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INTRODUCTION

Despite widespread agreement on the need for market-based reforms of the
Russian economy, there remains extensive debate concerning the pace and process
of reform.! The stakes involved in choosing the best reform path are immense, with
the lives and liberties of nearly 150 million Russian citizens surely to be affected in
some, perhaps large, measure. The additional consideration of the stability of &
military superpower makes the Russian reform effort a worldwide concern. The
humility requisite for entering the debate on Russian reforms brings to mind the
words of Alexander Pope, “In tasks so bold, can little men engage...?

Given that the task of Russian economic reform has fallen to men and women,
sound economic advice to the decision makers becomes a high priority. A common
perception, however, is that economies has little to offer when it comes to reform
proposals. Western economic theory, which has found much success in analyzing
the properties of various equilibrium states, admittedly has very little to say about
the paths between equilibria. Furthermore, economic theory is more developed with
respect to efficiency concerns than distributional issues. To the extent that success-
ful reform depends on distributional effects, economic analysis may be less useful
than political or ethical analysis. Even many economists question the ability of their
discipline to add constructively to the reform debate. One leading expert on the
Soviet economy sounds this theme: ‘

Economists, Eastern and Western, excel in analyses and criticism of
existing centrally planned economic systems, and in extolling the
virtues of a decentralized system relying heavily on markets. But
they are almost no help in devising a strategy for the transition from
the old to the new system. [Hewett, 1989, 18]

The contention of this paper is that economic analysis is vital to the formation of
successful Russian market reform and that to date it has been misemployed regu-
larly.* Basic economic principles, combined with an understanding of the pre-
reform conditions of the Russian economy, can be particularly helpful in informing
the debate over Russian economic reform.
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Reform proposals of all types have run counter to some basic economic prin-
ciples. This paper will later examine how issues ranging from inflation to monopoli-
zation in the former Soviet Union are still occasionally misdiagnosed, leading to sub-
optimal prescriptions for reform. A preliminary issue that must be addressed,
however, is how this state of affairs has arisen. With the stakes so high, how could
simple economic reasoning fail to be brought fully to bear on Russian economic
reforms?

The answer lies in the nature of the economics discipline in Russia and the West.
Economists in the former Soviet Union, by training and tradition, are generally
anfamiliar with the methods of Neo-Classical economic analysis [Alexeev, Gaddy,
and Leitzel, 1992]. Russian economists likewise are largely unacquainted with
market systems. This lack of experience with the analysis of markets and the tools
of Neo-Classical analysis has severely handicapped the reform efforts of Russian
economists, despite their first-hand and professional knowledge of Russian eco-
nomic conditions.

Western economists, alternatively, work under different handicaps, even as
Western knowledge of Russian institutions increases dramatically. Two
misperceptions leading to misguided reform proposals have been particularly com-
mon. First, the current state of the Russian economy is often taken at face value as
a centrally-planned economy. The extensive system of informal arrangements that
range from stealing time at the workplace to second-economy production is gener-
ally ignored. These extra-plan relationships are especially important in the par-
tially reformed Russian economic system that exists today, since their increased
legality has promoted their expansion greatly. A related point is that Russian
official statistics still are often accepted uncritically, despite the revelations pro-
vided under glasnost.

Second, the measured effects of changes in the former Soviet Union are fre-
quently assumed to accurately reflect actual effects. Starting from a system where
relative prices in the state sector are largely meaningless, however, measured
effects are not trustworthy.® For example, associating per capita gross national
product (GNP) growth with an increase in welfare is problematic enough in a
market economy. In a system with meaningless prices, such an equivalence be-
comes extremely difficult to defend. At least in a market economy the obvious
exceptions are known — an increase in crime that triggers increases in the produe-
tion of locks and other safety measares probably does not make society better off,
even if GNP rises. But in the former Soviet Union, severe price distortions imply
that an increase in the production of refrigerators may not add to welfare. With

fixed prices, the real value of the inputs to refrigerator production is not easily
ascertainable, nor is the value of refrigerators. So, the production of an additional
refrigerator could represent negative value-added. The market forces operating in
the West to curtail the production of negative value-added output are non-existent
in a centrally-planned regime. Increases (or decreases) in GNP with fixed prices
therefore are not good indicators of changes in the real value of underlying economic

ocutput.
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The difficulty interpreting economic statistics in centrally-planned syst i
f:}ﬂ;en acknowledged, and then ignored, in reform discussions. One fre ueng e
is tl'%e .decrease in industrial production that is occurring in Russiaq Staltie }::a'-mple
declining industrial production generally are taken as signals 01; deter'S lci—ion
feconcupic (Eonditions. Over-industrialization, however, was one of the Ir_lcbstm;‘a e
inefficiencies of the centrally-planned system. Aven [1991, 187] notes that i:hg al‘ing
of excess metal-cut lathes in inventory in 1988 was 173 million rubles e‘:iafl'l :
elECtI'OIl.IC equipment, 107.7 million rubles. Under the circumstances .':1,15‘n t .Oli
productlon should be expected to fall. Without knowing what industries’ are 35 ?a
ing, th'ese statistics are not compelling evidence of economic deterioration e

Prior to the initiation of systemic reform, both Russian and Western .eco i
ar}alysefs of the Russian economy were undermined by the theory of the s.econci1 gmltc
plstort.wns were (and are} so endemic to the Russian system that it was n esl-
impossible to predict with any conviction whether a given marginal polic chear .
would a(-ld to or subtract from social welfare. Ironically, it is only now Whenz stange
change is being considered that economics, in other settings best at anilyez?rlj;
;nna;il;ﬂe??gggi, becomes useful for Russian decision making [Alexeev, Gaddy,

Applying basic economic principles to Russian economic reform reveals that
problems often attributed to reform are already present in the current partialla-
rt?formed Russian economy. The problems generally will manifest i;hemselvgs
dlffere'zntly, and perhaps more visibly after reform, but that does not mean that the
hav]:1 intensified. In many cases, reform offers the best hope of ameliorating thz
f;; g:lrg:d Reform proposals that are too sensitive to these problems then may be

C'ons'ider the simple example of the high profits that often accrue to individuals
?vorkmg in the private sector. Many ofthese people are traders or workers in service
industries, some of whom simply divert subsidized goods from the first to the second
economy, The?ir large profits, especially, are an understandable source of discontent
to many Bu551an citizens. Some reform proposals attempt to address this discontent
by imposing highly progressive income or profits taxes, or by regulating pricing in a
post-reform system. Such measures, of course, will undermine incentives for work
or for the production of highly desired goods, one of the major problems with the pre-
reform economy. Alternatively, relaxing the restrictions on prices and rifate
enterprise will promote competition, reducing the rents from market activit)Ir)

Th.e goa-l of this paper is modest — to demonstrate that there remain. large
poter‘ltlal gains to subjecting reform proposals to sensible economic analysis Whegn
keeping actual Russian economic conditions firmly in mind. The issues are fal,r from
exhauéted. Those issues that are raised here require farther and deeper study, and
many issues are omitted entirely. In the “bold task” of Russian economic refn;rms
thig mode.st paper hopes to signal a high payoff to future research, while skirtin ;
another pitfall identified by Pope: “A little learning is a dang’rous tlling.” ’

The first section examines inflation and unemployment, the macroeconomic
demons that haunt reform efforts. Pre-reform inflation and unemployment in
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Russia is not well understood, and a more accurate picture of the initial conditions
changes the outlook for reform. The size and distribution of income are examined in
a similar vein in the following section. The extreme concentration of industries,
quite large by Western standards, is the subject of the fourth section, while the fifth
section focuses on the Western aid package that is being provided to the former
USSR. These sections continue to emphasize the pre-reform economic conditions.

The final section presents conclusions.

INFLATION AND UNEMPLOYMENT

The state sector of the pre-reform Russian economy was plagued by widespread
excess demand for consumer goods manifested by lengthy gqueues, low quality, and
haphazard availability of goods.* Generally this macroeconomic instability, while
not without precedent in the former Soviet Union, is viewed as having worsened
throughout the 1980s [Birman, 1990]. The root of the worsening shortages is often
traced to expanding state budget deficits in the last decade [Birman, 1990; McKinnon,
1990]. As wages rose relative to the output of consumer goods measured at the
controlled prices, the state budget deficit tended to increase, and households held
more cash than was necessary to buy the existing stock of state-sector consumer
goods. The excess rubles then took the form of increased savings, longer queues, and
reduced availability of goods.

This macroeconomic instability was viewed by many Russian and Western
economists as a major hurdle for reform, or even a sufficient cause to postpone
reform. The General Secretary Mikhail Gorbachev shared this view, “The heaviest
burden we have inherited from the past is the budget deficit...[TThe most urgent and
immediate task...is to restore a balanced market and normal financial relations”

[[zvestiya, 8 January 1989, 1, as appears in Birman, 1990, 25]. Reform proposals
frequently called for an initial period of stabilization, prior to establishing free
markets or privatizing state-owned enterprises.®

Why does macroeconomic instability, clearly problematic for the pre-reform
Russian economy, also present an independent problem for free market reforms?
Inflation (or the fear of inflation) is the usual suspect. With price liberalization, the
excess privately held rubles would emerge generating a large one-time price in-
crease and perhaps continuing inflation. Even worse, the initial inflation could
reduce real tax revenues relative to expenditures (the Tanzi effect), exacerbate the
government deficit, and fuel a hyperinflation [Dornbusch and Wolf, 1990].

Closer scrutiny, however, renders this inflationary logic less compelling [Alexeev,
Gaddy, and Leitzel, 1991]. The relevant prices for pre-reform Russian consumers
generally were not the fixed state prices. Rather, the relevant prices reflected the
costs of queuing and searching for goods in short supply. Such costs, though, were
not captured in price indices. Of course, most consumer items were available on
black markets at uncontrolled prices. Since the marginal consumer was presumably
indifferent between first and second economy purchases, black market prices,

sometimes many multiples of the nominal state price, were a better reflection of the
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relevant prices facing consumers. While a free market reform may well r Iti
generally higher nominal prices in the {formerly) first economy, and hence ; iu tllm
measured rate of inflation, there is no reason to expect the’releva.nt ric < fer
consumer goods to increase in general.® The dead-weight loss of P oming
will also be eliminated. Heneationing
Further links in the logical chain connecting macroeconomic instability to dj
conseque'nces arising from inflation under reform are equally suspect Why sho 13{';5
i:he one-tun.e measured price increase that accompanies price liberaliz.ationycon urt
Into a continuing inflation, assuming that the government maintains a ru(; e t
monetary policy? Even if there is inflation, is this too high a price to paypfor 51111
many ‘b.eneﬁts that accompany free markets and privatization? Macroecono .
instability already created significant inflation in the pre-reform Russian econ .
Why should a post-reform inflation be any worse? Privatization and free marokmf -
w1.11 encourage enterprises to engage in cost-saving measures — an incentive lar e1S
g}s§1ngd§'om the pre—r'eform Russian system — helping to check price increai(:,-sy
inlga:iaoi ;:f of goods inventories by both consumers and producers is also anti-
_ The strain that inflation places on government budgets likewise exists as much
prior to_ as after reform. With market reform and privatization, the pre-exist'm
.Iargely implicit system of public finance has to be replaced.” As tl’le profit incen:i,r'lg’
is restored vi.a privatization, the tax base eventually will rise under 3 marlz;:
system. Subsidies, which account for a large part of government expenditure, will
be reduced _substantially.a With conversion, military expenditures will als:) de-
crease. An increase in the Russian state budget deficit is not a necessary aceom
niment to market-oriented reform. Following the Polish “big bang” on 1 J ary
1990, the state budget enjoyed a surplus in 1991, ey
The reality of pre-reform Russian inflation therefore involved the following
fle]f{nents: a large secqnd economy with free prices, substantial repressed inflation, a
ack of macz:oeconomlc balance that rendered conventional price indices meanin, -
h.ass,.and an implicit system of public finance that had to be overhauled as part of ang
sxrgxﬁﬁcant rlefo_rm effort. Together, these elements suggest that inflation is not ;’
5.1 ffiatiér; ;:;: :ustll*;rzrtsireform and that well-designed reforms need not result in an
' W}-uIe. mfilatien is a major concern for reforms leading to price decontrol
privatization invokes the perhaps even more chilling specter of widespread unem’
ployment. Unemployment historically has been quite low in the former Soviei;
Uz'uon, well below typical unemployment rates in Western market economies,®
W%thoyt the implicit and explicit subsidies that they traditionally received man'
pI'lV&tlze-d 'enterprises could become bankrupt, Until free markets are es.taio,lishedy
though,‘zt is impossible to know which enterprises will pass the market test EVGIZ:
enterl?nses that are solvent post-reform may downsize their labor force sinc;e iabo
ggiidlzg ha.d been a persistent characteristic of the Russian economy [,Nove, 1986r
. * - . ’
ploy;neniapld privatization will probably lead to a large jump in measured unem-
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As with inflation, the prospects for unemployment are tempered somewhat by
considerations of real as opposed to measured effects. While measured unemploy-
ment is currently low in Russia, there is a substantial degree of underemployment.
Many Russian workers languidly produce goods which should not be produced. The
value of their marginal product may be very small and possibly negative, so these
workers are already being subsidized. In other words, they are already to some
degree unemployed, though in a disguised fashion. When market reforms and
privatization are introduced, the disguises disappear. Measured unemployment
will then rise quickly, though the actual amount of unemployment will suffer a less
severe increase [Leitzel, 1991].

The argument that the perception of increased unemployment during the tran-
sition largely reflects a movement from repressed to open unemployment, without
additional economic costs, requires an absence of large distortions in the economy
[Leitzel, 1992]. If distortions such as low fixed prices for energy or other subsidies
remain, then the “wrong” firms may be the oneg to go bankrupt, and increased
measured unemployment will carry additional costs. Distortions caused by govern-
ment controls should be largely removed before state-owned enterprises are faced
with hard budget constraints, to ensure that only economically nonviable firms
cease operations. Increases in the measured unemployment rate then will represent
mainly a change from repressed to open unemployment, without increasing the
overall monetary cost of unemployment.

The newly unemployed workers may not be out of work for long. The emerging
private economy, which already employs 40 percent of the non-agricultural labor
force, will be able to absorb quickly many of those who lose their jobs [Starr, 1993,
56]. Employment may rise particularly quickly in those areas that have been
relatively neglected under central planning. Housing construction and mainte-
nance, trade, and the service and consumer goods sectors are such candidates which
witness the Kiosks that have sprung up throughout mgjor Russian cities. Another
feature of the Russian economy that may change with reform and help to militate
against increased unemployment is the high (by Western standards) labor force
participation rate of women.

To the newly unemployed workers, the knowledge that they were virtually
unemployed prior to the reform will not be much solace, At least they were geiting
paid before the reform. Without a job, they will require government assistance. The
subsidization implicit in their existing underemployment and in their consumption
of housing, energy, and many basic consumer goods, however, implies that the
marginal expense of maintaining them on the unemployment rolls may not be
large.’® Furthermore, since the pre-reform implicit subsidies were not targeted, the
total cost of “unemployment” compensation that maintains the same welfare level
for newly unemployed workers should be smaller than in the old setting.
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INCOME AND DISTRIBUTION

An important point often overlooked in discussions of reform is that Russia i
poor country by U.S. standards. Aslund [1990] estimates that Soviet Per capit IEE}I; b
was less tha}n 1/3 that of the U.S. in 1985 and 1986, while Martanus [1990113 . h ;
the conclusion that more than half the Soviet population lived beneath tll;ea% gs
poverty level. On the other hand, Russian citizens have accumulated a subste t: 1
amount of human capital relative to other countries with similar levels of ine o
iea}st partly due to the restrictions on alternative forms of investment Th oo e
pomt.s must be borne in mind when thinking about “appropriate techllloio ?:e”t;‘m
Russian reform. Reformers frequently call for the development of 1'11{:11‘1{5:*,i . frOr
structure. But the nature of the appropriate infrastructure may differ subst tially
from that in developed Western economies annally
A major concern of the Russian public is that market reform will lower its livi
standards. Of course, the relative success of market economies versus 1:V 11:1 :
controiled economies, one of the driving forces for reform, suggests that in thsla "
run, free markets will increase Russian living standards. Even in the sho : n
.hvmg §tandards may increase with reform, despite a fall in measured GNP SI r}m’
1neﬂ.iclent tactories that make goods that are not wanted by consumers Wﬂl. leagimg
fall in measfured GNP. But given market prices, bankruptey means that societ i
better oﬁ: with those businesses elosed. Their mputs (their costs) are more valz J;Jis
tl‘lan their outputs (their revenues), so they should not be operating. Again athe
dlsippegrf'mce of long lines is another boon to living standards thai-: will no’t bee
:25 k;z;'; In measured GNP; another is the reduction in wasteful forms of rent
‘ Pe.rhaps the most important influence on living standards in transitional Russi
1;? the increase in private economic activity, generally unrecorded in official sil:ts'la
cms. A recent survey indicates that on average, nearly two-thirds of the monet -
mcome of Bussian households is earned outside the primary place of emplo . al'Jt’
L‘Tnformatswnny byulletin, 1993, 74]. N on-monetary compensation is alsopsuinien
tial, .Together, these components of income, frequently informal and outsids :Iil ,
purview of the statistical authorities, render the official income statistics virtialle
worthless. This should also be kept in mind when interpreting statistics th i
Purport to provide a comparison between Western and Russian incomes. A nit
infrequent claim, for example, is that the average Russian earns the equiv;alent of
$10 per mo%lth. Not only does such a figure ignore unofficial income, it is generall
reported without additional information that could alter its inte’rpretation' foi
example, the apartment rent paid by such a Russian comes to 10 cents per mm;th'
The. most elementary economic principle, that there is no such thing as a fre.e
lunch, is occasionally overlooked in discussions of Russian living standards and
reform. ‘Aggregate net subsidies are, of course, zero in Russia {absent foreign aid
and possible foreign trade imbalances). The elimination of subsidies, in itself, will
no.t cause average living standards to fall. Partial reforms, howevezj where ;om
prices are controlled while other prices are freed and managerial,discretion i:



372 EASTERN ECONOMIC JOURNAL

increased, can lead to falling average living standards. The tropical flowers grown
in Polish hothouses, an industry made profitable by a large subsidy on coal for
heating, are a telling instance of the large distortions that can arise with partial
reform.

Even if inflation, unemployment, and the potential changes in living standards
are not obstacles to reform in the aggregate, their distributional effects (or feared
distributional effects) may harm enough people to make reform politically unten-
able.! The raising of state sector prices will tend to hurt those who are endowed
with relatively more time than income, such as pensioners or people without jobs.
Workers who lose their jobs due to privatization will also suffer short-run conse-
quences. Explicit unemployment compensation must be set aside to help these
people in the transition. Inflation has already virtually destroyed pre-reform
savings that were held in the form of domestic currency.

Many Russian citizens had ambiguous feelings towards the socialist system. In
their activity as consumers, shortages and queues were very frustrating. For
employees, however, the sitnation was more tolerable. Many employees did not
have to work diligently, and yet they were in little danger of becoming unemployed.
The sellers market that is frequently invoked to describe the condition of the
Russian consumer goods market also characterized the Russian labor market.
Employees could steal time or goods from their workplace, generally with the
complicity of management [Gaddy, 1991]. Much of their employment compensation
was, and remains, in-kind. For example, a large percentage of housing in Russia is
allocated through enterprises. For employees who are not particularly ambitious,
then, the pre-reform employment system had many benefits, though high official
pay was generally not one of them.

Market reform and privatization will wreak large changes in both the consumer
and producer spheres. Consumer frustration from lengthy queues and haphazard
availability of goods will virtually vanish. Diligence will become expected (and
rewarded) at work. The less visible losers from reform, then, will be those who are
currently able both to capture a large share of rents and be relatively shielded from
the problems of consumption. These are likely to be employees of enterprises with
managers who are well-connected and who can therefore provide their employees
with higher pay and more of the scarce in-kind benefits.”? It is not obvicus how to
protect their relative standard of living, at least as long as they remain employed.
But since such employees are generally not poor by Russian standards, there is no
compelling reason to protect their relative status, unless such potential losers are
powerful enough to block reform efforts.

More generally, market controls combined with incomplete information in the
pre-reform Russian system created rents. These rents were frequently captured by
those with access to privileges or private information, which were available in some
degree to almost all employees at the workplace.”® Market reform will reduce the
available rents. People who were previously collecting large rents are therefore
likely to oppose any reform. These people may in fact have had to pay for their rents
in advance (for example, by bribing an official to get a job with large rents), so they
may view the disappearance of their rents as particularly unfair.
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Another distributional issue concerns the beneficiaries of the privatizati
state—owr?ec[. enterprises. The Russian official privatization is heavil bi.;1 o
wards existing managers and workers [Leitzel, 1993]. Why should onZ ind'se'd o
benefit .relative to another just because he or she was fortunate to have a i ;}Vldu&i
enterprise that was particularly valuable post-reform? These issues are JCO oo
-and no attempt will be made to resolve them here. It should be noted howevomplex,
in many cases it may be difficult to prevent current employees anél manaez’ ot
from. liquidating the capital of an enterprise if they are facin vatization o
outsiders at some future date, ¢ privatization to
Distributional concerns are clearly of utmost importance. At the same ti
rfeforms cannot be blamed for previous injustices. Furthermore, the actual dist 'Il?ej
tional effects of reform are probably impossible to know in adv;mce 1 Maintain' o
the status quo carried some severe distributional consequences nal.nely contin?ng
to advance the welfare of one-time Party favorites and black mz;rketeers (Ma m:‘é;;
these people shielded themselves against adverse effects of reform thI:O hny i
chases of goods or foreign currencies.) s b
. A Russian preoccupation with not only aveiding maldistribution, but alse ensur-
ing .nearly equal distribution, has been cited as a major impedi;nent to ref i
[Smlth, 1990]. If meaningful differentials in welfare are not allowed. then reform
will surely fail. Two points are relevant, here, however. First despit(; the Ru ion
culth?r('e of equality, there are already substantial inequities. \R;hile taking the jSIIan
of priVIIGges a:nd second economy behavior into account is difficult [Matthfws 1938 g]e
th(? Russzan_lncome distribution is generally considered to be similar to :chat in
Britain [Athr}son and Micklewright, 1992], Second, as noted in the introduct:ioi'ln
tht? concern with equality may simply reflect the pre-reform situation, where incom ’
gains often were due to undeserved rents. A market reform changes, the natu F
and perhaps the attitude towards, income differentials. o

MONOPOLIES"

.The concentration of Russian industry is substantially greater than that of the
U_mted States.”® Many goods are produced at only one, generally large, factory. The
high degree of concentration of Russian industry has led to the suggest)ion thaillar
er}terpnses.-s be broken up prior to privatization. There are three main z:trg‘umenie
Firstly, privatization, especially through sale, is more difficult for large than fm;
small_ enterprises. Secondly, absent the break-up of large enterprises, Russia would
remain dominated by monopolists after reform, and the monopolists ’Would then be
largely free of state control. Prior to reform, output and prices, at least in principle
were centrally-determined. With privatization the managem(;nt of the enter riL;es’.
could make f:h‘ese decisions independently, leading to the output restrictionI; and
ponopoly.prlclng prablems that have induced the regulation of natural monopolies
in the United States, Thirdly, a Iarge enterprise has bargaining power and elfough

large enterprises may b i i

y be able to bargain exceptions for them
R sel
privatization becomes meaningless. clves so that
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As with inflation and unemployment, measures of the degree of concentration of
Russian industry may be misleading. Largely because of the difficulty in disciplin-
ing state-owned monopoly suppliers, the amount of vertical integration in Russian
enterprises {and ministries) is immense [Hewett, 1988, 170-76]. The situations in
which an enterprise seems particularly overdependent on a single supplier probably
have already been remedied internally, and perhaps informally, prior to reform.
Furthermore, goods that are produced by a single civilian seller also may be
produced in the defense sector. With the conversion of defense industries, these
enterprises may emerge as new competitors. ,

Why should larger enterprises be more difficult to privatize than small enter-
prises? The possibility generally considered is that there are not enough wealthy
citizens to become awners of huge enterprises. Of course, the enterprises will be sold
in shares, not as indivisible units, so the new owners do not have to consist of a few
wealthy individuals. Another consideration is that the social consequences of
bankruptey are much greater for large than for small enterprises. Bailouts of major
corporations in the United States have occurred for precisely this reason. Once
again, however, this problem is worse in the unreformed Russian economy. No
doubt many large enterprises are candidates for bankruptey, but until prices are
free, it cannot be determined which ones. Now, all of the potentially bankrupt
companies are sustained by the government. Post-reform, at least the government
will know which enterprises are nonviable and then can select individually which
ones to aid and which to let falter.

Privatization does not imply that the social costs of monopoly will increase.
Large state monopolies in the pre-reform setting had a great deal of bargaining
power in dealing with planners. They were therefore in a position to receive more
inputs and lower output targets than firms in worse bargaining positions. With
privatization, monopoly rents will take the form of reduced output (relative to
competitive levels) and increased prices. While these monopoly rents will take a
new form, they need not be any more costly socially than the monepoly rents in the
pre-reform economy.

Monopoly in general is more of a problem without reform than with reform.
Currently, downstream firms often are attached to one or a few suppliers. If they
are dissatisfied with the performance of their suppliers and vertical integration is
impossible, there is little they can do. With free enterprise, barriers to entry will
disappear. Suppliers who fail to satisfy their customers will see competitors spring
up. The Russian economy is quite large, so the prospects for the development of
competitors are bright relative to smaller, closed economies. Competition also will
be given a boost as reform increases the participation of foreign firms in the Russian
economy. Eventually, the only monopolies that will remain to require government
regulation will be natural monopolies.

Finally, two elements of monopoly actually may be beneficial for reform efforts.
First, if monopoly pricing practices would generally be available after reform, and
these high prices translate into high profits, then sales of monopoly firms during

RUSSIAN ECONOMIC REFORM: IS ECONOMICS HELPFUL? 375

privatization should find plenty of b i

enter such potentially lugrativ}_; ma?}i’:;’: I(T;‘ll;eelglﬁgirn;fosﬁ};guig 1211? be o %

piszinit:) la tradeoff _With ‘the concern over the increase in open unem;‘l)fyiizs talso

foordii a:i ;11;1(::}11(;_1;(;1;8: will not go bankrupt.) Second, the breakdown in ecozrllo’maii

foordinatie eared from reform .Wlu be ameliorated with industrial concen-
- Downstream firms know precisely with what supplier they will havee?o

THE WESTERN AID PACKAGE!

On 1 April 1992, Western le '
. aders announced a $24 billion aid
_ - ack
Zggtes oli,he former So?uet Union [Devroy, 1992, A1].* The main con?pon:rl(f:s twof':}}ie
Stab%?:at-ge a;'le §18 bllll().n in balance-of-payments support and a $6 billion rublz
o thfgre nf. As .w1th inflation, unemployment, living standards, and mo
, ~-reform situation is ial 1 ini ial imy ,
o, the crucial in determining the potential 1mpact of the
Consi
e foz;s;fesroij;tsiieb?;]an(t:e-of-pa}(riments support, which is equivalent to giving
. 5 Western goods. What form the goods take
. West , Wheth
:Lc:hmti or m_edlcal s_upplfes, is largely irrelevant. Such direct aid is fungibeiz f(imil?r
se that aid received in the form of food, for instance, frees int 1 ssion
resources for other purposes. ’ el Russian
imp;l‘i::eolfjgs;}?stmg (;iei})st ;)wed by the former USSR to the West greatly alters the
ern aid. Balance-of-payments su t i
mpe : pport may not be particular! tl
Somee$§%§tg’5a£ 'IIT?St in the aggregate. The states of the former Soviet Unizong
some 360 illion to the Wesf; — a debt that they are having difficulty servicin
pdee s ; (83 rel?ayment of principal due on debt was postponed in December 199%
R ?nh arr.mgton, 1991]. The situation is further complicated by the disa
C?r; et e entity — th.e USSR — that was the original borrower. ppesT
I I![eimstl':-:nce of this potentially unrecoverable debt implies that Western aid to
s lay _1argely be returned to the West in increased debt repayment.® Aid
Bankwe %V will transfer funds from the International Monetary Fund (IMF). World
A,sor estern governments to Western banks, simply passing through R’uss[;:
deSignegpio::j kto balapce'-of-payme.nts support, the ruble stabilization fund i-s
Gesigned & .11' in an indirect fashion. If a ruble stabilization fund achieves its
pu }I: , It wi l_n'ot actually be used — with a stable ruble, the extra foreign
o ange comprising the stabilization fund will remain in place. Such £ gf
in 1X3ct ﬁmsfsam‘:g are therefore conceptually different from direct.aid e e
I tr};l e Eltagilflzatmn fund is envisioned to be coordinated with a; program to
e ruble futly convertible on current account t i i
Jergoly maomoiny convertih unt transactions. Combined with g
‘ t gime, ruble convertibility promotes the i i
world relative prices and increased foreign trade and investmerft ° mporiation of
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Nevertheless, full ruble convertibility is not an indispensable component of

reform. The foreign trade regime generally plays a minor role in promoting
internal policies are more important [Dornbusch, 1992]. A

economic growth —
ertibility.

substantial amount of foreign investment can occur without full ruble conv
Many foreign joint ventures, for example, are already operating in Russia. A similar

point applies to foreign trade. Therels already a good deal of foreign trade in Russia,

though the break-up of the Council for Mutual Economic Assistance (COMECON)

has resulted in a major trade reduction. Full ruble convertibility would increase

foreign trade and investment and benefit the Russian economy. Policies that
rationalize the large internal economy, however, are almost sure to produce gains
that swamp the effects of improvements in foreign trade.

Even the importation of world relative prices may not confer large gains on
Russia. There is evidence that the state-controlled relative prices were largely
consistent with world prices, though with some notable exceptions such as the prices
of housing and energy [Lazear, 1991]. The important reform is to ensure that
domestic producers have an incentive to respond to market-determined prices.

For these reasons, full ruble convertibility is not a pressing issue. While full
convertibility would undoubtedly be beneficial, needed market-oriented reforms can
proceed and generate large improvements in the Russian economy, even without

ruble eonvertibility.*

CONCLUSIONS

Economics has more to offer the debate on Russian economic reform than simply
noting the efficiency properties of free markets. Basic economic principles applied to
actual Russian economic conditions shed light on debates concerning issues as
diverse as inflation and Western aid. The theme that emerges from such applica-

difficulties that often are attributed to reform are already

tions is that many
d would not

present, though in different guises, in current Russian circumstances an
be made worse, even temporarily, by economic reform.

NOTES

I would like to thank my freguent collaborators, Michael Alexeev and Clifford Gaddy, for many

fruitful discussions and insights concerning the Russian economy. Helpful comments were pravided
itution,

by Steven Pressman and J. M. Stuart. Parts of this paper were prepared at the Heover Insti
where I was a 1991-92 Nationa] Fellow, and to which Lam most grateful. All errors and opinions in the

paper are my own.

1. The destination of a Russian reform effort also remains an issue, with continued calls for a form of
other third ways. The analysis in this paper presupposes that the goal is to
become a Western-style market economy, While there are many differences among Western industri-
alized market economies, they are minor relative to the difference between any Western market
economy and the current Russian economy. The precise destination therefore will not be further

specified here.

market socialism or
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2. Evidence for the contention of the
value of economic reasonin, ironi
g comes, ironically, fiv ’
own!iwm:k [Hewefft, 1988], among other sources. Kornai [1990] is an outstanfirjn o D Hewots
; app cation of basic economic reasoning to Eastern European reform § example of the
4. Eg;on ang‘?_achs {1990] emphasize this point with respect. to the Poiish economy.
. e :
o ;ﬂ(i:;nl : ’; ei;:;z\:celsre Sottzndejt by the 2 January 1992 state-sector price increases, since prices were
. On the 1 i :
iy extent to which this reform fell short of full liberalization see Aslund
5. i i alkin
’[I;I;és gse(il(l)eg]lcmf‘ﬁvas(;};ait of the reform plans of both Abalkin and Ryzhkov. See the discussion in Of
A . e (Gaidar reforms of Iate 19 ' i tovin,
oy ool e it 91 and 1992 moved ahead without first achieving
6. Osband [1991] demonstrates h i ice i
( ; ow typical price indi i
7 nflntion, duting & me T ja) ices are biased vupwards, thereby overstafing
. McKinnon [1990] offers an overview of
the - i i
(1956, Bostrts st of the pre-reform Soviet public finance system. See also Nove
S. I(_)Ii:, %93%81834] notes that planned subsidies in 1989 totaled more than 11 percent of GDP
15 o hemllc1 315’0 4§l s;lig;stz I;Ehtai;ﬁfo:iet unemployment rates in the mid-1980s were under 2 percent
. at Western standards do not apply ta the :
. : . amount of un
¢ hgﬁir;i;fgsso[f;chgr .and Gelb, 1990, Note 15). Living standards in Russia are approxiizg)tgyn;;m
corming S n o :ile ?(:%dPSi;tes, s0 unemployment benefits can be correspondingly lower —tlrslrou;i;
, they may be an even larger factor for the Russi
11. Determining the likely winners and 1 2 onty tack. thanets AL
osers from reform is not
. Elatk?ls tsor;ne progress in the framework of a theoretical model o ey fask, thongh Aleseey (19911
. Retail trade employees are anoth iti .
e er class of citizens who may lose some rents from reform [Alexeev,
13. The capture of rents from informati i
ional advantages is a stand i i i
u mo.ral hazard and adverse selection [Laffont and Tirole, 1985:3-11 e result i ageney models nvolving
15. ;I;}uﬁjluncertamty may itself be a barrier to reform [Fernandez and Rodrik 1991}
16. A lggg tt{;atment of Russian monopoly is provided in Leitzel [forthcomm:g]. '
. o ,Of e r;ari(et share of the single largest Soviet producer exceeded 50 percent for over 80
percent of pro' uic groups; for the U.S. in 1982, the four largest producers exceeded a 50 percent
1y ket :I:edlil ess thaLn .?:0 ];ercent of 4-digit manufacturing industries [Kahn and Peck 19911 65‘3]Il
. aws on Leitzel [2 i i i : aid t
iy {1992], which presents a more extensive analysis of Western aid to
]1; gle; allit paci{age has been revised several times since, but the basic structure is unchan ed
. bi]ﬁ(meinezli do jltlhfgl;lgag York Tm‘zes on 7 Afp?il 1992, Jeffrey Sachs notes that Russia rgcei.ved $15.6
bt s e i ;hl; and. pdalds$13.1 billion of the $15.5 billion on acecumulated interest and dek.Jt
at peried. Sachs writes, “O iai
91, aftor taing aceonnt ot dett oo s, “Overall, almost no resources came to Russia in 1990-
20. In pursuing ruble convertibility, it i
it is s s
R Ay i ¥, unclear whether a stabilization fund is itself a sound policy
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