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Among the numerous problems caused by the current global financial cri-
sis, one can single out attacks on the economy by zombie-firms on a global
scale. Several recent publications have been devoted to this new sphere
of economics, known as “zombie-nomics.” Zombification of the economy
creates additional threats for postcommunist states, which for the most
part still lag behind Western market economic models. The author’s goal
is to set out the main reasons why postcommunist countries might suffer
more than developed countries from the consequences of zombification of
their economies. The author suggests some measures that are essential for
the first group of countries, especially during the postcrisis period.

Among the many problems caused by the current global financial crisis,’
the worldwide attack of zombie firms on the economy stands out.> Publi-
cations have come out about a new field of economics: zombie-nomics.?
The zombification of the economy is creating additional threats for post-
communist countries, which are, in most cases, still far from Western
models of market management.
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The purpose of this article is to reveal the basic reasons why zom-
bification of the economy may lead to more serious consequences in
postcommunist countries than in developed countries. Some measures
that the former group of countries need to carry out, especially in the
postcrisis period, are suggested in this regard.

We will begin our examination of this problem with a brief description,
on the one hand, of the phenomenon of a zombie economy and, on the
other, of the basic characteristics of a postcommunist economy.

What can we learn from the Japanese experience?

The phenomenon of a zombie economy is associated primarily with
Japan, where it originated in the 1990s.* The basis of a zombie economy
is made up of insolvent, practically bankrupt firms that continue to exist
in spite of this, which is why they are called zombies.?

The main financial source for the operation of zombie firms is the
lending system.® In particular, so-called zombie banks give these firms
loans on favorable terms (e.g., at a reduced interest rate, below the mar-
ket average).” Such clearly unjustified loans lead to obvious losses for
these banks.?

How do zombie banks manage to stay afloat? They are generally
backed by the government,” which gives guarantees and insures deposits.
This means that zombie banks ultimately exist at the taxpayers’ expense. '
Such a financial structure encourages the conversion of healthy firms
into zombies."'

As a result of the interrelations of zombie firms, zombie banks, and
the government, a zombie economy is established, which puts a heavy
burden on the healthy part of the economy. In particular, the existence of
zombie firms supported by loans from zombie banks on favorable terms
limits the possibility of healthy new firms entering the market.'? Such
firms have to take out loans at higher interest rates.'* Moreover, because
they can borrow money on favorable terms, it is easier for zombie firms
to lower prices'* and raise their employees’” wages."> And in the end, in-
hibiting the entry of healthy, that is, more efficient, firms into the market
diminishes the efficiency of the whole economy.!®

A zombie economy takes root in a financial crisis.'” As we know,
under conditions of stagnation, production and trade fail to grow for a
relatively long time, which is accompanied by increased unemployment
and reductions in wages and the population’s standard of living. People
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generally demand that the government get the economy out of this state;
the government tries to keep the country’s banking and whole economic
system afloat through government funding.

After the financial crisis ends, the unviable part of the economy tries
to preserve the government support it enjoyed under the stagnation
conditions. Thus, a zombie economy may be considered the legacy of
a financial crisis.

It should be emphasized that the phenomenon of a zombie economy
characterizes not only developed market economies, such as Japan,'® but
also developing countries."

The roots and essence of a necroeconomy

The experience of many postcommunist countries shows that lifeless
firms function quite successfully in them, regardless of financial crises.
The explanation for this has to be sought in one of the main features of
acommand economy, which is associated with the quality of its material
and technical resources.

The denial of competition in a command economy destroyed the sole
effective stimulus for economic development, as a result of which its
products were generally of low quality, and their prices were kept artifi-
cially low through subsidies from the state budget. In the Soviet Union,
the main source of revenue for the state budget was proceeds from the
sale of alcoholic beverages, and exporting raw materials (primarily oil)
was almost the only reliable way of obtaining foreign currency.

After the collapse of the command economy, with rare exceptions
(in particular, some facilities for generating hydroelectric power, oil
and gas production, and primary processing of raw materials), all of the
goods produced in the postcommunist countries were incompatible with
international standards and could not compete due to low quality and/or
high price. There is no market for such goods, and no such market can
exist in principle. An economy of this type can be called dead, that is, a
necroeconomy,” and the theory that studies it can be called necroeco-
nomic theory, or necroeconomics.?! The concept of a “virtual economy”***
is closest to that of a necroeconomy.

The part of an economy that remains viable we arbitrarily call a vital
economy, or vitaeconomy, and the theory that studies it can be called
vitaeconomic theory, or vitaeconomics, which is no different in content
from economic theory (economics) as it is generally understood.
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What do a necroeconomy and vitaeconomy have in common, and
how do they differ?

In a necroeconomy, as in a vitaeconomy, goods can be produced,
that is, there can be supply. But in contrast to a vitacconomy, there is no
demand in it (because of low quality and/or high price). Consequently,
a necroeconomy precludes any rational act of purchase or sale as well
as the existence of an equilibrium price.

Common sense tells us that the dead segment of an economy should
not have any effect on the living part of it. According to economic
theory, what should happen in market conditions is that noncompetitive
production disappears and does not cause problems for the rest of the
economy. This explains why economic theory has been limited to study-
ing the market economy, in which the existence of necrofirms is denied.
In reality, everything is much more complex.

In particular, in countries that are in the process of postcommunist
transformation, as well as in countries with postcommunist capitalist
systems, a necroeconomy has been established on the basis of the mate-
rial and technical resources of the command economy.

A postcommunist economy consists of the following necroeconomic
and vitaeconomic groups:

1. The necroeconomy in the public sector;

2. The vitaeconomy in the public sector;

3. The privatized necroeconomy;

4. The privatized vitaeconomy;

5. The vitaeconomy created by means of new private investments.

The first group generally includes large and medium-size manufactur-
ing facilities that are considered strategic based on the purpose of the
goods they produce, although because they are not competitive these
firms are dead in market conditions.

The vitaeconomy in the public sector is predominantly based on energy
(primarily firms that generate and transmit electric power, and produce
and supply oil and gas), transportation, and communications. If they
have been privatized, they move into the fourth group: the privatized
vitaeconomy. The second group may also include some medium-size
and small industrial facilities (until they are privatized).

The third group includes firms from the first group after they have
been privatized. By itself, a change in the form of ownership does not
mean that these firms have been revived: the state of being deceased
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does not change depending on whether a firm is publicly or privately
owned. Ignoring this fact is the main reason that privatization has been
discredited, when, especially in its initial stage, it has been expected to
revive such firms, apart from any investment, regardless of what condi-
tion they are in.

The fifth group encompasses the healthiest part of the postcommunist
economy, which is newly created via private investments on market
principles.

Sisters, but not by blood!

Atfirst glance, it may seem that “necroeconomy’ and “zombie economy”
are two different terms for the same phenomenon: a dead economy that
continues to function in spite of its condition. Actually, the only thing they
have in common is that both are characterized by the presence of a dead
economy. The differences between them are much more significant.

First, they appear in qualitatively different economic systems: a necro-
economy, in the depths of a command economy; and a zombie economy,
in the depths of a market economy. So the former is almost unrelated to
a financial crisis, while the latter is a direct product of it.

Moreover, as we already indicated above, zombie banks play a special
role in the existence of zombie firms, while businesses in a necroeconomy
try to operate via mechanisms that provide support for them from the
state budget in the form of subsidies or tax exemptions.

Another difference between a necroeconomy and a zombie economy,
we should point out, is the sectors in which they are most often found.
For instance, a necroeconomy is primarily made up of large and medium-
size manufacturing facilities, while, as Japanese experience has shown,*
there are almost no zombie firms in this sector. At the same time, the
larger a manufacturing firm is in postcommunist countries, the greater
the likelihood that it is part of the necroeconomy, while in Japan none
of the largest firms are zombie firms because they have greater financial
opportunities. Zombie firms are most often encountered among relatively
large small firms.*

It is worth noting that, while in ordinary times the International Mon-
etary Fund (IMF) insists that subsidies from the state budget be terminated
in postcommunist countries and any tax exemptions be eliminated, in
financial crises a lobbying system starts to operate, the purpose of which
is to make sure that these institutions receive financial support from
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national governments in carrying out their easy lending programs.?

Thus, we can conclude that a necroeconomy and a zombie economy
are two related, but still significantly different phenomena. In other words,
they are sisters, but not by blood!

Unfortunately, the differences between these phenomena are far from
always taken into account, and sometimes the problems of dead firms in
postcommunist countries (most often on the example of China or Rus-
sia) are studied in the context not of a necroeconomy, but of a zombie
economy.?

Why do necroeconomies and zombie economies remain
alive, and how can they be eliminated?

The answer to the question of how a necroeconomy or a zombie economy
can exist relatively stably can be found by turning to the evolutionary
theory of economic change.”” The main tool of this theory is the concept
of “routines,” meaning established rules and patterns of firms’ behavior
that regulate their reproduction.

It is a routine established over the course of many decades in the
depths of a command economy that compels dead firms in postcommu-
nist countries to operate in a command economy regime that no longer
exists. As a result, in the absence of special government support, their
warehouses are full of uncompetitive products, and because it is funda-
mentally impossible to sell them, nonpayments of wages and practically
hopeless debts to the state budget, social funds, the energy sector, and
other firms accumulate. This creates a tangled network of firms’ debts
to each other.?®

According to traditions established in the command economy, when
an enterprise accumulated debts (even if deliberately), its director raised
the question with government agencies at higher levels (decision-making
organizations of the Communist Party, Gosplan, the Ministry of Finance)
about writing them off, and usually achieved his goal. With a practically
unlimited (or rather, guaranteed) possibility of writing off debts, the
director of an enterprise did not see any danger in accumulating them.
This mechanism of writing off debts is a fixed regime that, unfortunately,
is periodically manifested in different versions of a “tax amnesty” in
countries with postcommunist capitalist systems.?

As for the routines of a zombie economy, they are established during
financial crises, when interrelations between the government and banks
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are adjusted to support unprofitable firms in order to avoid a more seri-
ous recession and increased unemployment. If stagnation is relatively
prolonged, these interrelations develop into rules and patterns of firms’
behavior that regulate the reproduction of this behavior, that is, into an
appropriate routine. It is important to note here that prolonged stagnation
is a necessary condition for a specific routine to take shape.

After the financial crisis ends, this routine allows the zombie economy
to exist, since all governments, at the very least, want to avoid an in-
crease in unemployment, which will obviously happen if zombie firms
are closed, because healthy firms cannot immediately respond to the
shutdown of zombie firms and promptly create new jobs.*

There is no doubt that a necroeconomy or a zombie economy nega-
tively affects the development of their respective countries. Consequently,
we need to find and implement a mechanism for eliminating them.

The key to solving the problem of a necroeconomy lies in the evolu-
tionary theory of economic change that was mentioned above.

The government must pay special attention to the fifth group of firms
in the postcommunist economy: the private sector created exclusively
through private investments. The government should help strengthen
and expand it and try to create a stable political and macroeconomic
environment in which new firms will appear with the help of private
investments. It must be taken into account that the routine that is estab-
lished in this group of firms is of a market nature and, thus, presents no
necroeconomic danger for society.

The main priority of a postcommunist government’s economic policy
should be to narrow the range of the first and third groups by expanding
the fifth group throughout the economy. In particular, firms of the fifth
group are created on the principles of a vitaeconomy, and, if such a firm
ceases to be competitive, the appropriate routine of this group should
provide for its relatively painless departure from the arena.

As for the second and fourth groups, regardless of whether a specific
firm still belongs to the state or has already been privatized, it urgently
needs to attract new investments by selling an appropriate share of its
equity, or at least transferring the right of management to a strategic in-
vestor for a long-term period. Otherwise, it becomes considerably more
likely that a vitaeconomy from the second and fourth groups will develop
into a necroeconomy of the first and third groups, respectively.

As we pointed out above, privatization does not automatically lead to
the destruction of a necroeconomy. Consequently, the government has
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only one way to ensure the operation of firms from the first group that
serve a strategic purpose: an open tender (possibly international) to find
a strategic investor to which a specific dead facility will be transferred
to start up new production within its walls.

The third group, the privatized necroeconomy, has absolutely no
prospects. The overwhelming part of its material and technical resources
can only be called scrap metal.

It is theoretically clear that an effective mechanism for the destruction of
anecroeconomy directly involves bankruptcy laws. The experience of many
postcommunist countries shows that, although they have bankruptcy laws on
the books, these laws are, unfortunately, stillborn,’' that is, they are necrolaws,
because the actual bankruptcy of a firm is generally not legally executed. In
these countries, all kinds of obstacles to the execution of bankruptcy laws
are widespread, which is largely explained by the fact that they do not fit in
the existing institutional environment in a particular country.

What is happening with the bankruptcy law, for example, in Georgia,
which is considerably burdened by a necroeconomy,* clearly confirms
that many new institutions in postcommunist countries are created by
the direct, conscious imitation of Western models.?

Bankruptcy laws are also an effective tool for combating zombie firms
and zombie banks. Unfortunately, it must be said that things are no better
in this regard in developed countries than they are in postcommunist ones.
In particular, a clear trend is observed toward making it more complicated
to legally execute an actual state of bankruptcy.**

Followers of the routines of a necroeconomy or zombie
economy

A routine that reproduces a necroeconomy is determined by the behavior
of a person who is in the process of transition from the homo soveticus
type that was established under the conditions of a command economy
(i.e., a person repressed by the state and completely dependent on it)*
to the homo economicus type (i.e., a person typical of a market system,
whose motivations are to achieve maximum utility in a household and
obtain maximum profit in a firm), taking into account all of the changes
to which this category has been subjected in the post-Smithian era.*
According to L. Abalkin, “On the whole, the Russian school of
economics is characterized by recognition of the primacy of a general,
national-economic approach to an individual’s actions and motivation,



AUGUST 2010 43

and the creation of sociopolitical and spiritual/moral principles for the
development of initiative and business ethics.” It is not surprising that
“rejection of the concept of ‘economic man’ and of attempts to analyze
him in isolation from society, from the environment in which he lives, can
be considered a distinguishing characteristic of the Russian worldview.”
If to this it is added that, “With his teaching, V.I. Lenin . . . reproduced the
traditions of Russian economic thought,”¥’ then, based on this statement
of the question, one must admit that homo soveticus was conceived in
the depths of the Russian worldview. The conventionality of this asser-
tion is indicated by the thought, which can be clearly proved, that the
idea of Russian society as exclusively collectivist, joint, and communal
is no more than a myth.*

We classify the type of person who is undergoing the process of
postcommunist transformation, in other words, the main hero of post-
communist capitalism, as homo transformaticus, that is, someone who
has not been able to fully free himself from fear of the government and
from the habits of existing at its expense, though at the same time he is
gradually beginning to act based on his own private interests in achieving
maximum utility and profit.*

Following Yurii Levada’s concept of homo adapticus,* we can state
that homo transformaticus is someone who is gradually adapting to the
inherent rules of a market economy and by doing so, himself participates
in their creation and development.

In business, homo transformaticus acquires a special form, and his
roots go back to the command economy.

Even in command economy conditions, market relations were not 100
percent eliminated. However, they were so suppressed by the govern-
ment that they existed only in the shadow sector.*' No director (with rare
exceptions) could manage an enterprise without breaking laws estab-
lished by the existing regime. In individual cases, elements of a market
economy were used. This activity was related to the shadow sector, and
the enterprise managers who engaged in it were called “shadowmen”
[teneviki].** In spite of this, in a command economy they did not and
could not become market businessmen, for their behavior was shaped by
the political pressure of the communist regime. It was for good reason
that the directors of enterprises who used elements of market behavior
were not called “businessmen,”* but “del tsy” [dealers].

After the collapse of the command economy, in most cases the “post-
del’tsy” [former dealers] were able to keep their positions as directors
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in the public sector,* and when it was privatized they made use of labor
collective rights and became owners of their respective firms.* Regardless
of whether or not they hired managers, the management of these firms
was based on a dealer’s way of thinking, especially at the beginning of
the privatization period.*

Just as homo transformaticus is not yet homo economicus, the former
dealers could not turn themselves into businessmen. In a business envi-
ronment, homo transformaticus acquires the title of “former dealer.”*’

It is these former dealers who stand behind the necroeconomy in both
the public and private sectors; they are the initiators of behavior that fits
the routine of the command economy. Using their old connections, they
work their way into government organizations (in both the legislative and
executive branches) and try to use their influence politically to justify
and prolong the existence of the necroeconomy.*®

The key to understanding the routine of a zombie economy is provided
by James Buchanan’s public-choice theory, according to which policy is
interpreted as a special kind of market.* In financial crises, an economic
policy is worked out that, on the one hand, proclaims that the govern-
ment’s highest goal is to intervene in the economy so as to bring it out
of the crisis situation and, on the other hand, favors the private interests
of economic agents who are on the verge of bankruptcy because of the
crisis.

As we pointed out above, the routine of a zombie economy is the
product of a market economy that is going through a financial crisis.
Consequently, a follower of this routine is not simply homo economicus,
but a mutant of the species that has been created in the process of ad-
aptation to the conditions of a market economy’s operation deformed
by a financial crisis. In our opinion, such a mutant is most accurately
characterized by the term zombie economicus.*

In contrast to the zombie economicus type of person that has already
been taken shape, homo transformaticus is in the process of adaptation to
a market economy, that is, he has not yet been fully formed. This raises
the question of how likely it is that zombie economicus will be created
from homo transformaticus in the current crisis conditions.

Is there a threat of zombification of the necroeconomy?

In the current global financial crisis, many countries are resorting to
special government programs to help private financial institutions and,
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at times, firms in the real sector,”’ which threatens to establish the routine
of a zombie economy. This threat may become quite real, if the crisis is so
prolonged that the routine of a zombie economy has time to take shape.

Several years ago, the existence of a zombie economy in the United
States was categorically denied,” but recently, because of the financial
crisis, more and more talk is heard about the danger of zombie firms ap-
pearing.> Nevertheless, even now this problem is often ignored.>* At the
same time, the government’s program of financial support can be fairly
classified as a zombie program, and the U.S. Department of the Treasury
is assuming the status of mother of a zombie economy.> It is necessary
to emphasize that the first signs of movement in the direction of zombi-
fication of the banking sector appeared in the United States long before
the beginning of the current financial crisis, when government subsidies
stimulated the insurance of banks’ mortgage loans for low-income bor-
rowers who did not meet the generally accepted bank requirements.>® It
is important to take into account here that psychological factors lie at
the foundation of this crisis: Americans’ habit of going into debt without
being sure that they will be able to repay it.”’

The danger of creating a zombie economy has also become real for
Canada’® and some countries of the European Union.*

In countries with postcommunist capitalist systems, the financial crisis
is also fostering the development of government programs that are based
on financial support for distressed banks and firms.® Plans have been put
into action to create special government institutions (banks) to carry out
long-term lending and investment on favorable terms.*'

Even though economic theory and international experience proved
long ago the pernicious nature of government lending on favorable
terms, both developed and postcommunist countries again and again
resort to this tool to counteract a financial crisis. And in the final analysis
this helps to create the routine of a zombie economy.

The current financial crisis has made the principle of “privatization of
profits and nationalization of losses”® especially timely.

While a real threat of zombification of the economy hangs over de-
veloped countries in crisis conditions, this threat weighs even heavier
on countries with postcommunist capitalist systems because of the
necroeconomy. It was clear that if a crisis came many Russian (and not
only Russian) companies would not be able to pay off their debts without
government assistance.*

If we remember the nature of the material and technical resources of
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the necroeconomy, which is concentrated precisely in industry, it is not
at all surprising that during a financial crisis the necroeconomy makes its
presence known in a drop in industrial production.®® And former dealers
continue to act as they are accustomed to, giving bribes to government
officials in order to receive relatively cheap financial support.®

When crisis conditions are absent, the problem of the necroeconomy
is felt less acutely in large countries than in relatively small ones. In
large-scale economies, necrofirms that receive support from the govern-
ment have the possibility of competing with each other,*” which creates
the illusion that there is no necroeconomy. In small countries, many
necrofirms simply have no domestic equivalent.®®

This difference between big and small countries also affects govern-
ment policy for supporting the necroeconomy. In particular, the illusion
that there is no necroeconomy due to domestic competition significantly
impedes the process of eliminating it in large countries. The lack of
equivalents of particular necrofirms makes competition within a country
impossible, as a result of which small countries have more motivation to
get rid of the necroeconomy, although it is not always properly used.®

In a financial crisis, the governments of postcommunist countries have
fewer and fewer opportunities to preserve the illusion that there is no
necroeconomy, and so it is not surprising that they have a catastrophic
drop in industrial production.

Since financial crises also create fertile soil for establishing the
routine of a zombie economy, that is, zombification of the economy, in
countries with postcommunist capitalist systems, zombification of the
necroeconomy also occurs. While Japanese experience shows that the
zombie economy did not affect manufacturing, that is precisely where the
necroeconomy is concentrated. Thus, we are talking about zombification
of a sector that is already dead.

The first symptoms of zombification of the necroeconomy appeared
in Russia at the time of the August crisis in 1998, which led some ob-
servers to conclude that the phenomenon of a postcommunist zombie
economy was occurring.” The current crisis in Russia under the impact
of both internal and external factors may be far more prolonged, and so
its consequences may be far more serious.

Above all, as a result of this process, instead of the formation of homo
economicus from homo transformaticus, we will get zombie economicus,
which will make the economic future of postcommunist countries even
more dubious.
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In place of a conclusion, or what should be done in order
to remain an optimist?

Dead enterprises inherited from the command economy turned out to
be relatively alive, as a result of which the market economy of many
postcommunist countries is heavily burdened by a necroeconomy. It is
the necroeconomic foundation that determines the specific nature of
postcommunist capitalism. A follower of the necroeconomy’s routine is
homo transformaticus, a person who is transforming the economy and
the whole of society in the direction of capitalist values, and in so doing,
is himself being transformed in the same direction.

The phenomenon of a dead part of the economy is no stranger to
some developed countries: financial crises fostered the establishment of
a routine that provides ongoing government support, through the bank-
ing system, to firms that are actually bankrupt. This creates a network of
zombie banks and zombie firms, which constitutes a zombie economy.

In contrast to a follower of a necroeconomy, whose routine is still in
the process of formation, a follower of a zombie economy’s routine is
no longer a person, but a zombie: zombie economicus.

In the current financial crisis, the threat of zombification of the
economy is growing dramatically even in developed countries that had
managed to avoid it until recently.

Zombification of the economy presents an even greater danger for
postcommunist countries, because in this case zombification of the necro-
economy also occurs, which will make their recovery in the postcrisis
period considerably more difficult.

The only effective mechanism for eliminating either a necroeconomy
or a zombie economy is the use of bankruptcy laws, which requires ap-
propriate political will on the part of the governing elite. We can hardly
expect that this elite in any country of the world will summon the will
to make use of the bankruptcy mechanism during the financial crisis, but
it is very important to put it into action without delay in the postcrisis
period. The country whose leaders have the political will to eliminate the
zombie economy and the necroeconomy will receive a powerful impetus
for economic recovery.
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