What the Mafia’s Good For:
In Russia’s precarious economic state, 
these proto-capitalists are sometimes the only answer*
by Edward M. Luttwak
It is now conventional wisdom that “mafia” extortion and official corruption of every sort are inflicting much damage on the Russian economy.  In one widely cited estimate, crooked officials and plain gangsters are said to have sent some $100 billion into foreign bank accounts since 1990, thus depriving the Russian economy of more hard currency than the sum total of post-1990 Western aid.  The unappealing beneficiaries of the new economic order range from violent thugs with platinum-blond molls and BMWs to sleek ex-Communists in Armani suits with Vienna bank accounts, Manhattan apartments and good friends in the Kremlin.  

Far more numerous are the less obviously criminal and much less glamorous “biznessmen” –thousands of them--who traffic in state-owned raw materials; who help thieving state managers transfer public property to personal ownership who collaborate with foreign adventurers to smuggle consumer goods in and weapons out; or who simply buy and sell without bothering to pay taxes.
The intense popular resentment of both gangsters and tycoons certainly threatens Russia’s economic liberalization very directly. At the next opportunity, a majority—not just a substantial minority as in the recent parliamentary elections—may decide to vote for go-slow Communists or even hard-line Stalinists.  But while the political threat is real enough, the conventional wisdom that the mafia is bad for Russia is, in purely economic terms, all wrong.

To begin with, it overlooks the natural evolution of the capitalist animal.   The fat cows that populate advanced economies-stable, highly capitalized firms that offer good employment, pay their taxes, invest in new plants, develop technologies and contribute to charities and culture-were not born as such.  They started out as lean and hungry wolves that accumulated capital by seizing profitable market opportunities-often by killing off competitors in ways that today’s antitrust regulators would not tolerate-and my cutting costs in every way possible-not excluding all the tax avoidance they could get away with. 

Yet there are times when conditions are too harsh even for the wolves of commerce.  When countries and their economies under-go truly drastic transformations, as Germany, Italy and Japan did because of the destruction of World War II--and as Russia is now doing—only the most ruthless hyenas can survive and prosper. 
The years after 1945 saw the emergence of many of the dynamic industrial firms that now fill the landscape of Emilia-Romagna in Italy, most Japanese real-estate fortunes that long ago diversified into industry and finance and not a few of the businesses that propelled West Germany’s rise to prosperity.  Black-marketeering, predatory buying, sub-standard manufacture, and efficient stealing (but the polite expression was to “organize”) enabled these hyena-entrepreneurs to accumulate the capital that enabled them to become honest wolves, and eventually productive cows.    

Had the respective police forces been effective enough to round up all the hyenas and lock them up, the economic recovery of West Germany, Italy and Japan would have been much slower, and many of the successful entrepreneurs of the 1950s and 1960s would never have been able to get their start.  

All this is true of the Russian economy—only more so, because in Russia simple theft can be relatively productive.  It is often forgotten that the still-intact Soviet Union produced more electricity per capita than Italy (5,986 kilowatts vs. 3,650); more steel per capita than the United States (557 kilos per person vs. 382); more mineral fertilizer than Japan (119 kilos vs. 12); and respectable 70 kilos of meat per capita (as compared to 32 for Japan, 63 for Italy, 96 for West Germany and 120 for the United States.)  Yet, at the same time, the Soviet standard of living was almost incomparably lower than those of France, Italy, Japan, West Germany or the United States.  

WHY? The huge cost of Soviet military ambitions was one partial explanation.  But the larger answer is that by 1989 the Soviet economic system was no longer just inefficient.  In many ways, it was positively destructive.  Perfectly good Uzbek cotton that had real value—it could be sold on the world market—was made into shirts so poorly cut and so ugly that not even Soviet consumers would buy them.  Hence all the spinning, weaving, dyeing, cutting and sewing removed value from the raw material, turning virgin cotton into the equivalent of scrap rag for papermaking. 

The same was true of Soviet leather, wool, wood, plastics and of all sorts of other inputs that went into Soviet light industry.  Likewise, the steel and cement not reserved for military use that ended up in Soviet building projects was, in effect lost for several years because the pace of construction was so extraordinarily slow (five to seven years even for standard housing).  And quite a lot was lost forever, as unsheltered cement bags solidified and steel rods rusted away. 

In such a counterproductive economy, stealing can be highly productive.  Theft certainly increased the overall standard of living of the Soviet Union.  Cotton and other light-industry raw materials diverted from official channels could be made into useful products by domestic or illegal craft workers.  Construction materials stolen from the interminable official projects provided the means to build many houses and dachas with illegal or do-it-yourself labor.  Gasoline removed from stat trucks that often drove about uselessly, could provide much-needed fuel for private car owners.  And the stolen fertilizer and farm tools used to cultivate private plots produced much of the Soviet Union’s food supply. 

Inevitably, thieves and consumers could only be brought together by a functioning illegal market.  The market, in turn, could only be operated by criminals who were sufficiently organized to do the job, i.e. the mafia.  Because bureaucrats and policemen had to be paid off at every stage of acquisition, transportation and distribution, it followed that the mafia had to collect “protection,” i.e., its own unofficial taxes.  This was crypto-capitalist system that emerged in view fully ready to function in sector after sector, in place after place, a liberalization progressed after 1990.  Many, if not most of the Russians, who bitterly complain about the mafia today had greatly relied on its indispensable services during Soviet times.  
This not to say that the pervasive criminalization of the Russian economy does not impose real costs.  It does.   The purchasing power of an impoverished population is further reduced, because “protection” fees increase prices.  Efficient private-enterprise firms suffer from the unfair competition of less efficient rivals backed by corrupt officials.  And, as anywhere else, tax evasion must ultimately be offset by inflationary money-printing or higher taxes inimical to growth.  

But in one crucial respect, organized crime remains a very beneficial force: It is the only counterweight to the great number of firms backed by corrupt officials that now engage in ruthless monopolistic practices.  

At the local level, ex-Soviet officials who now own shops, restaurants, hotels, and work-shops do not hesitate to use their old party connections to drive competitors out of business—by arranging the imposition of huge taxes and fines, by hygiene inspections followed by shutdown orders and by the arbitrary possibilities of obtaining redress from the overburdened Russian courts, which have barely started to deal with commercial and fiscal matters.  Only the local criminal mafia may be able and willing to resist the ex-party mafia (if the two are not one and the same) and at a price, of course. 

On a larger scale, genuinely private industrial firms—using joint ventures with foreign partners—are now often confronted by the extortionate pricing of officially backed suppliers, especially for natural gas. Oil, coal and electricity.  Liberalization has created many natural monopolies, but there is still no functioning anti-monopoly system, nor any mechanism to regulate utility prices.  Again, the only possible counter-weight is organized crime.   

Even the outflow of capital for which the mafia is blamed (though legitimate business is just as guilty) is now being reversed.  The U.N.’s Economic Commission for Europe has just released its statistics for foreign direct investment in the Russia Federation.  The grand total, at $3.3 billion, amounts to very little, of course, and is the best evidence for the nationalists’ claim that the world is indifferent to Russia’s economic plight.  Most revealing, however, is the country-by-country breakdown of flight capital.  
By far the biggest single source of direct investment in Russia is Switzerland with more than $1 billion.  The United States, for all the talk of big oil company investments, accounts for only $750 million in foreign investment.  Third on the list is Singaporean businessmen courageously betting on Russian economic recovery—until one recalls that banks in Switzerland and Singapore are the favorite destinations of Russia’s mafia and other flight capital.

One day, Russia will acquire a functioning system of commercial law, administrative and fiscal courts that can actually protect citizens from the demands of arbitrary, corrupt government officials, and can even impose anti-monopoly safeguards.  Only then will it be safe to unleash the police against the mafia, to stop the social and political damage it is certainly inflicting.  In the meantime, organized crime is the only force interposed between the new economic boyars and the defenseless consumers and entrepreneurs of Russia.
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