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Most of us are armchair economists. Whether our opinions are right or wrong, we
can proffer them at little personal cost—the most we can lose is our reputation.
Not so for &nos Kornai. For much of his life, speaking freely would have led him
to land in jail, or worse. He faced a difficult choice. He could publish illegally,
take the samizdat route, but reach a very small number of readers. He could
instead respect a number of official taboos, publish legally, and reach a much
wider readership. These difficulties have not prevented him from giving us the
most informed and deepest critique of the socialist system to date. This interview
is, I hope, successful in showing the degree to which Kornai’s life and work have
been intertwined, and how he came to believe what he believes today. Kornai is
sharing his time between Harvard and Collegium Budapest. The interview took
place in my office when | was visiting Harvard University in June 1998.

Keywords: Socialist Systems, Post-Socialist Transition, General Equilibrium and
Disequilibrium Theory, Soft Budget Constraint

Blanchard: Your first book wa®vercentralization in Economic Administration
(1957), abook onthe problems faced by central planning in practice. Onthe surface,
it looks like a technical study of the problems of industry under central planning,
but from the preface you have written for the second edition in 1989, it is clear
that this was part of a larger analysis of the socialist system, much of which you
did not want to put in print.

How much of your later views had you already formed at the time? Did you see
a reformed socialist system as a workable alternative? (You touch on this in your
second preface). How much of the analysis of the role and internal dynamics of
the Communist Party (the main theme of Becialist Systeppublished in 1992)
had you already worked out by then?

Kornai: There have been several stages in my life. When | was very young, |
agreed with socialism. Then | became more and more critical of the Stalinist type
of communism.
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Ficure 1. Janos Kornai, 1997.

Blanchard: When did you start becoming disappointed with communism?

Kornai: My disappointment began in 1953. It was associated with the changes
in the Communist countries after the death of Stalin, when many facts, that had
previously been hidden, became known. My reaction was cathartic and mainly
concerned with ethical issues: the horrible crimes the system had committed, the
imprisonment, torture, and murder of innocent people made my most sincere be-
liefs seem neie and shameful. Also, | began to recognize that the regime was
economically dysfunctional and inefficient, created shortages, and suppressed ini-
tiative and spontaneity.

Overcentralizatiorwas my first draft of these critical views of the socialist
economy. It got worldwide attention because it was the first critical book written
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by a citizen living inside the Bloc and not by an outside Sovietologist. | worked
on itin 1955 and 1956; it was my graduate thesis.

Blanchard: Did you choose the topic yourself? Did you have a thesis advisor?

Kornai: | did choose the topic myself. | had a thesis advisor; Professoa¥am”
Nagy, who taught political economy at the Budapest Karl Marx University of
Economic Sciences.

Blanchard: You were writing more or less coincidentally with the Revolution.
Kornai: Yes, yes. | finished it in September 1956, at the time when the at-
mosphere of the intellectual and political discourse began to change in Hungary,
similarly to the changes in Prague 12 years later, in 1968. People in Hungary

became more and more critical and more and more outspokedust as a back-
ground story, we have public defenses of dissertations in Hungary and my thesis
defense was held a few weeks before the Revolution of October 23. It became a
public event: There were several hundred people there

Blanchard: How had they known about it? By word of mouth?

Kornai: Yes, absolutely. Drafts of it had been circulated, which also brought
in a lot of people. In the days between the public defense and October 23, the
discussion was reported in most dailies with highly appreciative comments.

But let me go back to my own personal history for a moment to answer your
question if | could imagine a workable reformed socialism. Almost 30 years later,
in the preface to the second edition@¥ercentralizationl described the Kornai
of 1954-1956 as a “neé reformer.” The naivetivas honest: There and then, the
need to change the political structure didn’t even occur to me: | took it as a fact |
didn’t object to. State ownership was also something like an axiom: | was certainly
not for privatization. | wanted to combine the existing system with a market, very
similar to what happened 20 years later in Gorbachestestroikaso | might say
that was th@erestroikastage in my life. In this preface, | mentioned many others |
thought to be akin: Ggrgy Réter and Tibor Liska in Hungary, Whdzimierz Brus in
Poland, Ota Sik in Czechoslovakia, and, of course, the towering figure, Gorbachev
in Russia. Their reform ideas emerged at different points in tine¢erRias an
early pioneer who began the presentation of his thoughts as early as 1955, while
Gorbachev became a reform-socialist in the late 1980s. The list contains academic
scholars and active politicians. In spite of the differences, they share a common
attribute. At a certain phase in their life, all these people—including me in the
1950s—thought that the fundament—the political structure which rested on the
monopoly of the Communist Party and state ownership—could be maintained, and
all that was needed to make the system work was to introduce market coordination
instead of bureaucratic coordination.

However, this view of mine changed, as | discovered the reasons why market
socialism could not work. So | became more and more critical of market socialism,
including my earlier work. | discussed the ideas of naive reformin several later writ-
ings, but at the time of writing the book, i.e., in 1955-1956, | was still very naive.

Blanchard: This book was very well received in the West, but it was, to say the
least, not well received by the authorities in Hungary. How much surprised were
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Ficure 2. Calcutta, India, in 1975 during lecture tour of India.
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you by the reception at home? How did it affect your life? How did it affect your
research?

Kornai: It was the dramatic and traumatic events of 1956 that changed my life,
changed how | looked at the world, nWeltanschauung_et’s just recall a few
events in my personal life. One of my close friends was not only arrested, but tried
and executed. Many of my best friends were arrested, some others emigrated, and
after having been celebrated for the book before the revolution, | was attacked as
a “traitor” to socialism. | was fired, | lost my job.

Not only personal experience but, first of all, the great historical events of brief
victory and the tragic defeat of the revolution made myva#& collapse. The
trauma of 1956 meant for me that | could no longer adhere to the leadership of the
country by the Communist Party both for political and ethical reasons. | do not
say that this happened overnight, since political understanding is a process, but it
was a quick one with me.

The events of 1956 also derailed my research program. During the years of very
severe repression, | had much more to say than what | actually put down on paper.
| acted upon a kind of a self-censorship, which was based on my understanding
of the limitations in publication. It influenced the choice of my research agenda
and also how far | went in publishing my findings. In the extremely repressive era,
following 1956, | decided to move to a politically less sensitive topic: mathematical
planning, more closely the application of linear programming to planning, which
brought me very close to neoclassical thinking.

Blanchard: On this topic, mathematical programming, were you self-taught,
or did you have some mathematical background?

Kornai: No, | was self-taught. | attended some courses on mathematics, linear
algebra, calculus, and so on, but practically | went through the literature on the
subject by myself, and | worked together with mathematicians and computer sci-
entists who were not economists. Later on, | got a job in the Computing Center of
the Hungarian Academy of Sciences, where | worked full time on linear program-
ming. The linear programming model has a very nice economic interpretation that
I learned from the book of Dorfman, Samuelson, and Solow (1958). This book was
one of my bibles at the time, so, in my own history of thinking, that was the period
when | got the closest to neoclassical theory and for a while almost unreservedly
accepted it.

Blanchard: Your next major book waénti-Equilibrium(1971), a formal book
on general equilibrium theory and its shortcomings. You have already talked a bit
aboutthe intellectual process that led fr@wercentralizatiorio Anti-Equilibrium
When did you become disillusioned with neoclassical thinking?

Kornai: | had two big waves of disillusionment in my life as an economist.
The first one we have discussed briefly already: It was my losing faith in Marxian
thinking. | started as a doctrinaire Marxian, then | became disillusioned with it,
which made me rejectitin the end. | stilladmire Marx as an intellectual genius; he
had many ideas which are still useful. He was, however, absolutely wrong on many
fundamental issues. Then came my almost unreserved admiration for neoclassical
theory, a much less emotional feeling because of its pure rationality. However,
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Ficure 3. Presenting Presidential Address at the Econometric Society North American
Meetings in Chicago, 1978. At his left is Tjalling Koopmans, who chaired the session.

the strong urge to understand the world around me in its complexity made me ask

guestions neoclassical theory failed to answer. This dissatisfaction prompted me to
analyze the strengths and weaknesses of the theory. | tried to understand it carefully
and give a critical appraisal. My rejection was free of political considerations; all

| meant to do was to identify its shortcomings.

Ever since, | have never become a prisoner of any doctrine. | could probably
call myself an eclectic economist who has learned from various schools. | have
always protested if anyone tried to put me in a certain “box.”

Blanchard: How much contact did you have with the people who were doing
general equilibrium theory at that time?

Kornai: | wrote a paper with Ta@s Lipak on two-level planning and sub-
mitted it to EconometricaMalinvaud read it and invited me to a conference in
1963 at Cambridge, England. Before 1963, | had been denied a passport. | had a
standing invitation to the London School of Economics for years, for instance, and
| couldn’t go.
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In1962-1963, there was a general political amnesty. After that, dldgritégime
started to move step-by step from brutal repression to what later became “goulash
communism,” the relatively soft and liberal version of Communist regimes. From
then on, more and more people were allowed to travel, and finally | too got per-
mission to go to the Cambridge conference.

I met some really brilliant people there. With Edmund Malinvaud and Tjalling
Koopmans, we became, so to say, friends; both of them were my mentors, they
helped me in many ways. | also met Roy Radner, Lionel MacKenzie, and Robert
Dorfman. They were my first personal contacts with the West. Then, on invitation
from Kenneth Arrow, lwent to Stanford in 1968. By then, | had the first drafirai-
Equilibriumready, and | showed it to Arrow and Koopmans. They read it and were
very generous in their comments. They were not protective of general equilibrium
theory or anything that | was criticizing; on the contrary. Both encouraged me, or
rather urged me to publish the book.

Blanchard: They probably shared many of your views .

Kornai: Yes, they shared many of them. Both of them would refer to the book
later, in their Nobel Lectures.

Blanchard: In your bookAnti-Equilibrium, you suggested several directions
for future research. Twenty-seven years after publication, many of the puzzles have
indeed been explored: asymmetric information; game theoretic characterizations
of firms; bargaining in the labor market; the role of the government and the law;
incomplete contracts, to mention just a few. Are you happy or happier with the
state of economics today?

Kornai: That's an interesting formulation, but before reflecting on it, | would
add one more item to your list: There is a serious interest in the non-Walrasian state
of the economy nowadays, which was one of the issues raigeatifEquilibrium

Well, yes, | am happier. When | wrote the book | thought that neoclassical
thinking acted like a straitjacket, and no less than a revolution would be needed to
wriggle out of it. But life has proved me wrong: Advance can be achieved in an
evolutionary way more than | expected.

Let me add a few subjective remarks to this. | want to be quite frank. As a
member of the profession, I'm happy that progress has been made concerning the
study of themes we've just listed. As the author of the book, | feel slightly bitter
about its getting hardly any attention. The first, and nearly the last, people who
gave it any credit were Arrow and Koopmans; then it somehow disappeared.

Blanchard: It was a very influential book. In France, where | come from, it
was one of the books we all read. It became part of the common knowledge and
as such, it is hardly ever mentioned. The same seems to have happened to many
other ideas. Maybe it is a mark of success.

Kornai: Maybe you are right, maybe not; | don’'t know. In any case, it seems
to me that asking relevant questions doesn't give you much reputation, at least
not in our profession. Yet, | still believe that asking the relevant question, even if
one cannot give a constructive answer, forms a very important part of the research
process.
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Blanchard: A related question. How did you perceive yourself ais4s the
Western economics mainstream, then and now? Did your perceptions change with
proximity after you had accepted a position at Harvard in 19867

Kornai: To put it into a nutshell, | would say that | am half in and half out
of the mainstream. Social science, in my view is not a collection of true and
exact statements about the world, but a cognitive process. | believe mainstream
economics, and especially the rigorous, formalized neoclassical theories, play a
significant yet limited role in this process. | would separate roughly three stages in
the cognitive process: First, one perceives that there is a puzzle and sets out to solve
it more or less by common sense and intuition. Then comes the middle stage, where
the neoclassical theory enters to help to make the probably crude understanding
more precise through exact assumptions, definitions, and propositions. The process
is rounded off by the third stage, the interpretation of the results. | think what we
call mainstream economics is very useful and instrumental in the middle stage,
but it doesn’t have much to do in the first and third stages. That is not simply
a criticism of what mainstream economists write and publish but more or less a
criticism of how we teach our young and future colleagues. We don’t teach them
about the first and third stages; instead, we put too much emphasis on the second
stage and thus make them intellectually lopsided.

Blanchard: | would argue that the tradition in economics is that you take the
first step in private and take the second in public, and | would also argue that the
third step is now taken more and more systematically.

Kornai: | agree only partially with what you have just said. To formulate the
right question and to make use of one’s more or less good common sense is by
no means a private affair. If in a premature state the researcher’s mind is tied up
by technicalities without leaving sufficient room for a free public discussion of
the puzzle, his thinking is excessively constrained. We will perhaps discuss the
problems of post-Communist transition later on, but let me jump ahead here and use
itas an example. There was a famous debate about gradualism versus the Big Bang
as the most appropriate and successful way of transforming the economy. Now,
reading through the literature, you will find splendid theoretical papers illustrating
the theory of the Big Bang. But there also is a host of equally refined theoretical
papers demonstrating that gradualism is just as fine. So, what?

After all, it is the context that defines how a certain phenomenon should be
interpreted. Yet, we fail to teach our students to put theorems and propositions
they learned at school into context. That was why many of the Western economists
who went as advisors to Eastern Europe or Russia after the change of the system
were forced to discover on the spot that everything depends on the context; in this
sense they were unprepared for the job, although very well trained in the field
of economics. The set of tools they brought with them did not include a deeper
acquaintance with political science, sociology, psychology, history, etc. You can
get a Ph.D. from Harvard or MIT without even getting close to these subjects.
There’s nothing wrong with neoclassical thinking in its place. It offers a workable
research program. But as a way to train the mind, it's one-sided and too narrow.
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Ficure 5. At Collegium Budapest, January 1998, receiviiggtschriftedited in his honor.
Left to right are &nhos Kornai, Professor JérKoltay, and Dr. dhos @Gics.

Blanchard: Let us move further. In 1980, you publishedonomics of Shortage
After being burned foOvercentralizationand shifting to mathematical planning
and Anti-Equilibrium what made you, both intellectually and politically, return
in print to the problems of the socialist system? Again, you've already referred to
that, but would you mind saying more?

Kornai: Yes, there certainly was a shift in interest in my work over the years.
However, on the one hand there was continuity because | had a lasting interest in
the persistent phenomenon of the non-Walrasian state, especially in the socialist
type of shortage economy or seller's market. | had treated these probléms-in
Equilibrium: About a third of the book is devoted to seller’s versus buyer’s market
issues. In 1972, | wrote a book criticizing the Stalinist growth patteush versus
Harmonic Growth In it | argue against unbalanced growth. On the other hand,
you are certainly right: Over the years | did make a move toward politically more
sensitive issues.

The reasons were varied: First of all, Hungary was slowly moving in a direction
where limitations on the freedom of speech became less stringent. Another reason
was my growing international reputation, due mainly to my work in mathemat-
ical economics and mathematical planning. All this allowed me more room for
maneuvering at home. My principle was that if | felt | had certain constraints, |
tried to exceed them by 20%. Due to the general trend in Hungary, the constraints
slowly expanded, but I still tried to go beyond these limits. This strategy made it
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possible for me to write books that revealed the system’s persistent troubles while
still observing certain political taboos.

Blanchard: You mentioned earlier that you had been fired from your job in
1956 or 1957. Did you get that job back?

Kornai: Yes, | got the job back. The funny part of my story is that the same
director who had celebrated me before October 1956, condemned me and fired me
after 1956, invited me back to the Institute of Economics, so | returned. Another
typical thing was the following sequence of events: | had become a member of
the American Academy and the British Academy before | was elected a mem-
ber of the Hungarian Academy of Sciences. First | was a Visiting Professor at
Stanford and Yale, and then | was invited to run a seminar at the Budapest Uni-
versity of Economics, which, in fact, did not offer me a regular professorship.
But the regime in Hungary did follow what was happening to me, so they knew
of my foreign acceptance and reputation, which widened my opportunities for
writing.

Blanchard: The taboos you mentioned above were about the role of the Com-
munist Party?

Kornai: There were four taboos in Hungary. (In Russia or in Czechoslovakia
there were many more.) First, you couldn’t question Hungary’s belonging to the
Warsaw Pact and its relationship to the Soviet Union; second, you couldn’t ques-
tion the Communist Party’s monopoly of power; third, you could not reject the
predominant role of state ownership; and fourth you couldn’t directly attack Marx,
or even voice a serious critical view of him. An advantage of the Hungarian situa-
tion compared to that in Russia or Czechoslovakia was that you were not expected
to make loyalty statements by actually telling the opposite of what you thought;
you just had to leave these four issues alone.

You had to make a very difficult personal choice of life strategies. | mention this
as it is by no means evident today. One choice was going, sort of, underground,
write for “samizdat” and thus discarding taboos, which some of my friends did, and
| admired the heroic risk-taking that involved. The price to be paid for this strategy
was to give up the chances of reaching a wide readership. Another possibility
was to defect. | followed a different route, similarly to some other Hungarian
intellectuals: | published my views legally, but in a somewhat withdrawn manner.
That was not without risks either, especially in case of deterioration in the general
political situation; e.g., following a potential Stalinist restoration, it could have led
to firing or even arrest. But it was certainly less risky under the prevailing political
circumstances. The strategy | adopted involved a terribly difficult decision: It meant
that | kept silent about some of my views and ideas. | never lied. | always wrote
only the truth or what | thought the truth was, but | deliberately didn’t write the full
truth. | was hoping, which | think was quite reasonable, that many readers would
read between the lines, or do some extrapolation. | even tried to give some hints,
and | think | was successful in doing that.

| wrote theEconomics of Shortage Sweden, where | had long discussions
with my wife during our walks in the woods about what chapters | showoid
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include, how the book should end, etc. If you read the preface carefully, you'll find

a list of subjects | omitted deliberately from the discussion, including the political
monopoly of the Communist Party and state ownership. My message for the reader
was “I know there are quite a few other things that would need discussing. Let it
be your homework.” I'm really proud of the fact that many readers including, for
instance, people in China, Russia, and Poland told me after 1990 that they could
follow me and understood what | was trying to say.

Blanchard: If you had to summarize the main contribution of tieonomics
of Shortageo economic thinking, would you single out “soft budget constraint™?
Now that state socialism has practically disappeared as an economic system, what
is the relevance of soft budget constraint? How would you characterize it as a
general concept?

Kornai: Let me divide your question into two parts. You start by asking how |
would summarize the main contribution, and immediately go on to the soft budget
constraint. An East European or Russian or Chinese reader didbeomics
of Shortagedid not consider the theory of the soft budget constraint the main
contribution at the time. For him or her the principal message of the book was this:
The dysfunctional properties of socialism are systemic. | want to emphasize this
appraisal in our conversation, because conveying this message | was rather isolated
from the rest of the so-called reformers who were working on small changes to the
Communist system. In that sense, it's a revolutionary book, because the conclusion
is that cosmetic changes and superficial reforms do not help. You have to change the
system as awhole to get rid of the dysfunctional properties. That is the book’s main
contribution, and | think it had a great impact: The message got through. People in
Communist countries were much less interested in the soft budget constraint; they
were interested in this central proposition. That was why it sold three editions in
Hungary, 100,000 copies in China, and 80,000 in Russia

Blanchard: It sold more copies than some thrillers?

Kornai: Yes. There were certainly more royalties paid out for the thrillers. |
did not get a penny for the 100,000 copies from the Chinese publisher, only a nice
letter telling me that the book was awarded the title: “non-fiction bestseller of the
year.” | got a negligible royalty from Russia. What really matters in these cases is
not the financial reward but the intellectual and political effect. | was happy that
my ideas reached such a wide readership.

The concept of soft budget constraint had a much stronger impact on the profes-
sion in the West than in the East. It presents something that fits in with neoclassical
thinking, but at the same time, steps out of it a bit, and brings some improvement
on it. | think that's why it was and has remained influential. Perhaps there were
other important findings in my work where | did not build a similar bridge between
my results and the standard neoclassical thinking and therefore did not get a wider
professional response.

My answer to the second part of your question is that soft budget constraint is not
just a socialist phenomenon. It is very widespread and dominant under socialism,
especially when market socialist reforms are introduced and the system is getting
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more profit-oriented and relaxed. It is sad, however, that the general validity of
the concept is not sufficiently recognized. In my own understanding, there are
many situations analogous to the soft-budget-constraint syndrome in a nonsocialist
market economy. A former student of mine, Chenggang Xu at the London School
of Economics, is now writing a paper analyzing the East Asian crisis using the same
concept to explain the situation there. The relationship between the government,
banks, and enterprises show signs of the soft-budget-constraint syndrome. The
IMF bailouts of irresponsible borrowers in Japan, South Korea, and Indonesia—
they are too big to let them fall—remind me again of soft budget constraint. In
that sense, | find it a concept certainly valid in many cases: in the health sector,
in industry and anywhere else where the state, the financial, and the production
sectors are intertwined.

Blanchard: | think that the acceptance of the notion of soft budget constraint
is now much wider than you state. It has indeed been used to describe the Asian
crisis. But what was the impact of your work inside the socialist block, both on
pretransition reforms and on transition?

Kornai: | think most leading reformers in the socialist countries r&agbr-
centralization and the book had some influence on their thinking. Later on, re-
formers also studied the Hungarian economic reforms of 1968. For instance, China
adopted it as a model for its own reforms in the 1970s. So indirectly, | certainly
had an influence on the reform process. As with every kind of intellectual effect,
it is difficult to separate your own influence from that of others; therefore | cannot
measure the strength of my impact.

In any case, this influence materialized only with a long time lag, 10 or 20
years after | publishe@vercentralizationBy the time the market socialist reform
first took momentum in Hungary, then in China, Poland, and the Soviet Union, |
had already abandoned the idea of market socialism. | became highly critical of
it, emphasizing the limitations of reforming socialism. That was the spirit of my
articles on the Hungarian reform but, more importantly, that was the conclusion
to be drawn by the reader &conomics of Shortagé friend of mine called my
and other’s attitude to reforms “reform skepticism.” In the 1970s and 1980s, this
skeptical mentality was gradually gaining ground in Eastern Europe. It became an
ever stronger conviction that partial reforms were not enough. | think my work
contributed to that recognition.

Blanchard: Readingrhe Socialist Systempublished in 1992, itis not clear how
much of the dynamics of collapse you had predicted before the event, and how
much of it you explained after. Did you anticipate the type of transition that has
actually taken place?

Kornai: Let me say a few words about the book before turning to the problem of
right or wrong prognosisthe Socialist Systeiman attempt to describe the system
as awhole. Thatis not a trivial objective, because most books only touch upon one
or another aspect of a system. The great pioneer of this “system paradigm” was,
of course, Karl Marx irDas Kapital

Blanchard: How about Schumpeter?
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Kornai: Schumpeter’s work, his dynamic view of the entrepreneur and creative
destruction has had a great impact on me. He indeed wrote a Gapitalism,
Socialism and Democragcwhich intended to give a complex analysis of the two
systems. But these two books, and a few others (e.g., some of Mises’ and Hayek’s
works) are rather exceptional. A typical American textbook on economic sys-
tems is not written with the same ambition about capitalism with which | wrote
about socialism. It doesn’t give you a general model of capitalism, including the
characterization of the political, ideological, and social spheres.

Blanchard: It is not interdisciplinary.

Kornai: No, it's not. In writing the book, my intention was to grab the interaction
and interdependence among the political structure, ideology, ownership relations,
the typical behavior of various actors—in short, the systemic properties. Also, to
show the dynamics of the system.

Although | only started work on the book in 1986-1987, the main ideas and
structure of it had long been ready in my head. What my analysis of social-
ism predicted—in contrast to others’—was that patchwork-like reforms wouldn’t
strengthen the system; on the contrary, they would weaken it. The central idea of
the book was to show that the classical, Stalinist system, however repressive and
brutal it was, was coherent while the more relaxed, half-reformed Gorbachev-type
of system was incoherent, and subject to erosion. | foresaw this erosion. What |
did not foresee was the speed and exact timing of it. | have to admit that the events
in 1989-1990 were a real surprise for me. | hadn’t expected the collapse of the
Soviet system as early as that: It far exceeded all my expectations.

By the end of the 1980s, it was quite clear that the Hungarian version of the
system was fast disintegrating. But for me the memory of 1956 in Budapest and
of 1968 in Prague was still quite vivid, so | don’t think my fear of the Russians
interfering was ungrounded. Russian tanks would have probably been able to do
the job again, as they did in 1956 and 1968. So the crucial puzzle was the extent of
changes in the Soviet Union, not in Eastern Europe. Let me repeat: | didn’t expect
the erosion having started off by Gorbachev to work so fast.

Blanchard: Did you anticipate that Hungary would do no better than the Czech
Republic or Poland? Do you now understand why? Were the previous reforms a
help in Hungary after the change of the system?

Kornai: | don't think we can measure on a one-dimensional scale who is doing
better. When doing a country-by-country analysis, the first thing to look at is the
initial conditions, on which the appraisal of the changes should rest. | pointed out
already inThe Socialist Systethat the macro situation of the reforming countries
was much worse than that of the nonreforming countries. The reason was simple:
The Hungarian leadership wanted to maintain or regain the people’s loyalty to
the system with the help of popular measures. As soon as a country starts intro-
ducing market socialist reforms, there appear macro tensions, like a high inflation
rate, a growing budget deficit, excess demand for credit, poor trade balance, and
unbridled accumulation of debt. A comparison of Hungary and Czechoslovakia
gives a tangible example. The relatively liberal, reforming Hungary had the largest
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per-capita debt in the Communist region. It had made the most generous welfare
commitments to its citizens, which shot up welfare spending and involved a lot of
transfers. In a paper | wrote in 1992, | called Hungary a premature welfare state,
as, in spite of being a poor country, it spent in percentage terms almost as much as
Sweden on welfare, making the macroeconomic indicators even more unfavorable.
At the same time the much more repressive Czechoslovak leader, Gustav Husak,
was sufficiently tough to resist the temptation to reform.

So, in a way the balance was negative: The farther the reforms had gone the
worse the macro state of the economy was in 1989-1990. This means that Hungary
had in some respect a much worse start than the Czech Republic.

On the other hand, the reforms had left a positive legacy as well. At the micro
level they had exercised far-reaching, favorable influence: genuine property rights,
a well-enforced legal infrastructure, a managerial elite and labor force that more
or less understood how a market economy works, which greatly contributed to
making Hungary an attractive place for foreign investment. All in all, one can say
that the restructuring of the economy went better than elsewhere. So you have to
be careful when assessing the changes.

Blanchard: Your point is important and very interesting, that the macro legacy
may be worse while the micro legacy is better.

Kornai: Yes, but it only shows up if you look at several indicators, such as
restructuring, technological change, the influx of foreign capital and foreign know-
how, etc., instead of concentrating on one single indicator.

Blanchard: Could it be that a softer budget constraint pre-transition also led to
a softer budget constraint post-transition?

Kornai: Let’s continue the comparison of Hungary and the Czech Republic: In
hardening the budget constraint, Hungary was much tougher. It was the first country
inthe regiontointroduce areally rigorous bankruptcy act, along with Western-style
accounting and banking acts, which led to a massive wave of liquidations. It surely
improved Hungary’s results in productivity, but also increased unemployment.
One may ask whether that is a pro or a con. In any case, there was a spectacular
celebration of the low unemployment rate in the Czech Republic. I'm not sure
whether in a post-socialist economy low unemployment in itself is a virtue.

Blanchard: I'm not sure either. How do you view the economic research on
transition? Did it get to the right issues right away?

Kornai: The questions raised by Western economists who became interested
in the transition were right, but the list of issues they dealt with was incomplete.
Anyway, the problem is not so much with the questions, but much more with
the answers. The answers were sometimes oversimplified; they often remained
outside the realm of the political and social context, although a careful contextual
analysis could have helped recognizing which answer was right or wrong, timely
or outdated.

Blanchard: Was there a very fastlearning by doing? Did the analyses drastically
improve, say, from 1990 to 1992 and 1993?

Kornai: There was no fast improvement, and there are many reasons for that.
The first reason was that many people came just because they thought it was the
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thing to do: Let’s go to some Eastern European country to give advice. They came
and then left. Relatively few of them remained faithful to their initial interest
and enthusiasm, and became experts in the field. | don't think there were many
such people outside those working with the World Bank and the IMF, which,
however, have problems of their own. First, they are subject to the strange practice
of changing assignments, that is, if one becomes an expert in the field of post-
Communist transition, he is moved on to, say, Kenya or Colombia. This makes
thorough learning really difficult. Second, they are in a delicate position politically.
They are supposed to be nonpolitical, value-free technocrats, while most of the
issues they are supposed to tackle are deeply political by definition: Every advice
they give implies disguised or undisguised value judgments.

Blanchard: Have the people working on the socialist system, either from within
or from outside, been able to use their knowledge to explain and help the transi-
tion?

Kornai: Most economists in the East were largely unprepared to deal with the
problems thrown up by transition. | am talking about the whole region. Probably
Hungary or Poland, where there had been some decent economic training for
young people for a couple of years back, were in a better position. However,
most of those filling certain positions are largely untrained for the job. While
many of the Western economists don’t understand the political and social context
in the transition countries, many of their Eastern counterparts don’t understand
economics, which is probably worse. (And I'm not even sure if they understand
politics or social issues.) Many of them are smart and have good intuition, good
common sense, and a great routine in management gained in the socialist system
or in the semimarket economy, but they were not trained as economists. Only a
handful of them went through some serious training at Western universities. Others
with a background in economics are now doing research; some are trying to get
teaching positions somewhere in the West. Indeed, it will take many, many years
to catch up with the West in that respect.

Altogether, | think, that the knowledge of economists both in the East and West
is lopsided. However, what makes me really sad is that, instead of putting together
their ideas, there is mutual distrust and a lack of discourse among them. It has been
so far relatively rare for teams to be formed where the knowledge of the members
could complement each other. This kind of cooperation must be forwarded by all
means.

Blanchard: Do you think that, 10 years from now, Central Europe will look
no different from Portugal or Italy, or that there will be important political and
economic legacies of the socialist at work?

Kornai: | expect some convergence, so it will be less different, but | also expect
to see traces in the same sense as you see traces of the Japanese past in today’s
Japan. Japan is still not the United States or Great Britain, and certainly a Latin
American capitalist country is different from a Muslim capitalist country.

| expect two types of legacies or traces to survive, maybe diminishing over time:
one inideals, values, expectations, and social norms. These societies hold ideals of
afar-reaching income-equalizing distribution. It's deeply embedded in the thinking
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of people, very much alive today. There is strong resistance against reforming, for
instance, the welfare state; mind you, to some extent that applies to most Western
European traditions, to the German or Austrian and even to the French or Swedish
traditions. The second legacy is in the networks of people. When a country changes
over from the rule of aristocracy to a bourgeois society, the aristocrats still have
their own networks. | think people belonging to the elite of the former socialist
regime have, with few exceptions, totally forgotten the Communist Manifesto but
they have a network of friends from the old days. Right now these relations are
extremely powerful in business, in politics, in cultural life. People who knew each
other in the old system, know exactly who is a friend and who is an enemy; that
won’t cease overnight. However, 10 years is a relatively short time. You should
ask the same question in about 20 or 30 years.

Blanchard: Many of these people seem to be quite competent in their new role.

Kornai: Yes, there is a natural selection; if you're incompetent, just to have a
friend is not enough, so you retire or geta mediocre job. If you have the right friends
plus you have certain gifts and talents, then you can make it. In any case, while
these distinctive features and attitudes remain for a long time, post-Communist
countries will become “normal” capitalist economies.
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