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The Politics of Market Socialism

Andrei Shleifer and Robert W. Vishny

ne of the most enduring proposals in modern economics is market

socialism: an economy in which firms are owned and controlled by

the government but then sell their products to consumers in competi-
tive markets. A reasonable person might expect that recent events in eastern
Europe would put this proposal to permanent and well-deserved rest. Instead,
these events seem to have given hope to the market socialists. After all, eastern
European countries are starting out with virtually all firms controlled by the
state. In contrast to capitalist economies, where in order to get to market
socialism the state must first nationalize the economy, in eastern Europe and
Russia this step was completed decades ago. If only privatization can be
stopped, eastern Europe presents mouthwatering possibilities for experimenta-
tion with market socialism. Peculiar as it may seem, the escape from socialism
has only encouraged many socialists.'

This paper takes another stab at the problem of market socialism. We focus
on an issue that is often mentioned, but rarely seriously discussed in the
debates over market socialism. Under all forms of market socialism, from Lange
(1936) to the present, the state ultimately controls the firms, and hence
politicians’ objectives must determine resource allocation. Market socialists have
traditionally assumed that politicians will pursue an efficient resource alloca-
tion, and only paid lip service to the idea that the state becomes “bureaucra-
tized.” They dismiss the tragic socialist experience as irrelevant because

'Examples include Yunker (1992), an article in this journal by Bardhan and Roemer (1992), and
papers collected in Bardhan and Roemer (1993).
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totalitarian systems are not what they have in mind. Rather, market socialists
count on a democratic socialist government that pursues efficiency. The ques-
tion of what such a government will maximize is therefore absolutely central to
the discussion of market socialism.

We begin by reviewing the debate over market socialism, pointing out the
essential role played by assumptions about the objectives of the government.
We then discuss a series of economies: totalitarian socialism, democratic social-
ism, and democratic capitalism. Our argument against democratic market
socialism is basically twofold. First, we argue that no democratic government is
likely to place sufficient weight on economic efficiency, regardless of whether
the economy is capitalist or socialist. Second, we claim that the damage from
the government pursuing its “political” objectives will be much greater under
socialism than under capitalism because, under socialism, the government has a
greater ability to determine outcomes at the firm level.

The Market Socialism Debate

Analytical debate over market socialism started with Barone (1908 [1935)),
who pointed out that the Central Planner, like the Walrasian Auctioneer, can
solve n equations with n unknowns and so determine prices that simultane-
ously clear all markets. The state can then control firms and make lump sum
redistributions to promote equality, and still get efficient outcomes for any
distribution of income.

Barone’s argument invited objections from von Mises (1920 [1935]) and
Hayek (1935), who argued that the state does not have the necessary informa-
tion to determine equilibrium prices. These objections, however, were effec-
tively rebutted by Lange (1936), whose paper remains the most coherent and
articulate case for market socialism. Lange argued that, while it is true that the
state has only limited information, so does the Walrasian Auctioneer. The
process of price adjustment in a market economy, according to Lange, takes the
form of price increases on goods that are in excess demand, and price declines
on goods that are in excess supply. The Central Planner can follow exactly the
same procedure: raising prices in response to shortages and cutting prices in
response to surpluses. Lange thus established quite convincingly that a benevo-
lent Central Planner can, in principle, clear markets.

Not satisfied with establishing the equivalence between market and socialist
resource allocation, Lange went on to present several reasons why socialism is
superior. First, the state can distribute income more equitably. Second, since
the state controls all firms, it can solve the problem of externalities. Third, since
the state sets prices and determines entry, it can avoid monopolies. Aside from
excessive prices, monopolies in Lange’s model have two disadvantages. They
are responsible for rigid prices and therefore contribute to business cycles; and
they are only interested in preserving economic rents and hence are incapable
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of innovation. By crushing monopolies, the socialist state can both solve the
business cycle problem and increase the rate of innovation.

Lange’s arguments rely heavily on the government’s pursuit of efficiency.
His basic argument that the government raises prices of goods in short supply
presumes that it actually wants to do so—rather than to maintain shortages.
The pursuit of income redistribution, of internalizing externalities, and of
competition rather than monopoly all presume efficiency-maximizing politi-
cians. Indeed, Lange makes this assumption quite explicitly. For example, he
writes: “The decision of the managers of production are no longer guided by
the aim of maximizing profit. Instead, certain rules are imposed on them by the
Central Planning Board which aim at satisfying consumers’ preferences in the
best way possible” (Lange, 1936-1938, p. 75).

The actual experience of socialist countries has, of course, been rather
different. Instead of raising prices to clear markets, socialist governments
typically maintain shortages of many goods for years. Some socialist dictators
have pursued economic equality, through murder and repression by others
have produced more equality of incomes than of welfare. The notion that the
government solves the externality problem is belied by the experience with
pollution, which seems to be worse in socialist than in comparably rich market
economies (Grossman and Krueger, 1991). Also, monopolies, at least as mea-
sured by concentration, are much more common in socialist than in market
economies (International Monetary Fund, 1991). Finally, practically no one
believes that technological progress has been faster under socialism.

Market socialists familiar with this experience blame it on totalitarian
government, and then get on with the business of praising market socialism in a
democratic state. Lange (1936, pp. 109-110) briefly mentions the dangers of
the state becoming bureaucratized, but does not spend much time on this
problem: “It seems to us, indeed, that the real danger of socialism is bureaucratiza-
tion of economic life [italics Lange’s], and not the impossibility of coping with the
problem of allocation of resources. Unfortunately, we do not see how the same,
or even greater, danger can be averted under monopolistic capitalism. Officials
subject to democratic control seem preferable to private corporation executives
who practically are responsible to nobody.”

One obvious problem with this statement is Lange’s denial of the impor-
tance of incentive and control mechanisms in market economies, including
boards of directors, management ownership, large blockholders, takeovers,
banks, and bankruptcy (Stiglitz, 1991). Subsequent market socialists have in-
deed focused on this issue, and have added to Lange’s model of market
socialism incentives for enterprise managers comparable to those in market
economies; for example, a group of socially-owned large banks might have a
controlling interest in large companies (Bardhan and Roemer, 1992). In prac-
tice, such market-oriented incentive schemes for managers of state enterprises
are very uncommon, and are often removed by politicians when managers
begin to actually maximize profits (Nellis, 1988). But even more important than
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the question of incentives for the agent—that is, the manager—is the question
of the objectives of the principal—that is, the government. Lange’s most
controversial assertion is that democratic control of corporate managers will
lead to good outcomes, which is effectively a claim that politicians pursue
economic efficiency.

In the following 50 years, the discussion of market socialism (except in the
public choice literature?) has largely swallowed the assumption that the govern-
ment would maximize efficiency, and proceeded to discuss the more technical
issues, such as the ability of the state to complete the markets, or the relative
efficiency of various price adjustment schemes. Hayek’s warning (1944) that
even democratic socialists turn into Hitlers and Mussolinis made a relatively
bigger impression on the public opinion than on the economics profession. An
analytical discussion of the objectives of a socialist government is still missing.
The rest of the paper tries to fill this gap, by discussing first the likely objectives
of a socialist dictator, and then turning to the unlikely ideal of democratic
socialism.

Totalitarian Socialism

We begin by considering an ideal dictator, who is completely secure from
political or military challenges. This dictator does not need to worry about
keeping down unemployment, building up defense, paying off or killing off
political competitors, feeding the population or any other problems. A strictly
rational dictator in such a position would maximize personal wealth, which the
dictator can either put in a Swiss bank account or use to build monuments,
such as armies, cathedrals, or industrial plants. The question is: does the
pursuit of this objective lead to efficient outcomes?

At first glance, one might think that the unthreatened dictator is just a
shareholder in the whole economy, and therefore should be interested in
maximizing the value of his shares—that is, the profits of all the firms.
Moreover, the dictator would internalize the externalities resulting from the
operations of these firms and hence produce an even more efficient outcome
than the market. But this is only true if the dictator takes prices as given. In
fact, of course, such a dictator would control prices as well as production
decisions. In this case, profit maximization would call for creation of monopolies
in all industries (assuming that the dictator cannot perfectly price discriminate).
Far from designing a competitive market equilibrium, the unthreatened dicta-
tor would strive for a highly monopolistic and inefficient economy—in stark
contrast to Lange’s insistence that socialism prevents monopolistic tendencies.
This result, incidentally, finds empirical support in the tendency of European

*The classic work is Buchanan and Tullock (1962). Mueller (1989) surveys the theory and evidence
on what governments actually do.



