Lesson #5:
Transaction Costs — Life in a Soviet Household
Key Economic Concept:
Transaction Costs


Related concepts:
Incentives
Markets



Opportunity Cost
Secondary Markets



Prices
Creation of wealth

Content Standards and Benchmarks (1, 3, 4, 5, 16 and 17):
Standard 1:  Students will understand that:  Productive resources are limited.  Therefore, people cannot have all the goods and services they want; as a result, they must choose some things and give up others.

Benchmarks:  Students will know that:
· Whenever a choice is made, something is given up.

· The opportunity cost of a choice is the value of the best alternative given up.

· Choices involve trading off the expected value of one opportunity against the expected value of its best alternative.

· The choices people make have both present and future consequences.

· The evaluation of choices and opportunity costs is subjective; such evaluations differ across individuals and societies.

· Choices made by individuals, firms, or government officials often have long-run unintended consequences that can partially or entirely offset the initial effects of their decisions.

Standard 3:  Students will understand that:  Different methods can be used to allocate goods and services.  People, acting individually or collectively through government, must choose which methods to use to allocate different kinds of goods and services.

Benchmarks:  Students will know that:
· There are different ways to distribute goods and services (by prices, command, majority rule, contests, force, first-come-first-served, sharing equally, lottery, personal characteristics, and others), and there are advantages and disadvantages to each.

· There are essential differences between a market economy, in which allocations result from individuals making decisions as buyers and sellers, and a command economy, in which resources are allocated according to central authority.

· Comparing the benefits and costs of different allocation methods in order to choose the method that is most appropriate for some specific problem can result in more effective allocations and a more effective overall allocation system.

Standard 4:  Students will understand that:  People respond predictably to positive and negative incentives.

Benchmarks:    Students will know that:
· 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 5:  Students will understand that:  Voluntary exchange occurs only when all participating parties expect to gain.  This is true for trade among individuals or organizations within a nation, and among individuals or organizations in different nations.

Benchmarks:  Students will know that:
· Exchange is trading goods and services with people for other goods and services or for money.

· The oldest form of exchange is barter — the direct trading of goods and services between people.

· People voluntarily exchange goods and services because they expect to be better off after the exchange.

(Note:  Standards 16 and 17 are written in reference to market economies; however, they can be approached through comparison / contrast to centrally directed economies like that of the Soviet Union.)

Standard 16:  Students will understand that:  There is an economic role for government to play in a market economy whenever the benefits of a government policy outweigh its costs.  Governments often provide for national defense, address environmental concerns, define and protect property rights, and attempt to make markets more competitive.  Most government policies also redistribute income.

Benchmarks:  Students will know that:
· When a price fails to reflect all the benefits of a product, too little of the product is produced and consumed.  When a price fails to reflect all the costs of a product, too much of it is produced and consumed.  Government can use subsidies to help correct for insufficient output; it can use taxes to help correct for excessive output; or it can regulate output directly to correct for over — or under — production or consumption of a product.

· Governments provide an alternative method to markets for supplying goods and services when it appears that the benefits to society of doing so outweigh the costs to society.  Not all individuals will bear the same costs or share the same benefits of those policies.

Standard 17:  Students will understand that:  Costs of government policies sometimes exceed benefits.  This may occur because of incentives facing voters, government officials, and government employees, because of actions by special interest groups that can impose costs on the general public, or because social goals other than economic efficiency are being pursued.

Benchmarks:  Students will know that:
· Citizens, government employees, and elected officials do not always directly bear the costs of their political decisions.  This often leads to policies whose costs outweigh their benefits for society.

· Incentives exist for political leaders to implement policies that disperse costs wisely over large groups of people and benefit relatively small, politically powerful groups of people.

· Price controls are often advocated by special interest groups.  Price controls reduce the quantity of goods and services consumed, thus depriving consumers of some goods and services whose value would exceed their cost.

Lesson Theme:  For the average householder, the consequence of the Soviet Union’s collective choice of a centrally directed economy was the burden of incredibly high transaction costs in the form of time spent searching and queuing for goods and services.  Transaction costs are significant in market economies too, but under the Soviet government system, they became extraordinarily high.

Student Activity:  “Na Levo” — When Acting Within the Law Is Inconvenient 


As students suffer the irritation of long lines and bureaucratic obstinacy at the “Bureau of Production” and the “Bureau of Grades,” before they can even get in the line at the “Bureau of Candy,” they develop an understanding of the willingness of Soviet citizens to engage in transactions na levo — “on the left.”  First-hand experience in high transaction costs and black markets is the focus of this 30-45 minute simulation.

Key Points:
1.
Review:  In market-based economies, property rights are clearly defined and prices are allowed to move freely in response to changing conditions of demand and supply.

· This has two effects that help to determine standards of living for citizens:

· Voluntary exchange (trade, on a small or large scale) is facilitated, and, in fact, encouraged; and

· Wealth is created.

· In market-based economies, search and other non-monetary costs of purchasing most goods and services are relatively small.

· Non-monetary costs, like the time spent searching for a product or waiting in line, are called transaction costs.

· Market-based economies offer incentives to sellers to reduce transaction costs.

2.
In the USSR, government prevented prices from changing in response to changes in demand or supply.

· A hallmark of the economy of the Soviet Union was governed and fixed prices in both the labor and other resource markets, and in retail markets for goods and services.

· In some cases, prices of retail goods remained virtually unchanged for 10 to 15 years at a time.

· The official price of many goods and services became almost meaningless for purposes of allocating and rationing goods.

· Consequently:

· non-monetary costs rose and were more important than monetary costs;

· the opportunity cost of exchange rose; it was harder to trade and therefore

· fewer exchanges took place; and

· cooperation became less likely and less effective.

3.
The full price of consumer goods in the USSR consisted of a low, nominal ruble price plus a high time price for searching and queuing for each good.

· Knowing where and when goods would arrive became a critical problem to citizens.

· The average citizen spent many hours outside of work each week queuing in the state stores and farmers’ markets to provide for her family.

· Waiting lists for items like cars, telephones, and apartments added greatly to the cost of money prices charged.

· In legal markets, it was not uncommon to wait 15 to 20 years for an apartment, 5 years for a plumber, or 10 years to purchase an automobile.

· In illegal, or “gray” markets, the price of a used car was greater than the legal market price for a new one because the price was bid up by those not willing to wait for a new one.

· Many times two and three generations of family had to live together in very small apartments, and divorced couples might live together for years until one found a place to move to.

· It was common in the Soviet Union to see nearly everyone on the street carrying mesh shopping bags.

· When a delivery truck pulled up to the curb outside a work place with sausage, cheese, or lemons, workers would grab their bags and stand in line to purchase for family and friends.

· So great was the uncertainty of obtaining goods that when people saw things for sale, they would purchase for friends — who would return the favor when the opportunity arose.

· Stories abound of people getting in line and then asking what the line was for.

· In efficient economies, costs paid by consumers generally become benefits of producers; queuing transaction costs in the Soviet Union created benefits for no one.

4.
Householders were also aware that transaction costs were not equally burdensome to all members of Soviet society.

· From the perspective of the average consumer, it was clear that the perquisites of position or who you knew, not money, determined access to goods in short supply.

· The nomenklatura, the communist party members who were approved to hold top management positions in the party and government, did not have to place their names on waiting lists for apartments, vacations, and desired goods.

· Their wages consisted partly of special coupons to be used in special stores that were closed to the public and guarded by special police.

· The elite shops carried fresh fruits and vegetables, roasts, chickens, and Armenian cognac and other goods that never appeared in state stores.

5.
Awareness of extremely high transaction costs and of the fact that administrators had the ability to influence the allocation of quality consumer goods helps us to understand two phenomena of planned economies which, with less thought, we might blame on character deficiencies of Soviet citizens:  the pervasiveness of both bribery and secondary, or black, markets.

· When housing, automobiles, vacations, nursery schools, and quality consumer goods are allocated by administrators, it made sense for households to devote many resources to influencing the allocator and trying to gain access to benefits.

· From the consumers’ point of view, it was far more efficient and less costly to pay money to a regulator to gain access to goods and services than to pay the huge costs of time searching and standing in line.

· From the point of view of analysis, it is more instructive to regard this as a question of opportunity cost, than as an issue of character.

· When official regulations governing the allocator’s behavior provided loopholes allowing considerable discretion, it made sense for administrators to use their control rights to improve their own well-being.

· It should, therefore, not be surprising that gifts, favors, or outright bribery were often necessary to obtain access to goods, services, and resources.

· Purchasing goods, services, and resources often entailed two payments:

· a low, nominal price paid into the official accounts, and

· a higher payment to the allocator.

· The second result of the long wait for goods, services, and resources, was the development of very effective secondary, or black, markets where business was done “na levo” — on the left; that is, through privately arranged, illegal exchanges.

· The reality was that in many spheres of Soviet life, there was no legal way that a household could meet its needs. For example:

· There were no private repair shops for a damaged auto transmission or a burned out oven.

· The wait for state repair services might be up to two years.

· Satisfying needs and wants “na levo” was often the only realistic alternative.

· A friend of a friend could fix it and provide the necessary parts, obtained “somehow” from state channels.

· To have a concrete floor poured was to go out to a zone of new construction and hitch-hike on a concrete truck and negotiate an informal delivery “na levo.”

· Drivers of private automobiles rarely went to gasoline stations to buy rationed fuel; instead they would drive to the edge of town where official vehicles and even military fuel trucks would sell fuel “na levo” by the side of the road.

6.
By the 1980s, the informal, private economy had become an essential part of the Soviet system.

· Practices “on the left” included everything from routine bribery, theft from the state sector, black marketeering, and underground manufacturing to large-scale organized crime.

· Householders had little choice but to participate in this informal economy if they were to satisfy their most routine needs and wants.

· Government policies increased the attractiveness of the informal alternative and reinforced the incentives to shun legally sanctioned institutions and practices.

· In the late 1980s, the Gorbachev government expanded purchasing power by giving firms greater freedom to bid up wages, but productive output remained stagnant — citizens had more money but no more goods were available for them to purchase.

· In a market-based system, this policy would have caused prices to rise, generally, but the Soviet government held prices constant.

· The bigger the gap between government regulated prices and the true (market) value of products, the greater the benefit to the allocator of shifting goods out of the official economy and into the black market.

· Gradually, goods disappeared from the shelves and official production began to fall as goods — and resources — moved into the black market.

· Wage levels were also officially regulated and were well below the value of workers to a firm.

· In order to keep workers, managers found ways of paying workers in-kind, with various goods.

· The custom of taking goods home from the factory soon turned to routine, outright theft.

Conclusion:  On the eve of the collapse of the Soviet Union, it was apparent that the persistence of incredibly high transaction costs had taken its toll.  The planned economy was characterized by increasingly poor performance, the accountability of every level of economic organization appeared to be compromised, and the resulting incentives had generated extraordinary levels of non-compliance and corruption.
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