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ABSTRACT

The institutions and social practices which produce stability in the United States and instability in Russia are described using causal influence diagrams. In the United States a two party system, a central bank, government regulatory agencies, fluctuating currency values, and business entrepreneurs eager to satisfy consumer demand have created a stable government, progressive social policies, and an innovative economy. In Russia the legacy of seventy years of central planning is a society that responds differently to initiatives than a Western society. The failure of institutions reinforces the traditional reliance on personal networks and the neglect of civil society.  Privatization has produced private monopolies, budget deficits, inflation, and unemployment.  Instability has stimulated capital flight, reducing reinvestment and economic recovery. These dynamics help to explain why the transition has occurred more slowly in Russia than in other countries.

1.  BACKGROUND

Pavel Makeyenko spent the 1994-1995 academic year at George Washington University as a visiting research professor. During this time Umpleby and Makeyenko had many conversations about conditions and trends in Russia compared with those in the U.S.  These conversations have been summarized both in tables (Makeyenko and Umpleby, 1995) and in causal influence diagrams (this paper).  The causal influence diagrams describe quite clearly why the socio-economic system in Russia tends to be unstable, while the socio-economic system in the U.S. tends to be stable.


A causal influence diagram is a set of interrelated variables. Two variables are positively related if they move in the same direction (e.g., if A increases, then B increases; or if A decreases, then B decreases).  Two variables are negatively related if they move in opposite directions (e.g., if A increases, then B decreases; or if A decreases, then B increases).  The sign on a loop is obtained by multiplying together the arrows in a loop as if they were positive and negative ones (+1 or -1).  A negative loop indicates stability. Disturbances are reduced.  A positive loop indicates instability. Disturbances are amplified.
2   STABILITY IN THE U.S.


The first six figures describe processes in societies, such as the United States, which produce stability (negative feedback loops). In the U.S. a two party system operates to produce honest and efficient government and to generate and distribute wealth. A central bank controls inflation.  Government regulatory agencies limit anti-social practices by businesses. Fluctuating currency values maintain the balance of trade. Supply and demand regulate the prices of goods.
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Figure 1.  How reasonably honest and efficient government is achieved in the U.S.

Figure 1 shows how a two party system can eliminate corruption in government. As corruption increases, dissatisfaction with the party in power increases. Dissatisfaction leads to votes for the opposition party which reduces the time the ruling party is in power.  When the ruling party is removed from office, corruption decreases.
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Figure 2.  How inflation is controlled in the U.S.
Figure 2 shows how inflation is controlled in the U.S. and other Western countries.  As the economic growth rate increases, a perception of the need to cool down the economy increases.  The economy is cooled down by increasing interest rates which in turn reduces business activity.  Declining business activity reduces the economic growth rate.


                               










 

    





     




Figure 3.   How wealth is redistributed in the U.S.


Figure 3 shows how wealth is distributed in the U.S. and other Western countries.  Generally one party favors wealth creation (the Republican Party) while the other party favors wealth distribution (the Democratic Party).  Growth-oriented policies usually involve reductions in taxes and in social services.  Increasing social services leads to more social equality but slows business activity.  Slower growth leads to more votes for the growth-oriented party which implements growth-oriented policies.


                               










 




                        



    






Figure 4.  The regulation of business by government in the U.S.


Figure 4 shows how business is regulated by government in the U.S.  Anti-social behavior by businesses (e.g., unsafe working conditions or polluting the environment) increases public demands for government regulation of business.  Government regulations, when enforced, reduce the undesired behavior by businesses, which in turn reduce public demands for government regulation.


                               










 




                        



    






Figure 5.   How the balance of trade is maintained in the U.S.


Figure 5 shows how the balance of trade is maintained. As domestic demand for imports relative to exports increases, demand for foreign currencies increases. The value of the dollar then declines, leading to a rise in the prices of foreign goods. Higher prices for foreign goods reduce the domestic demand for imports relative to exports.
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Figure 6.  Supply and demand in the U.S.


Figure 6 shows how supply and demand in Western countries are controlled through the price mechanism.  As demand increases, prices increase, thereby reducing demand. If prices for a good or service increase, profits rise, leading to investment in new productive capacity. As investment increases, the supply of the good or service increases, thereby producing a decline in prices.
3. INSTABILITY IN RUSSIA  


Figures 7 to 13 describe processes that occurred in Russia in the 1990s. Although much has changed in Russia since 1990, some remnants of the old system remain, not least among them being the way people think an economic system works. The positive feedback loops indicate that the society and the economy are unstable.  


Figure 7 shows how supply and demand work in a planned economy, such as the old Soviet Union.  As supply of a good or service increases, those who are in a position to control the supply have a greater desire to reduce the supply in order to increase the value of what they control. This situation leads to an increase in the amount of the supply which is diverted. As more supply is diverted (warehoused, scrapped, delayed), there is less supply in government shops. With less supply in government shops, consumer demand rises. As demand rises, the black market value rises.  Since prices are controlled by the government, goods can only be obtained through barter -- by trading one commodity or service for another. As the value of something rises, there is more incentive to divert whatever supply exists. On the supply side, when consumer demand increases, eventually the government plans to increase supply. As the plan is implemented, new capacity is created which leads to greater supply.  In a planned economy such as the former Soviet Union there was only one source of supply -- the state.  However, there were two modes of distribution - through official channels and through unofficial channels.  




  
           

















 


          




                        





     





Figure 7.   Supply and demand in the old Soviet Union 


Figure 8 shows how attitudes toward law enforcement in Russia diminish public confidence in government institutions. Legislation is passed at various levels of government. The new legislation increases the burden on law enforcement agencies and the courts. The added burden, without commensurate resources means that many laws are not enforced.  As a result, public lack of confidence in government institutions increases.  People then feel more anxious about the future of the society.  Public anxiety, combined with a history of dependence on the state, leads to more legislation and the cycle is repeated.















































                 
                  















Figure 8.  Attitudes toward law enforcement in Russia

When laws are not enforced, people rely more on personal contacts. Reliance on personal contacts reinforces the belief that government decisions are made to benefit personal networks.  This idea increases skepticism about the effectiveness of official institutions and contracts.  Increased skepticism leads to reduced public demand for the laws to be enforced.






































Figure 9.   The effect of economic disorder on democratic institutions in Russia

Figure 9 shows the effect of economic disorder on democratic institutions. As social chaos increases, the desire for a strong leader increases. As the desire for a strong leader increases, authoritarian behavior on the part of political leaders increases. The use of democratic institutions then declines. With the use of democratic institutions declining, people obey the law less thereby increasing domestic economic disorder.  
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Figure 10.  Lack of a shared vision and public dishonesty in Russia

Figure 10 shows how shared vision and personal honesty are related in Russia. The lack of a shared vision for the future of the country leads people to pursue private rather than public interests.  The result is inattention to laws and dishonesty in public life. Public cynicism then increases further, impairing the development of an idealistic vision of the future.































































    




             
                  


Figure 11.  The effects of privatization in Russia

Figure 11 shows the effects of privatization in Russia. As state-owned industries are privatized, the number of private monopolies increases. Monopolies, without government regulation, increase prices. Rising prices produce inflation which increases the popular desire for economic stability. The desire for economic stability leads to a reliance on foreign aid, international institutions, and foreign direct investment. As a result, increased attention is paid to Western economic theories which emphasize privatization.  


Privatization also reduces tax revenue to the government which in turn leads to budget deficits which contribute to inflation which in turn increases capital flight. The budget deficit also reduces government subsidies to the remaining state-owned enterprises. Reduced subsidies increase the number of insolvent enterprises. Having more insolvent enterprises increases unemployment and reduces tax revenue to the government.
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Figure 12.  The effects of Western-style monetary regulation in Russia

Figure 12 shows the effects of Western-style monetary regulation in Russia. Monetary regulations include the decontrol of prices which contributes to inflation. Inflation increases insistence of the World Bank and the International Monetary Fund on monetary stability which reaffirms the need for monetary regulations.  


Monetary regulations lead to government budget cuts which reduce subsidies to state-owned industries.  The declining health of state-owned industries increases the influence of private industrial monopolies which favor the decontrol of prices, thereby contributing to inflation. Budget cuts also reduce military spending which increases the number of insolvent enterprises. As the number of insolvent enterprises increases, unemployment increases, social frustration increases, and public pressure for stabilizing policies increases.







                               





    




Figure 13.  Investment and economic growth in Russia


Figure 13 shows the relationship between investment and economic growth in both the U.S. and Russia.  In the late 1990s the amount of foreign investment in Russia was small. However, capital flight was declining.

4. CONCLUSION

These causal influence diagrams describe the economic situations in the U.S. and Russia in the 1990s. They reveal the transition process and explain why the transition has occurred more slowly in Russia than in other post-communist countries. The U.S. economy is characterized by negative feedback loops, which indicate stability.  See Figures 1 to 6.  The Russian economy was characterized by positive feedback loops, which indicate instability.  See Figures 7-13. Gradually the positive feedback loops will probably be transformed into negative loops such as those in Figures 1 to 6.  In order for this to happen, several changes will be needed. The private monopolies that have resulted from the privatization of state-owned monopolies will need to encounter competition. Democratic institutions and successful regulatory agencies will need to be established and to take root. An increasing number of people skilled in management and entrepreneurship will need to be trained.  All of these changes can be expected to happen in time. Until then, the political, economic, and social situation in Russia will remain unstable.
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