Lesson #3:
Incentives Matter:  The Firm in the Soviet Economy

Key Economic Concept:
People respond to incentives.


Related concepts:
Entrepreneur
Innovation



Profit
Productivity



Competition

Content Standards and Benchmarks (4 and 14):
Standard 4:  Students will understand that:  People respond predictably to positive and negative incentives.

Benchmarks:  Students will know that:
· Rewards are positive incentives that make people better off.

· Penalties are negative incentives that make people worse off.

· Both positive and negative incentives affect people’s choices and behavior.

· People’s views of rewards and penalties differ because people have different values.  Therefore, an incentive can influence different individuals in different ways.

· Responses to incentives are predictable because people usually pursue their self-interest.

· Changes in incentives cause people to change their behavior in predictable ways.

· Incentives can be monetary or non-monetary.

· Acting as consumers, producers, workers, savers, investors, and citizens, people respond to incentives in order to allocate their scarce resources in ways that provide the highest possible returns to them.

Standard 14:  Students will understand that:  Entrepreneurs are people who take the risks of organizing productive resources to make goods and services.  Profit is an important incentive that leads entrepreneurs to accept the risks of business failure.

Benchmarks:  Students will know that:
· Entrepreneurs are individuals who are willing to take risks in order to develop new products and start new businesses.  They recognize opportunities, enjoy working for themselves, and accept challenges.

· An invention is a new product.  Innovation is the introduction of an invention into a use that has economic value.

· Entrepreneurs often are innovative.  They attempt to solve problems by developing and marketing new or improved products.

· Entrepreneurs compare the expected benefits of entering a new enterprise with the expected costs.

· Entrepreneurs accept the risks in organizing resources to produce goods and services and they hope to earn profits.

· Entrepreneurial decisions are influenced by government tax and regulatory policies.
Lesson Theme:  The legendary inefficiency of productive efforts and the seemingly perverse behavior of firms in the former Soviet Union can be explained by examining the incentives faced by the managers of those enterprises, and by recognizing how those incentives differed from incentives faced by workers and planners.

Student Activity:  Why Would Anyone DO That? — Incentives Matter

Students in small discussion groups receive a series of vignettes describing scenarios of seemingly illogical actions on the part of Soviet producers and consumers.  (Vignettes are taken from a variety of sources and describe real-world occurrences.)  Each group is asked to figure out an explanation for the “strange” behavior based on clues about the operative incentives facing the Soviet citizens featured in the stories.

Key Points:
1.
Review:  The concepts of opportunity cost and markets are also useful tools when looking at the firm in the Soviet economy.

· Like officials in the planning bureaucracy, managers were confronted by scarcity, and made choices that engendered opportunity costs.

· Managers of firms also faced, often more directly than the planners, the problem of missing markets and the lack of information.

· Added to the concepts of scarcity, choice, cost, and markets, the economic concept of incentives is a useful tool for analyzing the sources of failure at the next level of the Soviet economy, the level of the firm where actual production of goods and services took place.

· In short, we can explain the seemingly inexplicable behavior of Soviet firms by understanding that the system failed to “get the incentives right.”

· The central government planners ignored the incentives that stem from people’s attention to their self interest.

· The economic concept of incentives is a powerful tool for explaining human behavior.

· Incentives are rewards or penalties for behavior.

· Incentives can be either positive or negative, and can thus encourage or discourage a particular action.

· A fundamental principle of economic analysis is that “People respond to incentives.”

· In market based economies, prices send signals that act as incentives to buyers and sellers, changing their behavior — that is, the amount of a good or service they are willing to purchase or to offer for sale.

· The popularity of “Beanie Babies” and the price they sell for has sent a message to other producers to make stuffed toys that are similar to “Beanie Babies.”

· When coffee prices rise rapidly, many consumers choose to drink less coffee by substituting some other drink or by simply not drinking as much.

3.
Market based economies utilize the power of profit as an incentive.

· Profit motivates entrepreneurs to accept the risk of acquiring and organizing resources to seek market opportunities.

· The entrepreneur takes whatever profit or loss results from an enterprise.

· (This claim on the residual — the profit or loss — leads to the entrepreneur sometimes being referred to as the “residual claimant.”)

· The entrepreneur’s desire to avoid loss and make profit provides an incentive to engage in 2 useful behaviors:

· to innovate in order to reduce the cost of providing goods and services; and

· to improve product quality and service.

· The economy of the former Soviet Union substituted managers for entrepreneurs and quota-based systems of incentives for profit; the result was a system biased against the innovative and cost-reducing strategies that are key to the success of western economies.

4.
Conceptually, Soviet firms and farms were parallel structures to western enterprises.

· They were nominally decentralized.

· They employed labor and purchased raw materials in order to produce output.

· However, the constraints of limited raw materials that a Soviet factory manager faced and the payoffs that determined his choices — output targets instead of profits — differed in important ways from those facing his American counterpart.

· Consequently, the dynamic of market economies that leads to cost-cutting production techniques and the introduction of innovations was missing in the Soviet Union.

5.
Quotas — output targets — rather than profit motivated the Soviet factory manager.

· Incentives were geared primarily toward achieving the quantitative output targets set by the central planners and the ministries.

· Managers were rewarded solely on their ability to reach the production targets.

· The emphasis on output rather than cost led to risk avoidance on the part of managers.

· Innovation is a risk, and was studiously avoided by managers.

· There were no incentives for them to engage in risk-taking.

· Maintaining the status quo was generally the safest strategy given the incentive structure facing the factory manager.

· Central planners had little knowledge of plant processes and tended to set targets primarily by observing a firm’s production level in the previous planning period.

· Missed targets meant no managerial bonuses, and surpassing targets caused quotas to be raised for the next year.

· Production goals and output quotas dampened managerial enthusiasm for introducing new products and production techniques.

· Change was costly; both in terms of the risk of failure and in terms of the costs in time to train workers in new methods of production.

· At very high cost, even to the point of fabricating their own replacement parts, enterprise managers were more apt to repair or even rebuild an old machine rather than introduce a more complicated and possibly more efficient one because the installation and training time might extend beyond the quota period.

· Since managers were rewarded for not rocking the boat, they tried to protect themselves from unforeseen contingencies.

· This was done by building up reserves of spare parts and special items, padding payrolls, storing up inventories of key inputs and by building slack into targets.

· The economy gradually built up more and more unused resources throughout the system and increased waste.

· Because of soft budget constraints and the consequent ease of acquiring financial funds (to be covered in point #6), this went unchecked.

6.
In addition to shifting the emphasis from profit to output, the incentive system facing the enterprise manager in the Soviet Union reflected two perverse arrangements:  the soft budget constraint and the ratchet.

· The soft budget constraint refers to the practice of allowing an enterprise to exceed its budget for production inputs if the manager could convince planners that without more resources, the factory would be unable to reach its output targets.

· This is much like a child having his allowance increased every time he overspends.

· Thus, managers had little incentive to reduce cost or adopt cost-saving innovations.

· Conversely, industrial authorities at the ministerial level tended to confiscate unanticipated surpluses (revenues) that showed up in a factory’s accounts.

· The result was that managers saw no benefit in overfilling their quotas and tended to hide the true productive capacity of their plants.

· The ratchet, or practice of overstating needs for raw materials, also resulted from the almost exclusive focus on output targets.

· Because resources were allocated on the basis of cost, managers had incentives to supply biased information to the overseeing ministry, which, in turn, had an incentive to ratchet up cost figures before passing them along to central planners.

· The manager benefited by overstating costs so that he could obtain extra resources.

· Similarly, managers tended to employ excess workers as insurance against the possibility of increased production targets.

7.
The result of this perverse system of incentives is well-documented in the stagnation, inefficiency, and corruption which characterized the Soviet economy.

· Stagnation:  Emphasis on output led to risk avoidance and a dearth of research and innovation at the level of the firm, which slowed modernization.

· Separate ministries for research and innovation existed, but they were independent of specific production processes.

· Research was undertaken for its own sake and not for its application to cost-cutting technologies.

· This resulted in inefficiency, constant shortages, and misallocation of resources.

· Outdated technologies were standard as were breakdowns in production processes.

· Because targets were stated in terms of finished output, there were chronic shortages of spare parts.

· The results were often work slow-downs or stoppages in other production sectors.  It was not uncommon to see tractors sitting idle, waiting weeks for spare parts, while fields were tilled by hand.

· Corruption:  Bribes to allocators to gain access to supplies increasingly became an accepted practice, and most productive enterprises employed individuals in the full-time task of securing additional resources in illegal secondary markets.

· One consequence was a proliferation of channels of economic and political monitoring created in recognition of the potential for diversion of resources.

· This was costly not only in terms of lost efficiency, trust, and higher transaction costs, but also in terms of freedom and it made the task of planning even more difficult.

Conclusion:  Compared to a market-based firm, the behavior of the Soviet firm was perverse.  The explanation of this behavior has little to do with the character of the individuals involved and everything to do with the incentives embodied in the system.  Competitive markets reward firms for good performance with profits and usually penalizes poor performance with reduced profits or losses.  The Soviet ministry, on the other hand, penalized managers for any disruptions and rewarded them for meeting targets.  In the end, the manager who was most effective at hoarding resources, and was therefore the least efficient, received the rewards.  Economic planners, producers, distributors, and other agents lost credibility.
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