution is necessarily sufficient to adapt to environ-
mental change, nor that the system is inevitably efficient.

An economic system presents many advantages for actors operating in the
economy. In fact, the economic system gives order to human interaction, reduces
uncertainty, diminishes transaction costs and the costs of conflicts, and addresses
the activity of actors in a particular direction. The advantages of the economic sys-
tem come at a price, though. Actors are required to invest valuable resources to
adapt to and operate in that particular system. This investment is individually pro-
ductive, because it gives individual actors the chance to profit from the opportuni-
ties and advantages that the system creates. The investment forms a value in the
form of systemic capital that actors do not want to lose when the system changes.
This influences the actors’ (bounded) rational behaviour and choice. This invest-
ment is also socially productive, since it gives stability and predictability to eco-
nomic interaction; thus it decreases the costs of interaction, simplifies and makes
more effective the actors’ cognitive processes and computational ability. This in-
vestment also supports the solution of problems of collective action by limiting
the number and domain of economically feasible solutions, and strengthens the
actors’ co-operation and co-ordination in their effort to find new solutions to eco-
nomic problems.

Contrary to the normal situation sketched above, there may occur a situation
where there is an opportunity to freely choose and implement a more efficient sys-
tem. This is systemic transformation, which consists of general change of institu-
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tions and their co-ordination.! This happens when social actors agree that the old
system was undesirable because it was ineffective, or when change is imposed,
such as, following military defeat.” Yet, despite individual preference for change
and social agreement on its necessity and even on the desirable system notwith-
standing and in spite of large individual participation or the imposition by a
powerful force of a supposedly superior economic system, each actor behaves
in a conservative way. Spontaneous processes of systemic transformation and
institutional engineering are consequently insufficient to produce a better eco-
nomic system,’ unless these are coupled with other conditions. These include
proper policies paying due attention to the complex co-ordination of institutions.
This provides the economic system with the proper variable of analysis. Transfor-
mation in Central-Eastern Europe offers a particularly clear case to study these
processes.*

In the next section the relationship between institutions and the economic sys-
tem will be investigated. I conclude that, in order to understand the processes of
transformation, it is necessary to consider the complexity that the economic sys-
tem constitutes the centre of analysis. Section 3 deals with the economic system,
system-specific assets and the consequence of their existence on the economic ac-
tors. The section shows that boundedly rational actors have incentives to invest in
system-specific assets and accumulate systemic capital. The latter influences the
behaviour and choice of actors. As shown in section 4, systemic capital explains
why inefficient economic systems can be stable and why systemic change meets
with obstacles, even if there may be an apparent agreement to change. In section 5
I show that systemic inefficacy opens opportunities for systemic entrepreneurs,
who may invest in systemic change and promote investment by imitators. If so,
systemic transformation is set in motion. However, the owners’ of old systemic
capital also influence transformation. As I show in section 6, there is no guarantee
that this will produce a better economic system. This is due to the presence of old
systemic capital, that can support investment in transformational distribution and

I use the term change to denote the modification of the economic system in general. Such change
may consist of progressive (evolution) or radical and general modification (transformation).
The classical cases are those of post-war Japan and Central Europe.

By better system I mean an economic system that is more efficacious than any other in pursuing
the economic goals of a society. Cf. J. S. Berliner (1999). In a given environment, a more
efficacious system is one that is the cause of higher economic performance than it could be
achieved by using the same amount of actual or potential resources within a different system.
For simplicity, I will disregard here the disagreement existing in the use of terms. I will consider
the terms “transition” and “transformation” as synonymous.
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is due to the costs of transformation and their allocation. These factors stress the
crucial role of enforcement. These costs are discussed in section 7 that shows how
these and transitional distribution are the causes of path dependence of systemic
transformation. Section 8 concludes the paper by discussing some conditions for
transformation resulting in a better economic system.

2. INSTITUTIONS AND THE ECONOMIC SYSTEM

The economic performance of a country is determined by the economic system,
together with policies and the environment within which economic activity takes
place.” The environment includes all those variables that influence economic per-
formance, but are beyond the control of participants in the economy, such as cul-
ture, international geo-political situation, resource endowment, and level of devel-
opment. Policies include variables that governments may influence in order to
guide society towards reaching pre-set economic goals.

In this paper I give particular relevance to the economic system. The economic
system consists of co-operating institutions that structure social interaction in the
economic domain and whose knowledge and effect are shared by the members of
the relevant society in their economic activity. The emphasis here is not only on
the co-existence of formal and informal institutions, but also on the fact that these
institutions form a cluster that is integrated and interdependent, and whose proper-
ties are known and whose effects are socially shared. This means that economi-
cally relevant institutions do not display their potential variety and variability,
since these are those that respond positively to the framework of mutual influence,
externalities and spillovers that the economic system materialises. Within a given
economic system, each institution has a specific and well-defined character and is
compatible with other institutions.

Focussing on the Soviet-type system,® it is well known that one party in power
and central planning are incompatible with efficient market institutions and be-
haviour. Consequently, money and prices have a passive role in the sense that they
do not influence allocation and production decisions. Control and co-ordination
are direct (political and administrative) in nature and require strong central gov-
ernment and passive firms.

> For this important result of comparative economics cf. in particular T. Koopmans and J. M.

Montias (1971). Cf. also G. Grossman (1974), S. H. Gardner (1998).
5 Cf. J. Kornai (1992).
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The Soviet-type system, as any other system, generates a characteristic regular-
ity of behaviour of economic actors — individuals, enterprises and planners alike:
the soft budget constraint that produces shortage.” In the system, each institution
presupposes the others and cannot survive if other crucial institutions are modi-
fied. Similarly, foreign institutions are rejected when introduced in an economic
system. Economic reforms in Eastern Europe since Stalin’s death supply abun-
dant evidence of this fact. These particular relations among institutions form the
core of the coherence of any viable economic system. This is not to say that sys-
tems cannot change. Indeed, they evolve. However, any successful evolution pays
respect to systemic coherence and is consequently bounded by the existing fea-
tures of the economic system. The alternative is disruption of the system and pro-
longed institutional instability: when even only one or a few crucial institutions
are disrupted, others follow and lead to a general process of institutional and
co-ordination disruption. Systemic transformation in Central and Eastern Euro-
pean countries was promoted and made inevitable by the devolution of the com-
munist parties power and the following disruption of central planning. Obviously,
this imposes limitations on the freedom of systemic arrangements that are viable,
but also prevents systemic convergence.®

Since institutions are co-ordinated within the economic system, behavioural
limitation and specialisation that they promote have a characteristic that is easily
recognisable as belonging in a particular system. Such regularity of features and
behaviour defines the type of relevant transaction costs and influences their size.
These, together with other factors such as political interference and technology,
determine the organisational forms that are possible, convenient or permitted in a
given system and the economic behaviour that is (boundedly) rational.’

Consequently, systemic transformation not only changes the way actors play
the economic game, it also alters economic actors. The game in the Soviet-type
system consists of devising good central plans and implementing them in order to
pursue collective goals (building socialism plus economic growth) that also pro-
duce individual benefits. In a market economy, the game consists of pursuing pri-
marily individual goals (such as surviving competition and producing a profit)
while paying due respect to social goals. Each game requires radically different
kinds of behaviour of economic actors for which different economic actors are
apt. Firms are radically different in the Soviet and in the capitalist systems, central
planners having no role in the latter, as entrepreneurs in the former.

7 Cf. J. Kornai (1980).
Cf. the contributions included in B. Dallago (1999).
’ Cf. B. Dallago (2000a).
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The co-existence of formal and informal institutions opens a particularly com-
plex aspect of the economic system and systemic transformation.'® An effective
economic system is one where formal and informal institutions are properly inte-
grated, so that they do not hamper but support and stimulate each other. This re-
quires institutional adaptation, which is a crucial component of evolutionary pro-
cesses. The co-existence of formal and informal institutions may be difficult and it
is not clear in general terms which kind of institutions will adapt most. This de-
pends largely on the features of the economic system.

For instance, according to the Bolshevik blueprint of the socialist society there
was no room for private ownership, at least in the perspective of building commu-
nism. Agriculture was socialised and based on huge state and co-operative farms.
Yet one of the most typical institutions of tsarist Russia, household plots, survived
and flourished even in Stalin’s Soviet Union.'' This obviously imposed an impor-
tant adaptation also to “socialist” farms, a process that became one of the building
blocks of the booming “second economy” in the Soviet Union and other Eastern
European countries.'” Inevitably, the Soviet-type system that came out of this ad-
aptation was different compared to the system envisaged by the cluster of formal
institutions that Bolsheviks had in mind. Yet, individual formal and informal insti-
tutions were transformed and the new system was a peculiar arrangement that re-
flected the influence of both the original, formal blueprint and the informal tradi-
tions of Russia in a novel way. However, this does not necessarily mean that this
peculiar arrangement is efficient in the given environment since the conflict be-
tween formal and informal institutions produce conflicting incentives. It certainly
means that it influences the behaviour of economic actors differently.

Institutional economists are well aware that institutions of a different nature ex-
ist and that they form an (institutional) framework. However, the features of the
latter are usually not considered further. This neglect is quite understandable
methodologically, since it is supposed that institutions develop spontaneously or
at least adapt, even when institutional change is part of government policies.
Moreover, the core of institutional analysis is the capitalist firm in developed mar-
ket economies, where the economic system is well established and only goes
through incremental changes. Transaction costs economics, in particular deals
with the economically most efficient allocation of organisational solutions in a
world of positive transaction costs, boundedly rational and opportunistic actors
and incomplete contracts. Property rights analysis derives consequences on eco-

1% On formal and informal institutions cf. S. Pejovich (1998).
" Cf. A. Gerschenkron (1968).
12 G. Grossman (1977).
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nomic efficiency from the way in which property rights are allocated within firms.
It is only when such rights are private, well defined and clearly enforced that ac-
tors have the certainty that they will collect the fruits of their investment, either di-
rectly or by selling their rights on the market. Hence their incentive to invest. Even
scholars who pay particular attention to the “institutional framework”,"? concen-
trate their interest on institutions rather than on the properties of distinct “frame-
works”.

These approaches are powerful in explaining economic performance in sys-
temically stable contexts, yet they overlook the complexity of the co-ordination
among institutions. They do not explain how a particular institutional framework
developed, and they neglect the existence — even among developed capitalist
economies — of roughly equally efficient (at least in the long run) economic sys-
tems.'* In short, they ignore the properties of the economic system.

Although the economic system has important consequences in normal circum-
stances, in particular circumstances its properties may become crucial and lead to
consequences in contrast with the standard perspective.'® Transformation in Cen-
tral-Eastern Europe is a textbook case, but both scientific debate and policy pre-
scriptions largely overlooked the systemic perspective, even among comparative
economists. The crucial debate in this case has been between “shock therapists”
and “gradualists”.'® The former approach maintains that a policy shock would in-
duce actors to change and adapt by producing new institutions without major costs
or other obstacles. In contrast, the latter supports the view that institutional change
needs time to bring through a process of creative destruction. Advocates of the
gradualist approach are based on the relevance of the past and suppose the exis-
tence of path-dependent processes. Yet, in this latter approach this is usually done
at the micro-level, without paying sufficient attention to the economic system. In
the former approach, although attributing great relevance to macroeconomic pro-
cesses, the role of the economic system is totally disregarded. The features of the
economic system are of major importance in order to understand the influence of
individual institutions on economic performance. When particularly deep and
far-reaching changes take place, the neglect of the economic system may prevent
a correct understanding of processes — including institutional change — let alone
devising proper policies.

3 Cf, e.g., D. C. North (1990)

The classical case here is that of Anglo-Saxon capitalism vs. continental European and/or
Japanese capitalism.

The efficiency-enhancing consequences of ambiguous property rights in an economic system
such as the Chinese one is a clear case in point. Cf. D. Li (1996).

'S For a criticism of this dichotomy cf. H. W. Hoen (1998) and J. Kornai (2000).
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3. THE SPECIFIC NATURE OF SYSTEMIC ASSETS

The role of the economic system in the economy is operationalised through a set
of system-specific assets that consist in a particular nature and structure of infor-
mation, knowledge and skills, interpersonal and inter-organisational relations, de-
cision-making processes, possible and viable organisational solutions, features of
technology and capital. Since operating in the framework of the existing eco-
nomic system is economically advantageous, as explained in the previous section,
agents acting with bounded rationality need to invest resources in system-specific
assets and accumulate systemic capital in order to pursue their goals. Such invest-
ment, and the property over systemic capital deriving from there, influence behav-
iour, decisions and activity of actors. These are important factors, which explain
the stability of economic systems. Since actors invested valuable resources and
they own systemic capital and since any systemic transformation implies the need
to invest resources in new system-specific assets and the loss of old capital, actors
will not give up what they own, unless the existing economic system imposes
costs and losses upon them that are greater than the value of their systemic capital.
Under these circumstances, the system may survive well beyond its economic ra-
tionale.

Actors who operate in an economy are generally rational in the sense that they
are interested in improving their individual position. However, this takes place
among the constraints and co-ordination the system imposes upon their activity.
Their rationality is bounded'” in the sense that they must take decisions having in-
complete information and knowledge and limited computational ability. Due to
the effect of the economic system and because of the bounds limiting their ratio-
nality, actors have to invest resources in order to learn the working of the eco-
nomic system, set up proper structures to operate in that system and limit the
bounds to their rationality. This is investment in system-specific assets, i.e. invest-
ment in the opportunity set defined by the system, either to adapt or to gain indi-
vidual advantages or to oppose any unfavourable alteration of the distribution of
assets or bargaining power and of relative value of resources. This is, in short, my
explanation of the importance of the economic system for individual actors and of
the stability of economic systems.

Asset specificity means that, when the economic system changes, assets cannot
be redeployed to alternative uses and by alternative users at all or without major
sacrifice of productive value.'™ In an economy, the systemic specificity of some

'7" On the definition of rationality see H. A. Simon (1990).
'8 The concept of asset specificity is used, among others, by O. E. Williamson (1985), who traces
back the use of the concept at least to Marshall’s Principles.
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assets derives from the superior social and individual outcome coming from hav-
ing a stable economic system. Since this gives order, co-ordination and predict-
ability to economic interaction, the economic system allows control of opportu-
nistic behaviour and the co-ordination of the activity of actors in lowering transac-
tion costs, capturing network externalities and other advantages from co-opera-
tion and from operating on the bases of shared mental models. The economic sys-
tem also facilitates and structures co-operation in analysing and explaining prob-
lems and discovering and implementing new solutions. There is a reason here for
actors to invest in those assets that represent permanent features of the system and
that are specific to that system, since such investment improves the actors’ situa-
tion and strengthens their position within the system, as explained below. Once
this investment is implemented, there is a permanent reason to keep the economic
system in order to protect such investment from destruction or expropriation and
from the predatory activity of opportunistic actors, and to protect the investment
from any systemic transformation that would create major losses for investors. In
fact, such destruction or expropriation not only would wipe out the actors’
quasi-rents associated with the status quo, it would also destroy the ad- ditional in-
dividual and social value associated with the role of the economic system (in
terms of lower transaction costs, predictability, discovery, etc.). One can largely
explain transformational recession in Central and Eastern European countries
with the destruction of (old) systemic capital.

In theory and in any economic system, asset specificity is defined by the rate of
substitution of a given asset following the transformation of the economic system.
Purely system-specific assets lose their productive value and investment, while
general assets remain unaffected. In between the two extremes lies the potentially
infinite number of real cases that consist of those cases when systemic change af-
fects in some way and different measure the return to assets.

The degree of system-specificity and generality are, therefore, important fea-
tures in defining the nature of the economic system and consequently the strate-
gies and behaviour of actors. They also determine the fate of specific assets during
and after systemic transformation.

Individual investment of resources in system-specific assets is a necessary con-
dition to capture the net outcome that the economic system produces. It is the indi-
vidual (or group) investment in system-specific assets of different actors (or the
politically or socially motivated impossibility for some actors to perform such in-
vestment) that creates asymmetries of the actors’ ability to influence the outcome
of economic activity and get a return therefrom. This is so because such invest-
ment — that is the necessary condition for the economic system to work and pro-
duce its net outcome — allows to capture quasi-rents and determines the allocation
of the costs of control, hence the net return to investment in general assets of each
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actor. In fact, since the latter cost is paid by those who are controlled, investment
in system-specific assets also determines the return to general investment and con-
sequently the incentives to production.

(Nearly) pure system-specific assets are rare, but may be important. Think of
the activity of brokers in a capitalist economy and even more so capitalist entre-
preneurs. These activities did not exist in the Soviet-type economic system — ex-
cept in the underground economy. Equivalent functions — at least in the allocation
of resources — were played by central planners and to/kach (informal input procur-
ers) and the leaders of the party in power. Transformation made these roles and the
relative specific investment and capital disappear. It should be noticed here that
what is system-specific is the particular way in which a function (possibly of gen-
eral nature, such as the allocation of resources) is implemented, the particular
features of the actors who play such functions and the devices they use to reach
such end.

On the other extreme, other assets are general, that is, their existence is inde-
pendent of any particular system. This is a more theoretical than real category,
since systemic transformation varies the relative value of nearly all assets. How-
ever, some kind of knowledge and skills (e.g. planning and building bridges, or-
ganising an army and fighting, teaching mathematics, electronic programming,
cultivating the goodwill of superiors, knowing how to produce shoes or drive a
truck) and the necessary physical assets are largely independent from the eco-
nomic system (although not necessarily from the political system). When the sys-
tem changes, their value is modified marginally, if at all. It is these investments
that determine the performance of the economy within the boundaries set by the
economic system in the given environment. General investment is not lost when
the system is changed. Return to it may even increase, if systemic transformation
improves co-ordination and incentives and diminishes the cost of control and en-
forcement by increasing the relative importance of general assets.

Asset specificity and generality are features that may even concern the physical
aspect of assets (e.g. their size, as in the case of buildings, machines or plants).
However, they reflect mostly the influence that the economic system has on the
economic and possibly technical attributes of particular assets. This influence var-
ies in degrees and is seldom absent or total. The Soviet-type system offered many
and important examples to support this statement. For instance, although steel is
not system-specific, there is no doubt that excessive steel production as was typi-
cal to Soviet-type economies were system-specific, as was the decision-making
process related to steel production. Similarly, although employment is not sys-
tem-specific, the impossibility for a firm to dismiss employees and other features
related to labour organisation are system-specific. Let us consider a crucial actor
as the firm. It has many assets that are general. These include such technical
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knowledge, together with machinery and equipment to cast iron, combine differ-
ent elements to obtain alloys, produce a bicycle or a car, build a house, and so on.
There are also such general features as some aspects of labour organisation within
plants (e.g. workers allocated to machines according to their skills, engineers in
technical planning offices) or the size of scale economies that are linked primarily
to the existing technology. Systemic transformation alone has no or modest im-
pact on features like these, except for the effect it may have through technical
progress. In this case systemic transformation opens up the access to new sources
of technology. But take the size structure and production profile of firms: in the
Soviet-type system size was important while small and medium-size enterprises
(SMEs) were virtually absent; profile was rigid and determined by administrative,
not by economic considerations.

This was in reality a necessary condition for the proper working of the centrally
planned system. Large scale went usually well beyond technically or productively
optimal size and the production profile made technical progress difficult and dis-
crete in nature. Such size structure and production profile included assets whose
supply form can be considered system-specific, such as the firms sections dealing
with personal services to employees (e.g. kindergarten or the procurement of con-
sumption goods) and the offices dealing with the implementation of plan orders.
These are respectively forms of adaptation to shortage and to planning and indeed
these sections and offices disappeared from firms following transformation. By
administrative decisions, firms included establishments located in distant places
and producing different parts of the same good. This decision was generally not
linked to economic considerations, such as proximity to input procurement or fi-
nal market. This made transportation technically complex and costly. With the un-
folding of transformation, many establishments became independent firms and
trade flows often changed direction. Other system-specific assets had to do with
the highly specialised production profile, the statutory monopoly of production,
the administrative establishment and the bureaucratic survival of firms, the im-
possibility for firms to change production assortment or to sell or buy establish-
ments or reorganise production. These aspects disappeared when free entry and
exit were granted, firms were restructured and SMEs boomed.

The practice to implement very large investments, to give priority to heavy in-
dustry, to assign important job rights to employees, to carry out large part of for-
eign trade with other Soviet-type economies based on administrative approach,
the costly and ineffective decision making and informational system, and forced
growth supply other examples. All this required many devices that can be consid-
ered as system-specific assets (agencies for the collection and elaboration of infor-
mation; offices for drawing up plans, define prices and allocate goods; control, en-
forcement and punishment structures; etc.) that further increased the large
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amounts of resources (time, energy, physical and financial resources) that individ-
uals, organisations, and the state/party apparatus had to invest to govern the sys-
tem.'? This had important consequences for the nature and behaviour of economic
actors and for economic performance.

Similarly to the case of general investment, the accumulation of investment in
system-specific assets produces systemic capital. This capital corresponds to the
capitalisation of the return in monetary or financial terms, in terms of real privi-
leges, bargaining power, prestige or other moral values, during the expected life of
the economic system and discounted for the risk of expropriation or systemic
transformation. In case of systemic evolution, such capital has a particularly long
life and only requires minor, although continuous investment for adapting the sys-
temic capital to the changes produced by systemic evolution. In case of systemic
transformation, pure systemic capital is lost and a major discrete investment is
needed in all other cases to adapt to systemic change.

Any system is endowed with system-specific assets. However, some systems,
as with the Soviet-type system, need a relatively higher investment in system-spe-
cific assets compared to general assets than other systems. Although this is not
necessarily synonymous of lower effectiveness, such greater investment derives
from the pragmatic, non-spontaneous nature of the economic system, whereby de-
signed formal institutions are imposed upon old formal and informal institutions.
This may be done in order to reach a politically shared goal: e.g., a social revolu-
tion, the unification of a group of countries or two previously separated parts of a
country (e.g. the European Union and the two former Germany or Vietnam). This
may also be the goal of a powerful domestic or foreign agent who pursues his or
her individual interest or a superior collective or public outcome: e.g. the SCAP in
post-war Japan. When there is contrast between the two groups of institutions or
formal ones are inconsistent, additional system-specific assets are needed to man-
age contrasts and inconsistencies and to reach co-ordination and integration. Con-
sequently, actors have to invest additional resources in system-specific assets and

' Although investment in system-specific assets is a normal feature of economic actors in a given
system, it may be one of the motivations of vested interests. The latter is properly seen, in the
framework presented here, as the concern that investors in system-specific or also general assets
have in increasing the value of any investment by means of rent-seeking activities. However, to
pursue their goal, individuals, or interest groups need to invest resources that are not part of
investment in system-specific assets. This they can do by utilising their systemic or general
capital to pursue quasi-rents. Thus vested interests explain return to general or specific capital
that exceeds the return they would obtain in a competitive environment. Since the asymmetric
ownership of systemic capital creates asymmetries of bargaining power, owners of systemic
capital are likely to be relatively more successful in their effort than owners of general capital.
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systemic capital is relatively more important. However, this does not originate
necessarily lower systemic effectiveness, since this depends on the particular na-
ture of system-specificity and on the goals pursued through the economic system.

Systemic capital influences the behaviour and adaptation of actors and their
learning and cognitive processes. This was true also in the Soviet-type economy,
which was a shortage economy. In this particular environment, economic actors
had to invest a great amount of resources to adapt. Among the many forms this in-
vestment took, one can mention queuing up efforts to join social networks, setting
up unofficial workshops within plants, hiring hidden agents (folkach) to produce
or procure directly the needed inputs, goods and services. These were particularly
costly undertakings that required among other things the acquisition of specific
knowledge and skills and setting up specialised organisations. In this way, the
shortage economy created informally new, valuable jobs and positions (for exam-
ple, those of elderly people, who could stay in line also on behalf of other people in
exchange for some reward, and of tolkach). The adaptation to the shortage econ-
omy also gave additional value to other jobs and positions, such as those of shop-
keepers and waiters and in general of those dealing with the allocation and distri-
bution of goods in shortage.

In the Soviet-type system the state budget centralised the income of firms and
reallocated it to the same or other agents and activities. This required that firms in-
vested resources trying to influence the process, often in a rent-seeking way. This
influence was usually aimed at making the process of plan orders implementation
easier or plainly at private gain.”® Consequently, the type of investment in sys-
tem-specific assets having a strictly economic nature that was most costly was in-
vestment in the centrally planned system.”’ The centrally planned system re-
quired, at the central level, the work of great numbers of people, offices, collection
and elaboration of information for elaborating plans, transmitting orders and con-
trolling implementation. It also imposed particular requirements to different of-
fices (e.g. central statistical offices) and different level governments (e.g. local
governments). Finally, it imposed many stringent requirements on firms who had
to invest additional resources to comply with planning obligations (supply infor-
mation, implement orders, procure inputs from and supply production to other
firms as established by the plan) and to adapt to planning inconsistencies (e.g. be-
tween input allocation and production plans). Central planning was considered so
system-specific, that it was the first and total victim of transformation in the eco-
nomic domain. Other examples in point include the monobank system, state own-
ership, bureaucratisation of the economy, campaigns, money and prices, foreign

2 Cf. G. Grossman (1977).
2 Cf. M. Kaser and J. G. Zielinski (1970).
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trade rates, political indoctrination and control of the economy, establishing in-
vestment priorities and revealing social preferences, controlling dispersed infor-
mation and managing investment cycles.

The influence of systemic capital on organisational and cognitive processes
and hence attitudes, strategies, choices, and goals, originates in specific forms of
opportunistic behaviour, moral hazard and adverse selection. Agents (in particular
the managers of enterprises) exploited, opportunistically, the difficulty that the
central planner had in controlling the activity and properly measuring perfor-
mance and outcome. They did this in ways such as hiding and distorting relevant
information (e.g. on their actual production capacity) in order to receive lower
plan objectives and make their implementation easier.*

Various features of the system made moral hazard an important problem. Plan
indexes were rather aggregated and were often expressed in physical units and
control could only concentrate on the formal respect of plan orders implementa-
tion. Bonuses were linked to the quantitative level of orders implementation, since
there was no built-in way for planners, users and consumers to express dissatisfac-
tion. In such circumstances, agents used their limited freedom to concentrate their
effort on the simplest way of implementing the plan. Waste of resources and lack
of technical progress were serious and inevitable consequences.

The process with the most negative impact was the selection of managers from
the ranks of the Communist Party, therefore from among politically loyal people,
who were usually not the most skilled people in running enterprises. However, in
the centrally planned system what mattered was the careful implementation of
plan orders, and so loyalty was the most important feature of a manager. As for
firms, in a shortage economy no entry and exit mechanisms existed and firms uti-
lised any input they could. The direct effect of this situation was that motivations
and incentives to improve effort and quality were irrelevant. As a consequence,
loyalty was at the disadvantage of efficiency in both the choice of goals and their
implementation.

Opportunistic behaviour, moral hazard and adverse selection within the given
circumstances of the Soviet-type system, particularly the classical variant of it,”
required the investment of resources to implement strategies and set up particular
structures — and consequently system-specific assets — that made such strategy
profitable to the individuals and the collective. At the same time, it required other
resources that central planners had to invest in order to control and contrast such
behaviour.

22 Agents made often use of the underground economy to this purpose. Interesting examples are
presented by G. Mars and Y. Altman (1987).
3 Cf. for instance A. Nove (1977), in particular pp. 87-99.
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4. STABILITY, EFFICACY AND OBSTACLES TO CHANGE

Inefficent economic systems cause economic performance to be lower than could
be achieved by using the same amount of actual or potential resources in the same
context. One verifies this by comparing the performance of similar economies be-
longing in different economic systems. Systemic inefficacy takes different forms:
increasing transaction and switching costs, weakening incentives to use existing
resources and economic opportunities, preventing the generation of trials and the
adaptation to changing environment, hindering and distorting processes of techni-
cal and institutional learning and discovery, hampering the diffusion of knowl-
edge and information, causing systematic organisational errors, and precluding or
discouraging the co-ordination of decision-making processes.

One should note that the great absolute level of investment in system-specific
assets does not necessarily make the economic system inefficient. In fact, such in-
vestment may strengthen control, accelerate the modernisation of informal institu-
tions, support competition or co-operation, favour the allocation of resources to
more productive uses, foster greater employment of resources, and enlarge the
market and reduce transaction costs. In these cases, the investment should be con-
sidered as an investment in economic development (e.g., in solving the reasons
that prevent collective action). In fact, the great level of investment in system-spe-
cific assets was the condition for accelerated industrialisation, full employment
and rapid growth rates.

This took place in restrictive circumstances, which included a simple structure
of the economy and few simple goals that had absolute priority. These were the re-
construction and acceleration of production and industrialisation in post-revolu-
tion Soviet Union and other Central-East European countries. However, success
crucially depended upon the willingness of the population to co-operate, even
with personal sacrifice, to reach what was perceived as a common or superior
goal, and the availability of additional (extensive) human and material resources.
Under these circumstances, co-operation among agents replaced competition
among them and made investment in system-specific assets quite effectual be-
cause such factors as common enthusiasm, expectations for a bright future, and
ideology provided “shared mental models™** and behavioural strategies. These
convinced actors to give priority to formal institutions over informal ones and al-
located a substantial part of the cost of co-ordination outside the economy, e.g. to
voluntary political activism. This produced a good co-ordination of individual ac-
tors’ effort and stimulated actors to supply additional resources. In these cases

2 A.T. Denzau and D. C. North (1994).
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central planning could be effectual because it strongly reduced complexity and
cost of contracts (indeed, central commands replaced contracts), concentrated in-
formation and simplified knowledge, and diffused them through vertical chan-
nels. If priority goals were sufficiently simple, their priority commonly accepted,
and the outcome easily measurable, this institutional setting could substantially
reduce transaction costs. This outcome compensates the high level of investment
in system-specific assets.

At a certain point in the system history (the 60s), investment in system-specific
assets started to become socially inefficient. However, the system remained stable
until the 80s in spite of recurring crises. The phenomenon that dominated in this
second period can be defined as a systemic stationary situation, called “stasis”.
Stasis raises two questions: 1) Why did stasis take place? 2) How could an ineffi-
cient system be stable? My hypothesis is that changes that were implemented in
the economic system and, consequently, system-specific assets were insufficient
to allow the system to adapt to the great transformation in domestic economies
and societies and in the external environment. Consequently, investment in sys-
tem-specific assets became increasingly inefficient, and this was revealed in the
increasing bureaucratisation, and the decreasing economic performance of the
economy.

1) The success of the system in pursuing some basic goals drained unemployed
resources and made the economy increasingly complex. The system was particu-
larly well endowed with means for the rapid mobilisation and re-allocation of re-
sources, and actors invested heavily in related assets. Stasis that followed was
caused by two different sets of factors:

a) The progressive absorption of unemployed resources (plus the increasing
burden of military expenditures) required additional investment in system-spe-
cific assets to mobilise residual unemployed resources through increasingly ex-
pensive and bureaucratised campaigns that missed by now popular support. This
outcome required the allocation of a greater share of resources to investment in
system-specific assets,” leaving a smaller share to investment in general assets.

b) Since the structure of the system was not changed, system-specific assets
remained basically unchanged. However, the progress of the economy required
new solutions (i.e. in the reallocation to more productive use and technical prog-
ress), hence investment in new system-specific assets were able to stimulate and

2 Itis interesting to recall here CIA estimates in the 60s, that forecasted that large part of the Soviet
population would have been employed in the central planning apparatus by the end of the
century.
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support a different kind of development. Mismatch followed between the features
of systemic assets and general assets. Investment in system-specific assets was
less and less effectual.

Under these conditions, these economies were left without a growth engine and
development, except for political and administrative intervention. In fact, techni-
cal progress — the much publicised and never materialised technical-scientific rev-
olution — never became a priority factor of development in economies that lacked
a proper economic system and hence incentives to that end. The decreasing effec-
tiveness of investment in system-specific assets and the greater complexity of the
economy in an unchanged economic system required the investment of a growing
share of residual income. Moreover, investment became so relevant, complex,
burdensome and costly as to constrain and hamper production. In fact, additional
investment in system-specific assets — since it was mainly investment in control
and enforcement — created new and substantial transaction costs and negative ex-
ternalities for production mainly by increasing bureaucratic requirements. As a
consequence, return to general investment was rapidly decreasing. This weakened
incentives for such investment, requiring activation by political means (in particu-
lar, campaigns). Given systemic features, there were three possible answers to
these problems, each of which was used in different proportions: a) reallocate re-
sources from general investment (in particular, in the production of consumption
goods) to investment in system-specific assets; b) obtain resources from abroad
via trade deficits and credit; ¢) reform the economic system.

Reforms attempted to respond to these problems via progressive decentralisa-
tion and delegation of responsibility. However, investment in system-specific as-
sets did not decrease substantially, because investment in that particular type of
system-specific assets increased (that one could term as bargaining assets, due to
the greatly increased role of “regulators”, such as price formulas, wage determina-
tion schemes, and taxation). Actors became more interested in the results of their
economic activity, but even more so in the effect of their bargaining activity over
inputs allocation, the nature and value of regulators, and residual plan targets.
Vertical distributive functions remained the most important co-ordination mecha-
nism amidst a still rather soft budget constraint.*®

2) The system was stable for a long time in spite of its inefficacy, lack of evolu-
tion,”’ and the dissatisfaction of many actors. If one supposes that boundedly ra-

% J. Kornai (1986), W. Swaan and M. Lissowska (1996).
*" In some countries of Central-Eastern Europe this lack of evolution was supported by the threat or
the reality of foreign military intervention.
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tional actors are ready to invest valuable resources to pursue their individual eco-
nomic advantage, one should conclude that the actors’ dissatisfaction with the
given system should convince them to act in order to change it. However, actors
did not co-ordinate their activity nor any privileged group (in Olson’s sense) ap-
peared.”™ When change came, it resembled the features of punctuated equilib-
rium.*® It was initiated by the bold and risky activity of a group of central reform-
ers around Gorbachev against the will of the population and economic actors at
large. The system was centralised also in the governance of change.

My contention here is that actors opposed change just because they were
(boundedly) rational and had invested resources in (old) system-specific assets.
Stability of an inefficient system derives from different factors, along with high
costs of change, that I will illustrate in section 5:

a) The existing system is more desirable from some positive or negative point
of view. Here one can mention the role of ideology, the promise of social justice
and equity, the historical circumstances that led to the victory of the Soviet-type
system in those countries, economic backwardness, material and social advan-
tages that the system offered (in terms of privileges, full employment, individual
support and protection “from cradle to grave”), international isolation and exter-
nal menace, overreaching power of the only party and the police, the threat of for-
eign military occupation and economic blackmail. These factors were linked to
system-specific assets and led to the accumulation of systemic capital. Various
variables among these have public good nature and their desirability is not strictly
linked to the share of systemic capital that each individual actor owns. Hence, the
stability of the existing system does not depend necessarily on the activity of par-
ticular interest groups or the existence of vested interests. Systemic capital creates
a particular way of life.

b) The expected distributive outcome makes systemic transformation less de-
sirable than the status quo. This produces an important case of collective action
failure that may contribute to keep the system even when its inefficacy is revealed
and the desire for change is socially shared. There are three reasons for this out-

* The exception is obviously Solidarnos¢ in Poland, although this was more a mass movement than

a privileged group.

The notion of punctuated equilibrium comes from evolutionary biology to denote that evolution
occurs in rapid bursts over (geologically) short periods of time, and that there is relative stasis
after the punctuational bursts. The analogy with the process I discuss here also comes from the
punctuationsist conclusion that variational evolution takes place not only at the level of the
individual and of the population, but at the level of species as well. Cf. A. Somit and S. A.
Peterson (1992). It is easy to find an analogy between species in biology and the economic
system.
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come: i) inter-temporal divergence between investment in system-specific assets
and returns; i1) interpersonal and inter-organisational divergence in the proportion
of investment and systemic capital over overall investment and capital; and iii) in-
terpersonal and inter-organisational divergence in the allocation of opportunities,
costs and advantages of systemic transformation.*

c¢) External factors prevent change. This was the case of all Soviet-type econo-
mies except larger ones (the Soviet Union and China) and Yugoslavia. This limit
became particularly clear in the 1968 invasion of Czechoslovakia by the troops of
the Warsaw Pact. Other examples were provided by Hungary and Poland in 1956.

5. THE TRANSFORMATION OF THE ECONOMIC SYSTEM

Stasis means that the system does not evolve spontaneously or its evolution is in-
sufficient to adapt to environmental change. Under these conditions, the only pos-
sibility to come out of stasis is systemic transformation, i.e. rapid and radical mod-
ification of basic institutions and their co-ordination. In general, three sets of con-
ditions are needed for starting systemic transformation. First, the appeal of the old
system should decrease for whatever reason. Second, a new system — existing in
reality, such as the capitalist system of the West, or just as a blueprint, such as so-
cialism at the outbreak of the October Revolution — should be known as, or be-
lieved to be, superior and represent the target of systemic transformation. Third,
there should exist an active agent of change, whom I define as a systemic entrepre-
neur. In Central and Eastern Europe all three conditions existed at the end of
the 80s.

A very important factor that explained economic reforms in the 60s and the
80s was the rapid fall of growth rates and the economic performance in So-
viet-type economies.’’ A set of other factors decreased the appeal of old systemic
goals, introduced new ones,” and increased the attractiveness of an alternative
system, Western capitalism. However, reforms failed in promoting the evolution
of the economic system, due to the systemic features mentioned in the previous
section.

3% Only this latter reason may depend on the presence of vested interests and interest groups.

3! Very useful readings are the books by M. Gorbachev (1987) and A. Aganbegyan (1988).

32 Among these, one can mention on the one hand the inability to catch up with the West,
generalised and costly welfare systems with various rights attached to it, rapidly decreasing
labour discipline, and on the other hand the growth of a new middle class, mitigation of external
threat thanks to the policy of détente, progressive opening of those economies and societies to the
world.
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The growing wedge between changing preferences and goals and inefficient
and costly systemic means to pursue them, opened great opportunities that sys-
temic entrepreneurs could take advantage of. Systemic entrepreneurs are individ-
uals and organisations who see an opportunity to obtain individual or social gain
(often in political terms) by decreasing the cost of running the system and making
it more effectual. The general idea is to strongly reduce investment in (old) sys-
tem-specific assets (e.g. by getting rid of central planning and political or police
control over actors). This they do to free resources. A part of these resources could
be invested in new system-specific assets, such as setting up the structures of, and
financing the acquisition of competence for capital markets or for managing un-
employment. This kind of investment, since it is addressed to support freedom of
enterprise and competition, is considered to provide greater incentives to produc-
ers. Since investment in old system-specific assets was particularly great and in-
vestment in new system-specific assets is characterised by lower costs of control —
the latter being largely indirect and impersonal in a market economy and with the
new system widely supported — such a shift leaves residual resources that can be
invested in general assets. In this way, both absolute and relative return to general
investment increases, thus strengthening incentives.

A necessary precondition for this to be true is a critical mass of investment in
systemic transformation. This is analogous to an investment in a public good,
since systemic transformation is indivisible and non-investors cannot be excluded
from enjoying the fruits of successful change. A further feature of this investment
is that (part of) its cost can be burdened to investment in general assets (and also in
old system-specific assets if the initiators are powerful owners of systemic capital
or if they are expropriated of the resources they owned). Investment in systemic
transformation includes setting up new structures for reform (offices, committees
and work groups), implementing experiments, organising political movement and
parties, reorganising production, acquiring new skills, knowledge and informa-
tion. Perestrojka in the Soviet Union offers an excellent example of this kind of
investment. Investment in systemic transformation creates positive externalities
for imitators (e.g. by weakening political control or opposition to change), thus re-
ducing the investment that other actors have to make in order to adapt to the new
system.

This investment also creates opportunities for owners of (old) systemic capital.
Since the latter serves to control systemic governance before transformation, it
gives the owners of systemic capital the necessary elements (e.g. crucial informa-
tion and knowledge on ongoing processes, personal acquaintances) to influence
the conditions among which systemic transformation unfold. Thus they are in an
advantageous position for benefiting from investment in systemic transformation
as imitators. They can also use the resources over which they have command,
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thanks to their ownership of (old) systemic capital, to implement a major invest-
ment in new system-specific assets or in general assets (see below for examples).

Because there remains resistance from old systemic capital, those who want to
change the system have to invest a great deal of resources to do so. However, the
resources invested to defend the old system (such as closer control over those who
invested in system change and in general assets) could only be subtracted from in-
vestment in general assets. The greater cost of the economic system (in terms of
greater control, weaker incentives, lower economic freedom and mobility of re-
sources, etc.) increases further the burden over investment in general assets. Con-
sequently, investment in both old system-specific assets and general assets be-
comes less profitable, thus depressing incentives to invest. These developments
increase the probability that boundedly rational actors find an agreement on sys-
temic transformation involving compensation for the losers — or else costs and ad-
vantages sharing.

However, such agreement can only be partial, because some actors have, or are
convinced of having, great amounts of systemic capital that is bound to be lost if
the system changes. In the case of systemic transformation, their only valuable as-
set is their ability to stop transformation. Rational systemic entrepreneurs promise
to compensate losers in a credible way. Credible third-party enforcement is neces-
sary to this end, because one of the parties loses retaliation power essential for the
development and stability of spontaneous co-operation when systemic transfor-
mation is successful.

There is an important indirect way of paying such compensation. This happens
at the start of systemic transformation, when owners of old systemic capital use
their powerful position to accumulate general assets (e.g. ownership of privatised
firms, sums of money deposited in foreign banks) before systemic entrepreneurs
destroy the value of this capital. This investment is often financed by expropriat-
ing workers or citizens of property rights over firms, or expropriating firms of part
of their liquid or material assets. These actions decrease the value that systemic
entrepreneurs can appropriate and consequently the rate of return on their invest-
ment. Important cases of this kind of compensation in Central-Eastern Europe on
the eve of transformation were the agreements reached at “round tables” between
the government/party in power and the social opposition and “spontaneous”
privatisation.

Transformation, by changing basic formal institutions and their co-ordination,
dramatically changed the relative value of system-specific assets and investment
therein. Some actors owned systemic capital that granted control over functions
that became crucial during transformation. These were, e.g., those who were able
to define and implement corporate laws dealing with the commercialisation of
state-owned companies or decide when to privatise, which privatisation strategy
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and means to utilise and which companies to privatise. They usually enjoyed an
abrupt increase of the value of their system capital, although they did not necessar-
ily enjoy a proportional return to it.

This was also the case of the politically appointed managers of enterprises
about to be privatised, and of some intellectual professions and political organisa-
tions. For instance the successful case of Komsomol (the Communist youth or-
ganisation in the Soviet Union) and their leader is particularly relevant in this
sense. According to a survey in Russia some 61% of the new business ¢lite is made
of former managers, who were, like everybody else, Komsomol members.*®

6. SYSTEMIC ENTREPRENEURS AND TRANSFORMATION

Systemic entrepreneurs are those agents of change and imitators who respond to
the new conditions by investing in systemic transformation.** It is the individual,
group or social opportunities embodied in the systemic framework that give them
the incentive for such action. Such incentive consists of the differential returns to
either their own or to social, general or systemic capital. Reaching a critical mass
of pressure to change overcomes the resistance of conservative actors, resistance
that is based on old systemic capital. At this point in time, change happens in a
way analogous to that depicted by the biological concept of punctuated equilib-
rium. When change is successful, many adaptation processes follow.

In Central and Eastern Europe there appeared different groups of systemic en-
trepreneurs: reformers, imitators, and investors in transformational distribution.

a) At the end of the 80s, reformers implemented a substantial part of investment
in systemic transformation in the political heart of the system. In fact, systemic
capital in this domain proved to be increasingly inefficient for the reasons seen in
the previous section and failed to produce acceptable returns to its holders.” The
main actor was the group around Gorbachev, who acted as systemic entrepreneur
and implemented the decisive investment in systemic transformation through

3 Cf. O. Kryshtanovskaya and S. White (1996), S. Johnson et al. (1999). In the political and
government arenas, the presence of former nomenclature members is even greater.

Here the term entrepreneur is used in a fashion analogous to W. J. Baumol’s (1993) to denote any
actor whose non-routine activities are intended to innovate or change the economic system in a
way that may be socially productive, but also destructive or rent-seeking, depending on the
features of the existing economic system.

Intellectuals preceded political reformers in asking for systemic transformation. The best known
such blueprint was the so-called Novosibirsk Report prepared by a team of social scientists
co-ordinated by Abel Aganbegyan and Tatiana Zaslavskaya as early as 1981. Cf. NR (1984).
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glasnost and perestrojka.’® The government worked out and (half way) imple-
mented plans that were openly designed to change the system.*’

b) The owners of systemic capital who had no control over crucial functions of
transformation resisted systemic transformation. However, resistance was most
often only indirect and weak, since the relative value of their systemic capital dra-
matically decreased following the start of systemic transformation. The latter pro-
duced uncertainty over the future flow of returns to old systemic capital and de-
creased the value of flows. This shortened the time horizon and made conservative
collective action difficult. In the Soviet Union such uncertainty increased enor-
mously following the defeat of the attempted conservative coup in August 1991.
Under these conditions, the action of systemic entrepreneurs fostered imitation
and investment in systemic transformation until it reached a critical mass. Imita-
tion destabilised the system well beyond the intent of original systemic entrepre-
neurs. Indeed, imitators had the fundamental role of diffusing systemic innova-
tion, and introducing contrasting goals of transformation. This process went on
until the value of old systemic capital vanished and the old system was destroyed.
At the same time, reform activity in the Soviet Union and the statement that the
Soviet Union would not interfere in domestic matters of other countries inflicted a
deadly blow for the value of old systemic capital in the latter. This made the return
to investment in systemic transformation particularly high, since a crucial compo-
nent of system-specific assets was destroyed by the Soviet government.

¢) Investment in systemic transformation by reformers, the activity of imita-
tors, and the control that owners of old systemic capital had over crucial functions
in transformation, modified the absolute and relative value of property rights over
system-specific assets and the income flow that investment produced. This influ-
enced the structure of relative prices, incentives, opportunities, and the bargaining
power of actors. Some actors were able to influence the variability of particular at-
tributes, thus influencing transformational distribution to their own advantage.
These were, for instance, irregular or criminal actors, and owners of old systemic
capital as politicians, managers or even workers who controlled functions that
were crucial during transformation. There were various cases and examples of this
kind of behaviour: the value-decreasing effect of the activity of the old system

3% For an excellent account of the evolution of Gorbachev’s action cf. H. Smith (1990).

37 These plans included Academician and Deputy Prime Minister Abalkin’s program for transition
to a mixed planned market economy (November 1989), Prime Minister Ryzhkov’s program for a
regulated market economy (May 1990), Academician Shatalin’s program for transition to a
market economy, the so-called 500 days program (August-September 1990), the anti-crisis
program approved by the Supreme Soviet and presented by Prime Minister Pavlov (April 1991),
Yavlinsky’s program for transition to be implemented in six and a half years.
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agents is well known in both market economies (e.g. the so-called “paradox of
privatisation”) and transformation economies (e.g. asset stripping, demonetisa-
tion, capital flight, interenterprise arrears).*®

The kind of transformations that took place and the way in which they were im-
plemented determined the distribution of the costs and advantages of systemic
transformation. This was so because they changed the value of the flow of future
returns and the costs of control. As a consequence, they altered the present value
of general and systemic capital compared to the time before transformation and
determined the features and costs of individual and collective adaptation pro-
cesses. If the new distribution of property rights creates stronger incentives to the
advantage of a more productive social and economic group, the just mentioned
distribution of costs and advantages can be considered as a necessary condition for
producing a more effectual economic system improving economic performance.
The resources invested to reach this outcome should be seen as an investment in a
more productive system. However, different actors may have asymmetric oppor-
tunities to influence outcomes. If such asymmetries derive from the allocation of
old (pre-transformation) systemic capital, the outcome may be quite different and
socially detrimental.

One important consequence of increased uncertainty from systemic transfor-
mation is that this decreases the actors’ computational ability and influences their
decision-making. In fact, the re-allocation of property rights on assets, together
with the influence that different discount rates have on the behaviour of different
actors, strongly influences the value of transformation to individual actors. The
latter corresponds to the augmented flow of income that originates an increased
net value of the actors’ systemic and general capital. Clearly, actors who have lon-
ger perspective of active economic life have greater chances to obtain a positive
net value. Alternatively, they can afford greater costs for investment in systemic
transformation and adaptation.

Due to the changes that transformation introduces and that decrease the actors’
computational ability, it is impossible at the beginning of transformation (when
changes are implemented) to determine the value of property rights correctly in
the economic system that will exist when transformation is over. A great amount
of additional resources is needed to measure these new features, define and mea-
sure the rights that are transferred, enforce contracts and co-ordinate the choices

¥ On the role of criminal actors during transformation cf. G. Grossman (1995). On interenterprise

arrears in transformation economies cf. F. Coricelli (1996); on capital flight cf. A. Becchi and M.
Mulino (2000); on demonetisation cf. OECD (2000); on asset stripping cf. M. B. Fox and M. A.
Heller (1999) and B. Black et al. (1999).
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of actors. However, when the economic system changes, these co-ordinating and
constraining functions are missing: old ones were destroyed or became ineffective
and new ones are only developing. As a consequence, it is impossible to establish
the actual flow of income that assets could produce in those circumstances, and it
is difficult to enforce rights until the new system has been fully established.

This uncertainty shortens the actors’ time horizon and promotes the choice of
activities that promise return in the short run. The more radical is systemic trans-
formation, the greater is the opportunity to profit from systemic transformation in
order to gain rents in the form of rights, wealth, income and power. This outcome
takes place through transformational distribution and requires an investment of re-
sources to control information, exploit networks and collude with those who had
invested successfully in systemic transformation — in particular in restructuring
property rights — and bargain with a third party in charge of enforcement. The op-
portunity to gain in this way depends on the ownership of old systemic capital, in
particular that type of systemic capital, which grants control over functions that
becomes crucial during transformation. This means that transformational distribu-
tion is only compared to the ideal representation of the future economic system
that systemic entrepreneurs have. Compared to the pre-transformation situation,
distributive implications may be modest and concern more the nature of individu-
ally owned capital than its size.

Among the many examples in Central and Eastern Europe one should quote
spontaneous privatisation that preceded transformation in Central Europe and in-
sider privatisation in Russia, Ukraine, Serbia, Croatia, and Romania. Other rele-
vant cases were those of former state administrators who entered privatisation
agencies and of previous administrators or managers who were appointed as the
head of offices or firms in view of their old systemic capital. Some of them estab-
lished their own private businesses before abandoning their old jobs by investing
resources that they subtracted from general assets they controlled (e.g. via asset
stripping in the state company they controlled).*

A shortened time horizon and the crucial functions of the owners of old sys-
temic capital make enforcement a fundamental component of transformation, just
when this is all the more difficult and its outcome uncertain. This concerns in par-
ticular the role of the state: it is fundamental, but the old state structures — one cru-
cial type of old system-specific assets — were disrupted and the new ones were just
being established. Few actors are willing to invest resources in this fundamental
undertaking (e.g. by paying taxes). Establishing the new structures of control and

% Cf. the examples quoted by B. Dallago (1997).
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enforcement is a costly and time-consuming process, much longer than processes
of transformational distribution. The spontaneous establishment of the structures
for control and enforcement is unlikely, due to the prevalence of transformational
distribution. Since actors are trying to gain new positions in the new system (to ac-
cumulate and increase the value of their capital), their interest to co-operate in es-
tablishing those structures is weak.

Given the above processes, there is no guarantee that wealth, income, power or
prestige are captured by the socially most productive actors. In fact, when the sys-
tem is changing, uncertainty over the working of the economic system and co-or-
dination increases dramatically. This makes selection criteria unclear and muta-
ble, shortens the actors’ time horizon and creates a great amount of contestable
control over income streams, and assets. These variables form the quasi-rents of
transformation that actors gain through transformational distribution. Under these
circumstances, long-run economic calculation becomes very difficult or impossi-
ble, and rational actors try to capture some part of those quasi-rents by making use
of their control over the transformation process. Since this control depends also on
old systemic capital, which grants control over functions that are strategically im-
portant during transformation and on investment in transformational distribution,
there is no guarantee of positive and spontaneous social productive outcomes.*’
This raises the fundamental questions of policies and enforcement, that is, the ef-
fectiveness and efficiency of the state machinery and activity as a solution to the
above problems. Therefore, rational actors interested in transformational distribu-
tion should look for the demise of the state.*’

* Such is, e.g. the idea of a market for institutions that S. Pejovich (1996) proposes. According to
Pejovich, the market for institutions is a process, which allows individuals to select the rules of
the game for their community. Through their voluntary interactions, individuals evaluate the
prevailing rules, and identify and test new ones. The critical function of competitive markets is
thus to encourage institutional innovations and adaptive behaviours. The market for institutions
accomplishes this function by providing individuals with strong incentives and low transaction
costs in seeking contractual agreements, which they perceive to be their best options.
“Successes” and “failures” emerge from these voluntary interactions. The former are copied by
others and eventually institutionalised. These institutional arrangements, which are produced
within the system, are self-sustaining and in (continuous) competition with alternative rules.

1 Cf. B. Dallago (2000b).
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7. THE COSTS OF SYSTEMIC TRANSFORMATION
AND THEIR CONSEQUENCES

Asymmetries and uncertainty render investment in transformational distribution a
low risk, an effective and individually rewarding way to avoid the public good
trap typical of transformation processes and capture the positive externalities cre-
ated by systemic entrepreneurs. Transformational distribution is not necessarily
and entirely negative, though, in fact, it gives powerful incentives to imitators to
support systemic transformation. However, it influences the features of the new
system. What happens at this point resembles the process of path dependence as
analysed in evolutionary economics.* The latter shows that competitive selection
of technology is path dependent when some forms of increasing returns to adop-
tion are present. These can take different forms: increasing return to scale, dy-
namic learning-by-doing effects, network externalities, and spatial agglomeration
effects.

We can find all these forms in the case of transformational distribution. I ex-
plained above that transformational distribution is made possible by investment in
systemic transformation and consists mainly of owners of old systemic capital us-
ing the opportunities that systemic transformation opens up. They use their con-
trol over crucial functions to pursue quasi-rents. This process shows increasing re-
turns, because the greater is the initial systemic capital, the greater the control and
the higher the unitary returns may be in the form of quasi-rents. Dynamic learn-
ing-by-doing is also present, since knowing how the mechanism of transforma-
tional distribution works opens up additional opportunities. It may also lead to es-
tablish networks of actors and activities that strengthen their ability to control the
process of transformational distribution, thus producing network externalities.
The effect of transformational distribution may be particularly concentrated in
certain regions or sectors/branches of the economy (e.g. privatisation of particular
industrial branches) and thus may profit from spatial (or branch) agglomeration
effects.

The final outcome may be that investors in transformational distribution be-
come so powerful as to determine the process of systemic transformation and to
give it their imprint. Since these actors use their (old) systemic capital to reach
their goal, they likely favour the survival of old institutions (that would help them
in reaching their goal) and old system-specific assets (such as political and bu-
reaucratic networks), the monopolistic structure of industry, and protectionism.
To the extent that they are successful, systemic transformation is path dependent,

2 Cf. in particular W. Arthur (1994).
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that is, it takes place around systemic features that are at least closer — and often
much closer — to those of the old system that the original transformational blue-
print envisaged. In the case of transformation such systemic features may be, for
example, lack of competition.

Behavioural processes favour this outcome. Disintegration of the old system
and the time required for the development of the new one creates uncertainty, be-
cause the minimum co-ordinates for probability distribution of outcomes of ac-
tors’ activity are missing. To overcome the problems of missing information and
computational ability as consequences of systemic transformation, boundedly ra-
tional actors can use conservative strategies to adapt and pursue their own interest.
These include strategies of simplification, the choice of the best option from
among those they knew from their past experience and the adjustment of their be-
haviour to the previous criteria. There is much evidence that many actors chose
this kind of strategy in Central and Eastern European countries, as in the case of
the firms’ extensive reliance on traditional business behaviour and networks,
sometimes of an illicit or illegal nature.*’

I stressed above that systemic transformation is also costly undertaking for in-
dividual actors. Indeed there are four types of costs connected to it that require in-
vestment in new system-specific assets.* These are learning and measurement
costs, enforcement costs, adaptation costs and transformation losses. Learning
and measurement costs include acquiring proper articulated and tacit knowledge
of the features and working system, collecting information on the new situation
and the new positions of other actors, measuring the advantages and disadvan-
tages of what is being produced and exchanged, and setting up new information
systems and administrative offices. Enforcement costs comprise dismantling old
monopolies, the setting up of new legal and administrative structures for contract
enforcement, anti-monopoly offices and policies and preventing the defence of
the old system privileges. Adaptation costs are the costs of those actions and struc-
tures necessary to take advantage of, or resist, redistribution of rights and assets,
protect the new rights, specify contracts and restructure and improve governance
in line with the new system, and develop new routines. Finally, transformation

# Cf., for instance, W. Andreff (1996), 1. Gurkov (1997). In general, this attitude was less
pronounced in countries that reformed their economy earlier (such as Hungary and Poland) and
much more relevant in countries that arrived unreformed to transformation and experienced
various shocks (such as many post-Soviet countries). In fact, in the former group of countries the
lengthy and somehow consistent process of reform reduced uncertainty, gave actors more time to
adapt and reduced opportunities for transformational distribution. Hence individual reaction was
less conservative. These factors mitigated path dependence.

# Cf. B. Dallago (1996).
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losses are those that actors incur because of the disappearance or the reduction of
the value of their old systemic capital, which in turn generates a flow of lower in-
comes for these same people. Indeed, skills become valueless, valuable positions
and the bargaining powers deriving from them are lost, jobs are destroyed, and in-
dividuals are expropriated of property rights.

The importance of transformation costs goes well beyond their individual ef-
fect and strongly influences the outcome of transformation. Although these costs
could be considered as the cost of investment in systemic transformation, and
should be financed ex post by greater efficiency and lower transaction costs of
economic activity in the new system, there is no guarantee that this be so. In fact,
their existence strengthens the actors’ conservative strategies that follow from un-
certainty. In the particular case of transformation costs, actors try to avoid these
costs or re-allocate them to other actors, comprising the state. These strategies are
likely to produce conservative systemic path dependence as the solution that can
minimise transformation costs and distributive conflict. The degree of “conserva-
tiveness” depends on starting conditions (in particular, the difference between the
old and the new system), the strategy and policies of transformation, and external
support.

Path dependence is a kind of adaptation to systemic transformation that reduces
individual costs, but is likely to lead to a sub-optimal transformation outcome. A
socially better alternative is to adopt a concerted co-operative strategy of transfor-
mation, including a pre-agreed allocation of costs and advantages, including the
compensation of losers. Why do boundedly rational actors adapt to the individu-
ally costlier and socially less desirable strategy of transformation? There are four
different reasons for this.

First, many factors (e.g. lack of previous experience, hope in external support,
the prevalence of wrong theories of systemic transformation) lead actors to under-
estimate the level of transformation costs. Second, some actors (in particular, re-
formers and planners of transformation policies and managers of the most effi-
cient enterprises) have long-term strategies in which transformation costs play the
role of investments in a more productive system. Since these actors had previously
invested in systemic transformation or in general capital whose return was de-
pressed by costly control and enforcement, they are eager to avoid the actions and
relative costs needed to defend their investment against enforcement in the old
system and to obtain a return on that investment. Third, transformation is seen as a
unique opportunity for rent-seeking, as in the cases of spontaneous privatisation,
credit-for-loans, financial pyramids, illegal export of financial and natural re-
sources, the many petty cases of arbitrage over imported goods, but also mass
privatisation via free vouchers. Its costs are considered lower than the short-term
advantages that the new system promises, usually via transformational distribu-
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tion, or they can be allocated to other actors. Fourth, the uneven allocation of
transformation costs among actors creates advantages for those who have particu-
larly important decision-making power (such as politicians, managers of enter-
prises and of privatisation agencies or the newly settled financial institutions,
bankers and various professionals).

8. CONCLUSION

Investment in transitional distribution and transformation costs, given the uncer-
tainty that investment in systemic transformation creates, make systemic transfor-
mation less profitable than their promoters expected it to be. This weakens incen-
tives for systemic entrepreneurs to continue their effort and causes path depend-
ence. Under these circumstances, path dependence is a rational response, which
renders some specific solution less difficult and less costly and therefore more
likely to prevail than others. Other factors strengthen the probability of path de-
pendent transformation, including: sticky informal institutions, cognitive pro-
cesses arising from previous investment in old system-specific assets, the activity
of interest groups, network externalities, and increasing returns to scale.

I mentioned above that long-run reforms fostering evolutionary adaptation are
a preferable strategy to the transformation of economic systems. However, these
may encounter unsurmountable obstacles: in this case systemic transformation is
the only option to modernise the economic system, in the sense of adapting it to
environmental transformations. The problems mentioned above highlight that, in
this latter case, spontaneous processes are insufficient to guide systemic transfor-
mation and stress the necessity for governance of these processes. Specific struc-
tures (such as roundtables) were set up in transformation countries to govern sys-
temic change and the allocation of costs and gains. However, such structures
missed the power and instruments necessary to enforce general agreements or de-
cisions. Liberalisation was introduced to allow for the development of new actors
and bring in competition. Both were partially successful — nor could it be other-
wise —, but only in countries that had a relatively long history of reform and “so-
cialist” liberalisation, namely in Central Europe.

Systemic transformation is a definitely more complex undertaking than was
believed by most scholars and policymakers at the beginning. It also includes
many traps. For instance, there is no doubt that the state is a fundamental structure
to reduce uncertainty, extend the actors’ time horizon, and govern the allocation of
costs and advantages during transformation. It is only within this framework that
spontaneous process could reward socially productive actions. However, the state
is a double-edged instrument, since it also gives opportunities and incentives to in-
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vest an excessive share of resources in system-specific assets, and can weaken in-
centives and opportunities to invest in general assets. The role of the state, there-
fore, should be one of establishing the conditions for an efficient market for insti-
tutions to develop. This may require finding solutions to the problems of systemic
uncertainty and of asymmetric starting positions in the market for institutions.
One should also remember that the state itself is in transformation. This means
that the state is weakened in its traditional functions or unable to implement them
and its capabilities to pursue new ones are insufficient. A necessary precondition
for an efficient market for institutions is to invest in rebuilding the state and en-
forcing its autonomy and establish its accountability and democratic control.

Another trap lies in liberalisation. Although important and in the long run nec-
essary, plain liberalisation is not enough, and may even be counterproductive. Ac-
tors bring into the new system their old behaviour, as a consequence of their old
systemic capital. Liberalisation and competition do change the economic environ-
ment, but actors that already existed in the old system may be hard to transform.
Under these circumstances, denationalisation may fail in pursuing competition
and efficiency. Foreign capital may do the job, but only in relatively small coun-
tries. Moreover, it is not certain that foreign capital acts in the interest of the coun-
try. Ambitious managers may properly restructure firms they got through sponta-
neous privatisation and improve their performance. However, all this is hardly
enough if the capital and entrepreneurial basis of the economy remains circum-
scribed to those that already were running the firms in the old system. It is particu-
larly for this reason that the establishment of new firms, usually small and medium
in size, is important. However, in a transformation economy these firms are usu-
ally in a disadvantageous position. If not properly supported and stimulated, they
may easily end up as a “survival sector”.

All this stresses that systemic transformation is a complex undertaking that re-
quires proper co-ordination among different processes. The new system, to work
efficiently, must include this co-ordination. In evolutionary processes, this out-
come takes place through continuous trial and error. This is not so in the case of a
punctuated-like transformation. Here conditions must be created to allow for
co-ordination to take place progressively. Having this point clear and acting ac-
cordingly may avoid the inevitable result that co-ordination is imposed by facts,
probably at a lower level of efficacy.
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