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PREFACE

I do not ordinarily write prefaces to the publications of the
International Finance Section, but a few words are needed in this
instance. The final draft of this Study was received on August 14, five
days before events in Moscow irrevocably changed the political and
economic future of the Soviet Union. Although the situation there
continues to change rapidly, I decided to publish this Study without
inviting the authors to bring it up to date or altering their prophetic
introductory remarks. The analysis provided by this Study is even more
helpful today than when it was drafted in helping us to understand the
problems and choices facing the republics, the center, and those in the
outside world who seek to give assistance. Although the vital decisions
will be made on political grounds, there is reassuring evidence in this
Study that economic autonomy is viable and sensible for some of the
republics.

PETER B. KENEN, Director
International Finance Section



It was the best of times, it was the worst of times, it was
the age of wisdom, it was the age of foolishness, it was
the epoque of belief, it was the epoque of incredulity, . .
. we had everything before us, we had nothing before us,
we were all going direct to Heaven, we were all going
direct the other way.

Dickens, A Tale of Two Cities



1 INTRODUCTION

For discussions and comments, we thank Paul de Grauwe, Horst Feuerstein, Jacques
Girard, Hans-Harald Jahn, Jean Pisani-Ferry, and an anonymous referee.

In 1991, Soviet citizens may have seen only the worst of times, rather
than the best, as the initial euphoria about perestroika waned to make
room for pervasive gloom. This gloom has certainly been justified.
Partial reforms, hastily prepared and often contradictory, have flooded
the country, embodied in laws that have not been implemented. The
country has been deeply divided on fundamental policies and the
central government has excelled in brinkmanship to avoid the worst of
macroeconomic destabilization. Whatever the eventual outcome,
present uncertainties are tremendous: nobody can exclude a conserva-
tive backlash under military leadership, a repudiation of a fundamental
reform generalizing market principles, or a splitting up of the Union.
Control over the country’s economy has slipped from the hands of the
Communist Party and its central institutions, and the economy is in a
state of disintegration. The seriousness of this disintegration is difficult
to ascertain with precision in view of the doubtful quality of Soviet
statistics. Bearing this proviso in mind, here and elsewhere in this
paper, we attempt a brief overview.

Although the loss of central control, the accompanying uncertainties,
and the timing of political and economic reforms are largely responsible
for the present disintegration, there are deeper and older roots to the
problem. Soviet statistics tend to have a positive growth bias. But, using
the more realistic estimations of the Commission of the European
Communities (1990c, chap. 2), it is clear that the Soviet growth rate
has been declining quite steadily. After an average annual growth rate
of −0.6 percent (officially, 4.7 percent) of net material product (NMP,
the “socialist” measure of output) during the 1940s, an exceptionally
high annual growth of 9.3 percent (officially, 10.3 percent) was
achieved during the 1950s. The rate declined to 4.2 percent (officially,
7 percent) during the 1960s, 2.1 percent (officially, 4.9 percent) during
the 1970s, and 0.6 percent (officially, 3.6 percent) during the 1980s.

This negative trend accelerated, with the full extent of mismanage-
ment becoming fully apparent only after 1989. The country has entered
a deep recession and is confronted with growing economic disequilibria.
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Inflation, officially always zero, is now admitted and is accelerating
(7.5 percent, even when using official prices). A sustained high govern-
ment budget deficit (equivalent to 14 percent of NMP) has emerged, and
the Soviet authorities have estimated the size of the monetary overhang
at R 165 billion, which, though over 15 percent of output, is considerably
lower than the R 300 billion estimated by Western observers. In order
to stem these financial disequilibria, Soviet authorities have reduced
investment financed from the central budget. They have also proceeded
with largely ineffective and unpopular partial currency reforms aimed at
confiscating the cash balances of the underground economy.

The decline of NMP during 1990 is estimated to have been 4 percent,
but, according to some government sources, production was down by 50
percent in January 1991 compared to the year before. Investment during
1990 declined by 25 percent. The grain harvest reached a record level,
but inadequate handling, transport, and storage resulted in even greater
losses than usual, perhaps 20 to 25 percent of the harvest. The depth of
the economic crisis is illustrated by the difficulties encountered in
supplying energy products to the domestic market and by food ration-
ing in large cities despite the near-record harvest. Food shortages in
the winter of 1990-91 necessitated a call for help from the West.
Although this was a sign of increased concern for human welfare, it
was also an acknowledgment of economic mismanagement, a clear
admission of policy failure that would have been unthinkable in the
past. For 1991, real NMP is expected to show a decline of 15 percent,
with a disproportionate fall in investment of 45 percent. Inflation,
already accelerating during 1990, is expected to reach triple-digit rates
in 1991. This sorry state of affairs immediately raises questions about
the reasons for accelerated disintegration and about the possible future
of the Soviet Union.

Our aim in this paper is to provide some answers. Because the
quality of the data is poor and the legal and administrative situation is
confusing, we concentrate on the fundamental issues. We minimize
quantitative evaluations based on recent data, and we avoid discussing
the details of the many legal and institutional changes that have been
proposed.

In Chapter 2, we discuss the ingredients that are essential for a
reform plan with a chance of success. Because the task is colossal, any
feasible plan will fall seriously short of what seems desirable. We are
convinced, however, that a thousand small steps taken over a long time
span will not be enough to turn the situation around. Drastic and
comprehensive reforms will have to be implemented or the Soviet
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Union will not achieve a steep growth path. The list of reforms that
seem necessary is well known. We give particular emphasis to financial
reform, privatization, and macroeconomic stabilization. Only with a
reasonably developed financial sector can the allocative control of
resources, the monitoring of financial credits, and the entries and exits
of firms be decentralized and privatized. In addition, the privatization
of land, real estate, and industrial property is required to motivate
Soviet citizens and to promote them to capitalist status with full partici-
pation rights. Such privatization can be achieved most easily and
quickly by giving away property rights. Finally, macroeconomic stabili-
zation requires a fundamental fiscal reform for effective control of
expenditure and revenues and the decoupling of monetary policy from
deficit financing.

In Chapter 3, we analyze the present crisis, stressing the unsettling
effect of competing reform plans and of the lack of implementation.
Together, these increase uncertainty and incentives to hedge against the
worst outcomes. Lack of clear targets and of enforcement or incentive
systems, as well as a general breakdown of law and order have further
reduced the already meager efficiency of the system. The fiscal deficit,
and therefore the money supply, are out of control and, for lack of
available goods, a large monetary overhang has developed. Capacity to
tax away this overhang in one way or another seems to be lacking.

Chapter 4 concentrates on the constitutional conflict between the
Union and the republics, a conflict that is fundamental for the future
of the Soviet Union. Drawing on the literature on economic integra-
tion, we argue that the Soviet Union is not an optimal economic or
monetary union and that some republics, in particular the Baltic
Republics, would be economically better off outside the Soviet eco-
nomic union. Furthermore, reforms appear much more manageable
and less costly at the republic rather than the Union level.

In Chapter 5, we attempt to evaluate the macroeconomic and sectoral
constraints on future growth in the Soviet Union. The key constraint is
the need for foreign capital. A comparison with Eastern European
countries reveals that foreign capital is not the crucial problem for
them, but it is for the Soviet Union. If GDP per capita in the Soviet
Union is currently around $2,000 (U.S. dollars are cited throughout the
paper), as estimated by most experts, current income levels in member
countries of the European Community (EC) are still more than a
generation away for the Soviet Union, even with sizeable foreign-
capital assistance. To do better would require foreign funds in amounts
likely to exceed the West’s willingness to put its savings at risk.
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The G-7 Summit in London in July 1991 recognized the Soviet need
for foreign assistance but failed to make substantial financial commit-
ments. It was agreed that assistance to the Soviet Union would include
(1) granting special status in the International Monetary Fund and
World Bank, (2) efforts to promote trade, and (3) intensified efforts by
all international institutions to support reforms with advice and exper-
tise, particularly with regard to price decontrol and privatization, food
distribution, technical assistance in energy and nuclear safety, and the
conversion of defence industries to civilian output.

Because the country will face a severe foreign-capital constraint, it
needs to attach top priority to exploiting its export potential. We
therefore look at two key sectors: agriculture and energy. Agriculture
has received priority in the government’s budget, with subsidies and
allocations in excess of 10 percent of GDP. Nevertheless, and in spite
of the ample land and manpower available, this sector is the largest
importer. We argue that there is considerable scope for reducing
imports and even for becoming a net exporter of agricultural products.
The preconditions are privatization and price liberalization. Joint
ventures with foreign partners would prove useful for the moderniza-
tion of storage, processing, and distribution of food. For external trade,
the West, and in particular the European Community (EC), can make
a major contribution by opening up protected agricultural home markets
to imports from the Soviet Union and from Eastern Europe in general.
This would require a reform of the Common Agricultural Policy (CAP)
and a reduction in agricultural production.

Energy is the major export earning sector the importance of which
has increased by shifting trade with Eastern Europe to world market
prices payable in hard currency. Yet, energy production is expected to
decline in the future, and marginal cost is increasing. The real task is
to reduce energy waste. This requires incentives for the installation of
energy-saving equipment and rescaling of energy-intensive production
sectors. The potential savings are enormous, for the Soviet Union uses
at least twice as much energy per dollar of GDP as the United States
and four times as much as Western Europe. Again, the task is Hercule-
an, and foreign technical, financial, and marketing support is required.

In Chapter 6, we summarize our main policy conclusions.
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2 THE ESSENTIAL ELEMENTS OF A VIABLE REFORM PLAN

The ultimate goal of the reform process in the Soviet Union is to
create a democratic society with a successful economy. For some
Eastern European countries, in particular, Czechoslovakia, Hungary,
and Poland, reform also includes full reintegration into the political,
cultural, and economic mainstream of Europe, with membership in the
European Community in the not-too-distant future. For the Soviet
Union, the problem is much more complex. It must first find a new
constitution that transforms or dissolves overcentralized structures. It
must redefine from scratch the Union’s relations with its republics and
with the outside world. Whereas Czechoslovakia, Hungary, and Poland
have only to prepare for a return to the European family, no comparable
model or goal exists for the Soviet Union.

In a fundamental sense, therefore, the Soviet Union is alone. The
difficulty in devising a viable reform plan lies in finding a route that
minimizes the distance to be travelled and the risks of a lapse into
dictatorship or economic chaos. Many difficulties can be avoided if it is
recognized that partial reform can be worse than no reform at all.
Everything is ultimately linked, and a market economy is a single
indivisible mechanism that will not work if any one of its essential
elements is missing. All this suggests the need for comprehensive and
immediate reform.

A certain sequence in the implementation of reforms is nevertheless
unavoidable. Monopolies should be broken up and banks made inde-
pendent before privatization. Prices must be liberalized simultaneously
with, or prior to, more independent decisionmaking. Current-account
transactions of the balance of payments should be liberalized simulta-
neously with, or prior to, capital transactions.

Any reform program requires both the dismantling of old structures
and the creation of new ones. To destroy first and then create produces
chaos in the interim, but creating always takes longer than destroying.
An efficient administration that can create new structures and execute
new laws in a new spirit is therefore crucial to the success of the entire
reform process. The task will be enormous, because the legal and
institutional structure of a centrally planned economy is wholly inap-
propriate for a market economy. Constitutional, civil, business, and
social laws must all be adapted to a different economic and social
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order, and the state itself must be subject to the rule of law. Only this
can ensure lasting confidence in reform programs.

We shall describe briefly in this chapter the main sectors that must
be reformed. Although there is by now a consensus on what these are,
it is still useful to recall them and to indicate the main problems we
must anticipate. A major danger is that of failing to reform as com-
pletely and as quickly as possible because of allegedly adverse social
consequences. Olson (1982) makes the point that big leaps occur only
after the destruction of an ossified and nonperforming system and
before the reestablishment of rigid structures in a new system. An
opportunity for such a leap exists now, between these “worst of times”
and what may yet be “the best of times.”

Price Reform

The need to free administered prices and eliminate subsidies is by now
universally recognized. Price reform is the cornerstone of all internal
reforms. Only market-determined prices provide the scarcity signals
that allow an economy to work properly. If prices for a large set of
goods remain fixed, for whatever reason, the other elements of the
reform package will not make much sense. The negative experiences of
Hungary and Poland before 1990 with systems neither planned nor
market based support this thesis.

It is sometimes argued that the prices of certain goods should not be
liberalized too soon, that is, so-called essential foodstuffs, housing,
energy, and interest rates. It would be a mistake, however, to try to
isolate these sectors from the impact of market forces. In every case,
there are better ways to reach the same redistributive impact.

It is worth emphasizing here that price reform per se cannot cause
inflation. Simultaneously eliminating subsidies and production taxes
may result in a higher or lower price level, because some prices should
go up (foodstuffs, rents), but others should go down (many tradeable
industrial goods). It should also be self-evident that price reform does
not produce the desired effect—relative prices that reflect scarcity—
unless firms face “hard” budget constraints (the foremost proponent of
this thesis is Kornai, 1980, 1990). Without this financial discipline, new
investment projects cannot be properly appraised for profitability, and
firms will be encouraged to compensate for price increases by raising
wages, thus triggering an inflationary spiral. Effective financial disci-
pline, however, requires bankruptcy legislation, and firms must not be
able to bargain with their financial regulators.
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Banking and Financial Reform

The need for fundamental reform of the entire financial system and
especially of banking is also self-evident. Financial reform comprises an
institutional reform—the separation of central banking from commercial
banking and the creation of capital markets—and a redefinition of the
roles of various economic actors. It also requires legal restrictions on
the privileges of government. The banking sector must not be obliged
to finance government deficits, and there must be rules for control of
the money supply.

Banks will play a central role during and after the transition to a
market economy. This role is enhanced by the virtual absence of the
capital markets that, in developed market economies, provide an
important alternative source of investment funds. A capital market will
develop, but this takes time, even when the government actively
contributes to creating such a market by issuing securities to finance its
deficits. Privatization will necessarily create a market for stocks, but
this will also take time, as experience has shown. During the early
period, when the centrally planned system has been abandoned but
financial markets do not yet exist, banks will be the only economic
agents able to assure an efficient allocation of resources and to develop
healthy monetary and financial instruments. Improvement of efficiency
in banking is therefore crucial.

A banking reform should start with the establishment of a two-tier
banking system, that is, with the creation of an autonomous central
bank. To be effective engines of economic growth, the new commercial
banks should be endowed with a competitive, decentralized, “universal”
structure. Because it will take considerable time to develop a smoothly
functioning capital market, an institutional alternative is needed to
facilitate long-term financing and monitoring of firms. The experience
in German-speaking countries suggests that universal banking—with its
virtual absence of regulatory restrictions—served well the needs of the
early stages of industrial development in those countries. The universal
banking model also entails dangers, however, mainly in restricting
competition. It should, therefore, be paired with unrestrained access to
the domestic market by foreign banks (for a historical overview and a
critical assessment of universal banking in Germany, see Steinherr and
Huveneers, 1990).

The break with central planning should also be a break with the past
in terms of balance sheets, so that the entire private sector can look
forward and invest. In an ongoing market-based system, all economic
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actors must pay for their past mistakes, even go bankrupt if necessary.
The introduction of an entirely new system, however, justifies a clearing
of old debts to enable everyone to make a clean start. Financial reform
should therefore be accompanied by a radical clean-up of all balance
sheets (for a forceful exposition of this argument, see Brainard, 1991).
All intercompany debts and bank loans should be written down to zero,
a relatively easy step at the beginning of the reform process, because
all banks and firms are still the property of the state. Debt cancellation
is therefore only a transfer among government agencies and has no net
fiscal implications.

Although total debt cancellation would eliminate most of the assets
of the banking system, the liabilities in the form of retail deposits
would remain. This highlights a fact that is often overlooked. In a
system that has only two sectors—the government (which owns the
banking system and the corporate sector) and households—the net debt
of the government consists of the money supply. Debt cancellation
would bring this to the surface because the government would have to
give the banks compensatory claims, that is, bonds that would carry a
market rate of interest to match their deposit liabilities and net worth
sufficient to reach a minimum gearing ratio.1

Fiscal Reform and Macroeconomic Stabilization

The need for fundamental fiscal reform becomes apparent if one
considers that levies on firms have been the main sources of finance
for the government under the old system. The introduction of the
usual direct and indirect taxes will therefore completely change the
structure of income and expenditure in the public sector. Moreover,
direct control of firms has to be replaced with indirect controls (taxes,
interest rates, etc.). Privatization will have another major repercussion

1 There are other ways to deal with the weak balance sheet of the banking system and
the overindebtedness of some firms. Brainard (1991) has proposed that bad debts be
transferred from the banks’ balance sheets to a new financial institution. This institution
would exist only as long as necessary to wind down its portfolio of bad debts. This
solution, as well as others, however, relies on a mechanism that distinguishes bad from
good debts and that forces solvent firms to fulfil their obligations. It may be impossible
to separate the wheat from the chaff, because that would require an efficient and honest
administrative organization capable of auditing thousands of first-time balance sheets
drawn up in a very unstable environment. Moreover, the process of deciding which firms
should be forced to fulfil their obligations would be open to political interference. It
would also weaken the incentive to restructure as quickly as possible, for firms making a
profit too quickly would have to repay their debt.
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on government finances: governments will receive higher tax revenues
after the necessary tax reform and will pay out reduced subsidies. They
will, however, no longer receive profits from privatized firms.

Fiscal and monetary policy are intimately related, for monetary
policy can serve to finance fiscal deficits. A truly independent central
bank, in charge of monetary policy and of regulating banks and finan-
cial markets, could, in principle, achieve sustained price stability. Given
the financial pressures on the government, however, the central bank is
not likely to win effective independence. In the very short run, the
public sector has no alternative to monetary financing, and reforms
may seriously destabilize fiscal revenues, at least until revised tax laws
succeed in enlarging the tax base. With time, as growth resumes and
the new tax system becomes fully operative, such transitory deficits will
disappear. Deficits of this nature can therefore be seen as specific to
the once-and-for-all regime change, and a unique financing method
would be justified. For example, the government should consider
selling housing and land to citizens, with payments spread out over the
years, as with mortgage financing. To encourage sizeable down pay-
ments, a revisable positive real interest rate could be imposed. Such a
program could be implemented rapidly without great difficulty and on
a scale sufficient to stabilize the initial budget (this is an important
element of the so-called Shatalin Plan; see Commission of the European
Communities, 1990c).

To achieve some degree of price stability during the transition, a
number of measures must thus be taken. First, the monetary overhang,
if one exists, must be absorbed. The only way to achieve this is through
a sale of state-owned assets, such as real estate, or through a currency
reform. Blocking savings and other deposits does not solve the problem;
it just buys time. Second, the budget deficit must be limited to the
amount that can be financed by sales of bonds. Third, wage indexation
has to be limited.

Radical measures are appropriate for macroeconomic stabilization
when dangers appear on several fronts and when alternatives take too
much time. A currency reform to reduce considerably the value of
existing balances should therefore be considered. It would eliminate
the monetary overhang with absolute certainty and would also reduce
or eliminate a major drain on the budget, namely, interest payments on
the government debt (which, as argued above, is equal to the money
supply, that is, cash plus bank deposits of households). Moreover, it
would also provide an occasion to suspend all backward-looking index-
ation mechanisms. It is often argued that a currency reform is unjust
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because its incidence depends on the distribution of money—mainly
savings deposits—among households. If most of these deposits represent
a monetary overhang, however, they have probably been accumulated
by those with higher incomes under the defunct and corrupt system.

Privatization

It is now increasingly accepted that privatization is an economic as well
as a political choice. Economic democracy exercised through private
ownership is a way to provide incentives to control resource allocation
and the distribution of revenues. Privatization is therefore the central
issue in the current reforms in the Soviet Union and Eastern Europe.
These economies cannot operate on market principles without the
incentives provided by private ownership. It is not easy, however, to
reestablish quickly the private ownership of productive capital (see
Tirole, 1991).

There are, basically, two ways to privatize. One is to sell ownership
to nationals and foreigners and another is to distribute free ownership
to citizens. Either approach allows variations in details, or the two can
be combined. A combined approach seems to have been chosen in
Czechoslovakia and Poland. Hungary thus far favors selling state assets,
as discussions in the Soviet Union suggest it will also. We are con-
vinced that, on balance, the arguments tip in favor of free distribution
of ownership (see Gros and Steinherr, 1991).

It is possible to privatize housing and land quickly because their
value can be determined fairly easily, and there is relatively little
concern about foreigners or small groups achieving control over them.
There is considerable hesitation, however, about the ways and means to
privatize industrial firms (the service sector—smaller firms such as
shops and hotels—which was neglected under central planning, can be
privatized more quickly). The major problems perceived in current
discussions are difficulties in properly valuing corporate assets, a dearth
of domestic buyers with adequate financial resources, fear of “carpet-
bagging” by foreigners, and the absence of an organized stock market.

It seems possible to circumvent all the perceived difficulties and,
moreover, to achieve considerably more social justice through free
distribution than through normal selling procedures. After all, the
citizens of the socialist countries are supposedly the real owners of all
national resources, which have been managed on their behalf by the
state. The fact that state management has not been very efficient
should not be a reason to deprive citizens of the little that is left. To
the extent that there has been an (imposed) social contract, moreover,
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each citizen in such so-called egalitarian societies has an implicit claim
to accumulated social wealth, and all such claims should be the same.
These rules of the past may not have been taken seriously, but they are
the only logical rules there are if sense is to be read into a nonsense
system—and they yield a rule for privatization.2

The basic idea is quite simple. Whenever one of the large public-
sector companies is to be privatized, its capital should be divided into
a number of shares and given away by the government. The shares
could go to all citizens (individually or through a trust) or just to the
workers of the firm.

Under the first alternative, each citizen would receive one share in the
form of a book entry. Over time, as privatization progressed, each citizen
would thus hold an increasingly diversified portfolio. Obviously, not all
citizens would be interested in holding all shares received, and an
informal market would therefore be established quickly. This would
provide the basis for an over-the-counter market and eventually for an
organized stock exchange. Any investor wishing to obtain control over a
company would then have to acquire shares at market prices or with a
takeover proposal. Whether the investor should be a resident would then
be a question of secondary importance and would be decided by citizens
acting as shareholders. A sale to foreigners could not be criticized,
because it would not be a decision of an old or new nomenklatura.

Such a privatization program would be flexible enough to accom-
modate worker participation, if desired, by combining it with the
second alternative. Workers could be allocated some of the shares of
their firm, exercise their votes thereafter, and benefit from the firm’s
results. They should not be prevented in any way from disposing of
such shares to achieve better risk diversification.

Such a rule for privatization offers several attractive advantages.
First, as argued earlier, it would be consistent with social justice.
Second, the starting point for the new capitalist society would be the
point at which social capital is distributed equally. Capitalism would
then be perceived as a system with the potential not only for greater
dynamism but also for greater social justice than the defunct system of
social ownership. Third, private ownership, when widely distributed at

2 See Gros and Steinherr (1991) for more details. Blanchard et al. (1991) contains
essentially the same ideas. Alternative approaches are analyzed by Dornbusch (1990). A
precondition for any privatization scheme is, of course, the splitting up of state trusts
and the establishment of a legal and regulatory framework that includes bankruptcy laws,
company laws, and so forth (Cooter, 1991; Willig, 1991).
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the starting point, should gain larger support than alternative property-
right proposals. Fourth, no prior assessment of the value of the firm
would be necessary. This job would be taken over at a subsequent
stage by the stock exchange.

A major objection to this solution is that governments would have to
forego revenues that would be generated by selling state firms. It
seems doubtful, however, that the revenues foregone would be large.
Any sales program of state-controlled assets would have to be distributed
over several years, during which the state would continue to manage
most of the firms. In Greece and Portugal, the entire stock-market
capitalization is equal to 8 and 14 percent respectively of GDP. The
potential privatization proceeds would not likely be even this large in
the Soviet Union and the Eastern European countries, because the
existing capital stock will often be close to worthless at the new price
structure that will emerge. Even if amounts as high as 14 percent were
realized, however, a privatization program spread over about a decade
would not be likely to bring in revenues much larger than 1 percent of
GDP per year.

External Aspects

Accepting foreign competition and the idea of the international division
of labor is arguably the only way to catch up with Western standards of
living. The Soviet Union needs to open its economy to international
trade and to have access to the huge market on its doorstep: the
European Community (EC), or rather, the European economic space
that also encompasses the European Free Trade Association (EFTA).

The problem of excess demand for foreign goods, paired with scarce
foreign-exchange reserves, can be dealt with through tariffs. To mini-
mize distortions of domestic resource allocations, a uniform tariff of
between, say, 10 and 30 percent initially should be adopted. This
would allow domestic producers to compete with imports on domestic
markets, even if their costs are substantially higher. Admittedly, tariff
protection is only a second-best solution to the excess demand for
foreign goods. At a more fundamental level, this excess demand can
only come about because the excess consumption of some agents is not
financed by private capital flows, but by the central bank, that is, the
exchange rate is overvalued. The appropriate first-best answer to an
excess demand for foreign goods is therefore devaluation. A tariff
might also be justified, however, because of the revenue it would yield
at a time when tax revenues will be very difficult to collect.

Opening up economies to international trade will also partly solve
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another problem. Even after the reforms, many firms will be the only
domestic suppliers of certain products. With strong international
competition, domestic monopolists will not be able to use their monop-
oly power to charge prices higher than the world market level (see
Lipton and Sachs, 1990).

Full integration into the world trading system requires a convertible
currency.3 Although current-account convertibility would be a viable
solution, complete convertibility is certainly preferable over the long
run because it represents a binding constraint for macroeconomic
management. The stringency of this constraint can, however, be modu-
lated by the exchange-rate arrangement adopted and by complementary
policy measures such as tariff protection, as mentioned above.4

The degree of flexibility for the exchange rate becomes a crucial
decision once at least current-account convertibility has been estab-
lished. The free-floating option has gained little support. If the Soviet
Union wants to initiate a process of economic integration with Western
economies, raise external trade, and attract foreign investment, it must
guarantee stability, among other conditions, and it must reduce uncer-
tainties about the exchange rate. A fixed but adjustable exchange rate is
therefore the only alternative, but it must be supported by capital
controls, if the exchange-rate commitment is not to be undermined by
speculative flows resulting from political uncertainties during the
transition.

An intermediate regime between fixed and flexible rates, that is, a
dual-rate system, might be the best solution. It would be economically
equivalent to a fixed exchange rate with variable capital controls. In such
a system, current-account transactions can be conducted at the fixed
exchange rate, while financial funds flow in and out of the country at a

3 A currency is fully convertible if it can be traded against other currencies without
restrictions or justifications. In most countries, convertibility is restricted according to
the nature of the transaction (current account, capital account, or specific transactions
within each), the identity of the agent (domestic or foreign, specialized agencies, trading
firms, or individuals), or the amounts involved.

4 We do not discuss here transitional arrangements for increased convertibility
between Eastern European countries and the Soviet Union. For a discussion of the
desirability of a transitional Eastern European Payments Union (EEPU), see Bofinger
(1990), Kenen (1991), and Steinherr et al. (1990). These authors stress the limited
usefulness of such a union because trade within this group accounts for only a small
fraction of their potential overall trade. Beyond the immediate need of preventing a total
collapse of trade, fostering trade inside this group of countries is therefore less important
than eliminating impediments to trade with the rest of the world by a rapid return to at
least partial current-account convertibility.
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freely flexible exchange rate. This is, in fact, the current system in Poland.
The underlying aim of a dual-rate system is to shelter the domestic

real economy from external and domestic financial shocks. In effect,
the burden of adjustment to financial shocks is redirected from the
domestic interest rate to the financial exchange rate. The current-
account exchange rate can be kept fixed, thereby maintaining a welcome
stability for the relative prices of goods and services.

In fact, by imposing a variable tax on capital transactions (equal to
the flexible gap between the controlled and uncontrolled exchange
rates), a dual-rate system reduces the substitutability between domestic
and external assets without erecting any barrier to capital flows. This
imperfect substitutability confers some latitude on the domestic mone-
tary authorities. The spread between the controlled and the uncontrolled
rates is limited, however, by the impossibility of a leak-proof separation
between the two exchange-market compartments.5

A regime of this sort, however, should be strictly temporary. Given
the flexibility inherent in a dual-rate system, moreover, it would be
easy to eliminate gradually the implicit capital controls through a
commitment to keep the spread between the two exchange rates within
certain limits reduced over time.

5 For an analysis of the effects of arbitrage between the two exchange markets, see
Gros (1988).

14



3 THE PRESENT CRISIS IN THE SOVIET UNION

We now turn to a description of the present situation in the Soviet
Union. Our purpose is not to provide a detailed account of the eco-
nomic chaos that is developing, but to show how this situation arises
from inconsistencies in the policies pursued so far.

At present (July 1991) none of the essential components of reform
discussed in the previous chapter has been implemented. There has
been no (1) price reform: prices for some goods were increased in the
spring of 1991, but these prices were not liberalized, and some increases
were subsequently rescinded; (2) banking reform: a banking reform has
existed on paper since November 1990, but it has not been imple-
mented; (3) fiscal reform: because there has been no fiscal reform,
there has been no macroeconomic stabilization, despite the attempt to
reduce the money supply by confiscating banknotes of higher denomi-
nations; (4) privatization: privatization has not advanced, except in the
sense that managers of state-owned enterprises have gained more
independence; or (5) exchange reform: on the external side, the foreign-
trade monopolies of various government institutions have not been
abolished officially, and the system of multiple exchange rates has, if
anything, became even more complicated, along with other regulations
regarding foreign direct investment.

The main reason for this sorry state of affairs is that the old planning
system is no longer strictly enforced, yet a market economy cannot
emerge because no reforms have been implemented. The first section
of this chapter is based on the Commission of European Communities
report on “Stabilization, Liberalization, and Devolution . . . in the
Soviet Union” (Commission, 1990c, chap. 5) and provides a brief
overview of the failed reform attempts of 1990-91. The second section
discusses the macroeconomic destabilization, and the third describes
briefly the regional disintegration that has followed.

Competing, but Not Implemented, Reform Plans

Reform projects have a long tradition in the Soviet economy. Because
the system of central planning has never worked satisfactorily, it has
been overhauled from time to time—since World War II, in 1957,
1965, and 1979. None of the reforms, however, was supposed to
change the nature of the system. Similarly, the various mini-reforms
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attempted between 1985 and 1989 were also directed at increasing the
efficiency of the existing system of central planning. The only signifi-
cant trace from this period is the law on cooperatives of 1988, which
allowed a small private sector to emerge in services.

The partial and piecemeal reforms up to 1989 undermined the
central planning system and thus led to a deterioration of the economic
situation. This, in turn, led in 1989-90 to the general admission that
the entire system of central planning had to be abandoned. During the
summer of 1990, three competing comprehensive reform plans for the
transition to a market economy were presented to the Supreme Soviet,
which was to adopt the necessary legislation. The Supreme Soviet,
however, refused to approve any of the three plans; instead, it gave
President Gorbachev broad emergency powers and authorized him to
present a plan of his own. The compromise plan presented by the
president, called “Basic Guidelines for the Stabilization of the National
Economy and the Transition to a Market Economy” was then approved
by a large majority on October 19, 1990.

The president’s guidelines, which are more general and political than
the other three plans, became the official program of the Union gov-
ernment, but their implementation was checked by the constitutional
crisis that developed between the Union and the republics.1 In May
1991, the Union government presented again a vague outline of a
reform plan, concentrating on macroeconomic stabilization.

The four major plans that dominated the discussion in 1990 all
agreed on three final goals: a market economy, stabilization of the
economy, and the preservation of at least an economic and monetary
union for the territory of the Soviet Union. Furthermore, all of these
plans contained most of the necessary elements outlined above.

But there are important differences between the reform plans in the
emphasis given to these goals and the speed with which they should be
attained. In general, the government programs put more emphasis on
macroeconomic stabilization than on liberalization, and they insist for
obvious reasons on more powers for the Union.

The famous “500 days program” elaborated for the Russian govern-
ment by a group under Professor Shatalin came closest to containing all
the elements enumerated above and discussed in Chapter 2. Although
500 days represent a rather protracted “big bang,” this long transition

1 A law establishing a two-tier banking system and an independent central bank was
also approved and was supposed to become effective by November 1, 1990, but it has so
far remained on paper.
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period might be considered as ambitious in view of the enormous
number of measures that would have to be taken.

None of these programs could be implemented, however, as long as
there persisted the “war of laws,” under which each republic passed a
declaration of sovereignty stating that its laws would take precedence
over Union law, whereas the Union government insisted that Union law
would take precedence. The implementation of reforms can come only
after an agreement is reached with most republics on a new Union
treaty that defines the powers of the republics and the Union. The
agreement reached in May 1991 may provide a basis for such a treaty,
but it is so vague that its importance is impossible to assess.

The prospects for a speedy implementation of a comprehensive
reform package are slim not only because the political balance of
power continues to shift. A reform package must be translated into
thousands of laws and regulations, which then have to be applied by the
bureaucracy. For political reasons, it will not be possible for the Soviet
Union simply to import legislation from abroad. Just drafting and
approving all the necessary new legislation (and repealing all the old
legislation) will take some time. To transform the old bureaucracy so
that it will implement these laws in the new spirit will also require time.

Yet, the macroeconomic destabilization that is taking place in the
absence of a credible reform program demonstrates that the present
situation is not tenable in the long run. This economic chaos might
therefore be the decisive factor leading finally to implementation of
some reforms.

Macroeconomic Destabilization

As suggested by official Soviet data and confirmed by studies of the
International Monetary Fund et al. (1991) and Commission of the
European Communities (1990c), growth of the Soviet economy has
been declining since the end of the 1950s. Although the statistical data
cannot be considered fully reliable, it is certain that this decline has
recently accelerated sharply. Why?

The simple answer is that the Soviet Union had a system of incentives
and controls and of fixing objectives that, although not efficient, worked.
When the system itself was put into question, the incentive and com-
mand structure began to disintegrate, which produced all-the-more
negative effects because the system was excessively centralized. This
process of disintegration was further accelerated by the increased
uncertainty created when profound systemic changes were expected
but repeatedly delayed.
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Expectations of liberalization or of a regime change have also allowed,
for the first time in a lifetime, the manifestation of disagreement and
the open assertion of conflict. Malfunctioning of the Soviet economy
was always to some extent due to lack of motivation and to passivity in
work commitment. This passivity has increased and become more open
and more pronounced. Strikes are not only (and not even mainly)
motivated by higher wage claims; they pursue, first of all, political
demands for some sort of reform—a decentralization of power, greater
individual freedom, and so on.2 What is often treated as “sabotage” is
simply a move away from a strict enforcement system to one of less
control and greater individual responsibility. Such a transition phase is
necessarily disorganized, contradictory, and bad for production levels.
Particularly worrisome in the Soviet case is the extent of disagreement
on all levels and the fact that the old regime structures—the Party, the
KGB, and the military-industrial complex—have kept enough power to
block or even overturn reforms. Progress in liberalization is therefore
protracted and never more than a complicated compromise. Protraction
nurtures the risk of complete destabilization and of hyperinflation, and
the extent to which compromises must be accepted makes even the
long-term gains appear doubtful.

In the past, the implementation of centralized planning was generally
monitored through the Communist Party’s widespread influence within
the hierarchy of state enterprises. The loss by the Party and its organs
of unchallenged leadership, the rejection of planning objectives, and
the greater independence granted to plant managers have all resulted
in serious dysfunctions. Planning has increasingly taken place in a
bureaucratic ivory tower, cut off from an economic reality that belies
official statistics. Enforcement mechanisms for plan targets have
disappeared with the waning influence of Party directors in enterprises.
Managers have been granted greater independence to achieve what?
Surely not to plan goals, but to plan, in fact, their own survival and
benefit. This has had several consequences: loss of supply for the
official circuits and greater recourse to barter trade, and reduced
transfers to government agencies and augmented internal uses by firms
of any surpluses. One use, in particular, has consisted in granting
workers’ demands for increased income. This microeconomic behavior
has rendered inflation control much more difficult, as there are no
effective constraints on wage demands. Hence, the overall effect of

2 The recent law prohibiting strikes in key industries and strikes motivated by political
aims is an “emergency measure” pointing in the wrong direction.
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reduced controls and lack of appropriate incentives has been that
production has declined, the flow of goods reaching the shops has
declined even more rapidly, state revenues have declined, and inflation
has increased.

This process has been made worse by the expectations of reforms
and, in particular, of price liberalization (or of price increases). These
expectations have produced hoarding, further motivated by the lack of
appropriate financial instruments. Speculative hoarding has increased
excess demand and raised black-market prices. Price liberalization will
also require a devaluation of the domestic currency, and this expecta-
tion will increase the flight into foreign currency. Demand for foreign
goods will also increase as a result of rising excess domestic demand
and the expectation of the future devaluation. The trade deficit will
increase as controls, never perfect, become even less effective than
usual in this period of defunct law and order. Thus, a major cause of
destabilization is the delay in taking reform decisions—which are,
however, discussed endlessly.3

Several presidential decrees since December 1990 have aimed at
reestablishing central planning by restoring the lost authority of Gosplan
(the state planning agency) and banning barter deals between enter-
prises. Lacking macroeconomic policy instruments for the stabilization
of the economy, the central authorities have reverted to reliance on the
Party, the KGB, and the military complex. But, short of using force to
counter the disintegration of the central political authority, going back
to the old Communist system seems impossible.

In the past, the Soviet Union had no autonomous monetary policy.
The growth of the money supply was directly determined by the fiscal
deficit. Control of fiscal policy was therefore of paramount importance.
With the loss of control over enterprises, the tax base has been sub-
stantially eroded, and the conflict between the republics and the Union
over the ownership of enterprises and the new fiscal structure of the
Union poses serious additional problems. At stake is how much revenue
the republics will remit to the central authorities and in what form. In
1990, the republics contributed 55 percent of the central government
budget revenue and accounted for about 51 percent of the central
government budget expenditure. The republics would like to reduce
their contributions considerably.

Another budgetary uncertainty is created by price reforms. In April

3 An excellent theoretical analysis of the effects of expected reform measures is
provided by Calvo and Frenkel (1991).
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1991, retail prices were raised, increasing the general price level by
some 60 to 70 percent. This may allow a reduction in state subsidies,
but the net budgetary effect is uncertain. In particular, partial compen-
sation for the price increase is to be granted and a one-time 40-percent
compensatory increase given on all individual savings accounts. If this
is done, the inflationary spiral will start to move, and it will not stop
until the real value of the money supply is drastically reduced either
through further price increases without compensation or through a
currency reform.

The uncontrolled budget situation—and the monetization of deficits—
represents an obvious destabilizing influence on the inflation rate and
on economic activity in general. The continuing lack of wage and fiscal
control is a classroom example of the way to cause hyperinflation. The
expectation of hyperinflation is, by itself, likely to have serious reper-
cussions on economic activity. In a desperate attempt to control the
budgetary explosion, the government has taken the easiest course
politically and cut back investment expenditure. Investment tumbled by
3 percent in 1989, by 25 percent in 1990, and is forecast to fall by 45
percent in 1991.

The administration is now unable to make the difficult choices
necessary to stem destabilization. At best, it carries out crisis manage-
ment. The declining availability of resources pits groups in society and
in different parts of the administration against each other in a fierce
fight for power and resources—Union vs. republics, military vs. civilian,
industry vs. agriculture, the various industrial sectors vs. themselves,
and so forth.

Enterprises are faced with serious financial difficulties in this process,
because the credit mechanism is not adapted to rapid changes in
domestic and foreign prices. Thus, even fundamentally sound firms
may be forced out of business for lack of payments or credit lines. In
particular, the absence of foreign-trade credit represents a serious bias
against exportation. The breakdown of foreign-exchange allocations
makes it very difficult to maintain traditional import patterns. Because
the Soviet structure of production is highly specialized and lacks a
sufficient elasticity of substitution, import cuts create bottlenecks, stop
domestic production, and feed back into reduced exports. These
difficulties illustrate vividly the point made in Chapter 2 that financial
reforms are among the most urgent needed.

In addition to the general problem of reforming defunct economic
structures, halting the decline in production, and returning the economy
to a growth path, Soviet policymakers are under serious pressure to
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deal rapidly with growing financial and foreign-trade imbalances.
Monetary destabilization. During 1990, total money income rose by

about 17 percent, although production declined. Retail prices increased
by 5 percent, but the underlying rate of inflation, including the sup-
pressed component officially estimated at about 20 percent for 1990, is
expected to exceed 100 percent in 1991.

The causes of accelerating inflation are three: a monetary overhang,
monetization of the budget deficit, and wage push. Policies are needed
to deal with all three causes simultaneously.

Long queues everywhere and the large-scale rationing introduced for
the winter of 1990-91 are already prima facie evidence of a large
monetary overhang. The collapse of the distribution system is certainly
also a factor, but, whatever the state of the distribution system, the
queues show that, at the current price level, the public wishes to run
down its money holdings through purchases.

Although the monetary statistics available do not suggest a particularly
large overhang, they are not very reliable.4 Cash in circulation is said to
have exceeded R 150 billion in 1990, and the amount is increasing
rapidly. The sum of all monetary assets held by households, mainly in
savings deposits and cash, is estimated to total between R 600 to 750
billion. With GDP estimated officially at R 1,000 billion, the cash-to-
GDP ratio can be put at above 15 percent and the money-to-GDP
ratio at about 60 to 75 percent. The cash-to-GDP ratio is higher than
in the poorer Western European countries (for example, Portugal and
Greece), where it is about 10 percent. This indicator alone would
suggest an increase in the price level of “only” 50 percent, but, once
the public expects such an increase for the near future, the equilibrium
cash-to-GDP ratio will sink to the values of about 5 percent that can
be found in Latin America. Because there are no other financial
instruments available, it is not possible to say whether or not the
current holdings of savings deposits represent an equilibrium.

There are three basic policy options for reducing a monetary overhang:
an increase of the price level to reduce the real money supply to the
level of demand, a currency reform to reduce the excess supply, or an
increase in real interest rates to increase the desired level of demand

4 In particular, due to a virtual automaticity of interfirm trade credits and the
availability of administrative credit lines, cash requirements of institutions, unlike those
of individuals, are much smaller than in the West. The IMF et al.(1991) estimates excess
liquidity at R 250 billion, or two-thirds of financial assets. In 1990, this was estimated at
about 70 percent of GDP, compared to 50 percent in 1986.
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for financial assets. All three are forms of taxation and differ only in
their tax incidence. We prefer a currency reform, because it cannot put
an inflationary spiral into motion and because it can achieve the de-
sired effect overnight.

The second source of inflation, monetary financing of the fiscal
deficit, will operate even after the monetary overhang has been elimi-
nated and can therefore lead to prolonged periods of high inflation. This
source of inflation is therefore much more important in the long run.

At present, the Union budget deficit is expected to reach about 10 to
15 percent of output in 1991 unless some drastic action is taken. Given
that most politicians, and the Supreme Soviet, constantly emphasize the
need to cushion the impact of price reform on the income of many
social groups, this deficit is not likely to shrink soon. The experience in
many developing countries suggests that the inflation tax rarely yields
more than 3 percent of GDP, so a deficit of 10 to 15 percent could
easily lead to hyperinflation. The independence of the central bank that
was written into law will, in these circumstances, fail to materialize.

It is too early to tell whether the third inflationary factor, widespread
wage indexation, will be realized. Indexation is foreseen by most
reform plans, and the first substantial increase in prices was partly
offset by wage increases. If real wages (at measured prices) are not
allowed to fall, hyperinflation must be the result. Moreover, as long as
enterprises are not subjected to a hard budget constraint, there is no
real restraint on wage demands. Hence, the wage increases of 1990 and
1991 do not augur well.

Foreign-trade imbalances. The external accounts of the Soviet Union
were roughly balanced until 1989, when it had for the first time a
current-account deficit (in convertible currency) of $5.9 billion. Imports
were scaled back in 1990 to stem the deficit, and, although the volume
of exports is estimated to have declined by 6 percent, an improvement
in the terms of trade, due partly to higher oil prices, raised the value of
exports by 5 percent (see Table 1).

In 1990, the trade balance in nonconvertible currencies deteriorated
sharply to reach a deficit of $6 billion. The reductions in volume
expected for 1991 are drastic: export volumes are forecast to decline by
64 percent and import volumes by 58 percent. With the terms of trade
improving strongly following the reforms of the Council for Mutual
Economic Assistance (CMEA), however, the net effect is likely to be a
small surplus.

Partly to stem the flight into dollars and partly to redress the foreign-
trade deficit, the ruble was devalued in November 1990 from a commer-
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Eastern Europe seem to have collapsed in the absence of arrangements
for the financial clearing of these trade flows.

Foreign indebtedness. As a result of the current-account deficit
emerging in 1989, the financial position of the Soviet Union has greatly
deteriorated. For decades before 1989, the debt position of the Soviet
Union was unassailably strong. Debt and ratios of relative indebtedness
were low, and deposits in Western banks were maintained at very high
levels. In addition, the country had massive stocks of nonmonetary gold,
which could be used as a secondary reserve asset. During most of the
1980s, the private markets lent readily to the Soviet Union. The banks’
unguaranteed share of Soviet debt rose from 25 percent in 1982 to 62
percent in 1988, while the officially guaranteed share declined from 67
percent to 32 percent. The Soviet Union thus became progressively
more dependent on the willingness of private markets to provide credit.
With the worsening of the current-account balance and the weakening
of central control after 1988, the situation has rapidly worsened. Net
debt rose from $28 billion in 1988 to $49 billion at the end of 1990.

Even with this rapid rise in debt, the Soviet Union is still only a
moderately indebted country by most measures. If the debt increase
were the only problem, the Soviet Union would not be in serious
financial difficulties. This sharp rise in debt, however, has been accom-
panied by a virtual collapse of central control over international pay-
ments. In the past, all foreign-exchange payments were tightly regulated
by the Gosbank (State Bank) and the Vneshekonombank (Bank for
Foreign Economic Affairs), but this control has slipped badly in the last
two years. Many independent banks and enterprises have begun to
import or borrow overseas without the authorization, or even the
knowledge, of the Vneshekonombank, which has not been able to
monitor such transactions. As to the components of the rising overall
debt, a sharp rise has occurred in short-term obligations, which are
estimated to have increased from some $12 billion at the end of 1988 to
$19 billion a year later. No doubt, bankers and suppliers believed that,
by granting short-term trade-related credits, they were minimizing their
own risks, but the end result has been to place extreme liquidity
pressures on the Soviet Union. It has begun to fall behind in its pay-
ments, and these arrears are accumulating. External reserves, excluding
gold, declined from $15 billion in 1989 to $8 billion in 1991.

With growing awareness of the chaotic economic conditions in the
country and the payments arrears, private financial institutions have
become wary of lending to the Soviet Union. Net lending peaked in
1989 at more than $8 billion but turned negative in 1990 by $11.7
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billion and is expected to remain negative in 1991 at about $6.7 billion.
The Soviet Union now faces a liquidity crisis.

Because Western banks are unwilling to lend to the Soviet Union
without guarantees from Western governments, the large financial
resources needed to rebuild the Soviet Union are not likely to be
forthcoming. A small share of these will be covered by Western official
sources, but a different structure d’accueil will be essential to attract
private capital—that is, proper legal and market frameworks in a totally
reformed Soviet Union.

A further worrying sign is the discrepancy that exists between the data
on the current account and the increase in net foreign debt. From 1988
to 1990, net debt increased by $21 billion and monetary gold sales (the
known part of overall gold sales) amounted to $8.6 billion. Of these
approximately $30 billion, only $11 billion were used to finance accumu-
lated current-account deficits; an explanation is thus needed for the
remaining $19 billion.

A substantial part of the remainder might be accounted for by capital
flight, largely in the accumulation of dollar and deutsche mark bank
notes through the black market. Enterprises may also have been
tempted to hide some of their foreign-exchange earnings, but it is not
clear how they could have done so, for foreign exchange is still centrally
administered. This flight of capital indicates that the public does not
believe the government will succeed in stabilizing the economy. An
increasing degree of “dollarization,” however, can make stabilization
even more difficult.

Regional Disintegration

The Soviet Union consists at present of fifteen “sovereign” republics,
twenty “autonomous republics” (in the territories of the federated
republics of Russia, Georgia, and Azerbaijan), and varying degrees of
subdivisions within all the republics into entities such as autonomous
territories and regions, autonomous regions within territories, and
autonomous districts. All of these subdivisions have their own compe-
tences, but these have been practically irrelevant in the past, because
the Communist Party has ensured that there was a strict line of com-
mand from top to bottom of the system.

The situation changed rapidly with the perestroika movement initiated
by Gorbachev. The first multicandidate elections at the republican and
other regional levels brought many noncommunists into office, and the
inconsistencies and legal uncertainties of the old constitutional system
are therefore coming out into the open. It should be noted, in this
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regard, that there is no accepted constitutional court to decide jurisdic-
tional disputes.

In the power struggle between different levels of governments, the
republics, with developed administrative structures, have generally
emerged as the only viable alternative to the Union government. The
lower levels are not at present viable autonomous units. Moreover, the
republican level is the only level that can generally appeal to nationalist
sentiments, for most republics (including the Ukraine, Belorussia, and
the Transcaucasian republics) had brief periods of independence during
the civil war that followed the 1917 revolution. All the republics except
one have declared their sovereignty and insist on the supremacy of
republican law over Union law (contrary to the Union constitution).
Despite some spectacular actions by other regional authorities, most of
the economic splitting off is therefore taking place along republican lines.

Some republics have already established customs at their borders,
although they cannot yet enforce controls; others have imposed restric-
tions on the use of the ruble; and several plan to introduce their own
currencies. Many bilateral trade agreements have been negotiated,
usually involving the barter of goods that are no longer available
through the official system. The ruble has thus stopped functioning
effectively as money in the face of accelerating inflation and the absence
of functioning markets.

On November 1, 1990, a currency reform was introduced in the
Ukraine, with some of the tax effects necessary to be effective. To buy
anything, Ukrainians have to pay with rubles and government coupons
of equal value. Moreover, when workers collect wages, they are given
coupons equal to 70 percent of the rubles they receive, The coupon
system thus cuts expenditure from wages by 30 percent. Savings have
been frozen, as there is no matching stock of coupons. The reform thus
treats flows (wages) differently from stocks (savings), as we suggested
in an earlier discussion (Gros and Steinherr, 1990), and uses coupons
to end the ruble’s legal-tender privilege. An immediate result of this
reform is that goods have returned to the shops. Although the coupon
system was introduced as a temporary measure, it is likely to stay. It
obviously discourages exports (which earn rubles without coupons) and
encourages imports (the only goods obtainable for rubles alone). This
system is thus equivalent to a 30-percent revaluation of the ruble for
Ukrainians, at least at the retail level. The Russian and Belorussian
governments are studying similar schemes. If they adopt them, the
Soviet Union will be broken up in economic terms while still retaining
a common currency pro forma, and without border controls by republics.
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Uncoordinated attempts by individual republics to introduce their
own currencies have a serious external effect, however, because they
intensify the monetary overhang in the rest of the Union. Some coordi-
nation in the breakup of the ruble area is therefore necessary. If this
coordination is not forthcoming, each republican government will have
a strong incentive to repudiate the public debt implicit in the money
balances held by households. The Russian government, which will
probably be the last to keep the ruble, might have then to deal with
the monetary overhang of the entire Union.
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4 ECONOMIC COSTS AND BENEFITS OF REGIONAL
DISINTEGRATION

We have shown in Chapter 3 that the increasing regional disintegration
was the main reason why the 1990 reform plans were not implemented.
Moreover, the loss of control by the Union government over the budgets
of the republics has been an important cause of the large public-sector
deficit that makes macroeconomic stabilization impossible for the time
being. The process of regional disintegration has thus been very damag-
ing to the economy of the Soviet Union. Many Western observers and
the Union government have therefore argued that a disintegration of the
Soviet Union into a number of independent economic units competing
against each other should be avoided as much as possible, even in the
face of demands by some republics for total independence. The purpose
of this chapter, therefore, is to analyze from a purely economic point of
view whether it is indeed advisable to keep the Soviet Union together,
that is, whether the economic and monetary union the Soviet Union still
represents should be preserved.

As discussed above, we take the existing republics of the Soviet Union
as the natural lower-level economic units, because the administrative and
political structures necessary to create the institutional and legal
framework required for the functioning of a market economy exist only
at the republican level. Moreover, most republics (except Russia) are
economic regions as homogenous as most European countries.

We start with the issue that dominates the present political agenda,
namely, whether a centralized approach to reform is preferable to
competition in reform among the individual republics. We turn next to
the lessons that can be drawn from the literature on fiscal federalism
and then to the importance of the “Soviet common market,” that is, the
costs and benefits for any individual republic of participating in a Soviet
customs union. Finally, we discuss the incentives for individual republics
to keep the ruble as their currency.

The division adopted in this chapter is artificial in that a republic that
secedes would, for political reasons, want to leave the Soviet economic
sphere in all of its aspects. But it is still useful to analyze the economic
factors that explain why some republics want to implement their own
reform plans, conduct their own fiscal and commercial policies, and
introduce their own currencies.

28



Centralization or Competition in Reform?

The Union-republic controversy has undoubtedly delayed the imple-
mentation of fundamental reforms, but this does not necessarily imply
that a centralized reform plan is the best option. Fundamentally, the
issue is the following: there is at present a vast economic area with
completely distorted prices and without the legal and institutional
framework necessary for a market economy. Can any subunit of this
area gain by implementing reforms on its own and thus allowing its
inhabitants to trade freely at true market prices? In general, the answer
should be yes.

It is often alleged that price reform has to be implemented at the
Union level because differences in prices would lead consumers to buy
where the goods are cheapest. As long as the ruble remains the common
currency of the Soviet Union and there are no restrictions on inter-
republican trade, price reform in one republic alone would indeed
make it profitable to arbitrage price differences. This arbitrage is the
essence of a market economy, however, and should thus not be viewed
as a cost. If any republic were to implement most of the essential
reforms outlined above, its price structure would be different from that
of the rest of the Union. Residents of other republics would then
certainly come to “plunder” its shops for goods cheaper in that particular
republic. But this “plunder” would in reality be advantageous, for the
goods involved would be sold at their marginal cost of production, and
an increase in demand would lead to an increase in the profits of
domestic producers.1 Furthermore, consumers in the republic initiating
a reform in isolation would gain by buying other goods from the rest of
the Union at their old subsidized prices.

In reality, however, shops in the Soviet Union are now mostly empty.
This implies that the impact of a radical reform on the supply of new
goods and on the distribution system should be more important than the
impact of changing the prices of the limited number of old goods actually
available at their official rates. Entrepreneurs in a republic that was the
first to implement fundamental reforms would therefore gain by being
able to satisfy a Unionwide pent-up demand for diversified products.

The rest of the Union would lose from an uncoordinated reform
process to the extent that the residents of a republic that initiates

1 This argument holds under the assumption that the price reform was implemented
together with the other structural reforms outlined in Chapter 2. See the section on a
Soviet customs union below for an exception to the argument.
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reforms on its own would then buy more Union goods at prices below
cost. This is a consequence of the distorted Union price structure,
however, and not a cost of an uncoordinated price reform. On the
contrary, this effect is beneficial because it gives the rest of the Union
an incentive to implement reforms.

In brief, the spillover effects of goods arbitrage that would arise
from an uncoordinated reform process do not constitute a valid argu-
ment for a centralized reform process. Moreover, experience has shown
that a credible reform strategy has to be adapted to specific local
circumstances. Some competition to select the best way of creating a
market economy should therefore be beneficial.

If there were a credible commitment at the Union level to imple-
ment a radical reform, the issue of a decentralized transition to a
market economy would not even arise. There are reasons to believe,
however, that the Union authorities may always be more cautious in
their approach to reform than the authorities in the smaller republics.

The creation of a market economy should benefit all citizens in the
long run. However, some groups are bound to lose initially, and it is
even possible that the majority of the population will be made worse
off for a limited period during which existing inefficient enterprises are
being liquidated and new efficient ones created to take their place.
This makes a fast transition difficult, because the authorities, who now
have to obtain democratic approval for their actions, will try to shelter
many groups from the adverse effects of the transition.2 It is apparent
that this problem increases with the degree of heterogeneity in the
economy. This explains why the smaller republics, which are more
homogenous regions, are generally willing to go faster and take more
radical measures.3

Furthermore, the creation of a market economy is impossible without
the support of an administration that executes and interprets the new
laws in the new spirit (Gros and Steinherr, 1990; Sachs, 1990). It is

2 Western societies have always had to face a similar problem, which is analyzed in
the literature on the political economy of protection. Measures that will hurt a small
group but benefit the rest of the economy may not be taken, even if the net gain to
society is large. The resistance from the small group is well organized, whereas the
support from the rest of the society is weak, because the gain for each individual agent
is small.

3 Differences in local attitudes toward the market economy are often used as excuses
by politicians, but Shiller, Boycko, and Korobov (1991) have found a surprising degree of
similarity in popular attitudes in the United States and the Soviet Union toward market
mechanisms.
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much easier to set up and control such an administration for a small
Baltic state than for the entire Soviet Union, the total administrative
body of which runs into the millions. The authorities of the smaller, and
therefore more homogenous, republics have the additional advantage
that action can be concentrated on a smaller number of important
sectors (some republics need not deal with the issue of converting
defense industries or with an energy sector that needs attention). This
is an additional argument for allowing the republics to implement their
own reforms.

Finally, the large military-industrial complex that dominates the
economy of the Soviet Union represents a powerful obstacle to a radical
reform that would necessarily diminish its power. Large expenses for
military purposes serve only the interest of a Union concerned about
its global role. Individual republics do not see the need to maintain a
large military establishment and are therefore more likely to overcome
its resistance to radical reform.

The above-mentioned arguments suggest that the implementation of
reforms should also be left to the republics. Otherwise, reforms initiated
by the republics may be blocked at the Union level. In the present legal
and political framework, the bureaucracy of the Union, especially the
KGB, can deter entrepreneurs from exploiting opportunities created by
the laws of the republics. A new Union treaty to establish the rule of law
and clear up some of the legal uncertainties seems therefore to be a
precondition for an effective devolution of the reform process.

Fiscal Federalism

A central aspect of the power struggle between the Union and the
republics concerns the distribution of expenditure and taxes. Although
this issue has been very much politicized, it is useful to bring out the
underlying economic considerations by applying arguments about fiscal
federalism to the case of the Soviet Union.

The main insight from the literature on fiscal federalism is that the
authority to tax should be delegated to the lowest possible level of
government to match as closely as possible tax payments and tax
benefits in the form of public goods produced. The constraint is found
in the production technology of the public good (every township can
have its own radio station and school, but not its own army). This
general principle suggests that a large degree of fiscal decentralization
would be appropriate for the Soviet Union, for, given its size and
heterogeneity, there are large differences in the needs of the different
republics. For example, a more developed republic might want to levy
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higher taxes to finance the expenditure on social infrastructure (higher
education, telecommunications, etc.) that is needed to sustain a modern
industrial sector.

From a pure efficiency point of view, the power of the Union gov-
ernment to impose taxes (or to coordinate the actions of the republican
governments) would thus be justified only by indivisibilities and external
effects. This implies that the direct role of the Union government
should be limited to defense, environment, infrastructure for long-
distance transport, and so forth. It might also be necessary, however, to
allow the Union government to coordinate republican fiscal policy in
order to limit tax competition (by establishing a common value-added
tax or a common principle of taxation of financial capital, for example).

This argument for a fundamental shift in fiscal authority from the
Union to the republics might seem to be inconsistent with the dominant
role of the central government in large Western countries. However,
most of the powers the central governments have over taxes and
expenditures have nothing to do with efficiency arguments; they are
used to redistribute income. Income redistribution on such a large
scale is motivated by the perception that all citizens of the country
belong to one community that cares about its weaker members. This is
certainly not true of the inhabitants of most of the republics of the
Soviet Union. It would be appropriate, therefore, to limit the role of
the Union government to those areas in which a central authority is
necessary on efficiency grounds alone.

A Soviet Customs Union?

Despite the customs administrations instituted by some smaller repub-
lics, goods and services can still freely cross republican boundaries. The
Soviet Union is thus still an economic union—a unified market within
which goods, services, capital, and people can move without any
obstacles. To obtain an idea of the level of the efficiency gains an
integrated market can yield, it is useful to recall that the elimination of
the remaining, small barriers to intra-EC trade by the Europe 1992
program is estimated to bring large economic benefits of up to 4 to 6
percent of the EC’s GDP, according to the Commission of the European
Communities (1988). If the Soviet Union were already a market economy,
the trade barriers contemplated by some republics should thus imply
very large economic costs indeed. There is, therefore, a strong a priori
case against the imposition of customs borders between republics,
which would break up the Soviet economic union. An exception to this
general presumption is warranted, however, in two cases:

32



Temporary regional protection during the transition. Most theoretical
arguments in favor of protection are based on the absence of a well-
developed capital market that would allow producers to finance an
initial period of learning by doing and the investment in capital and
technology necessary to enable them to withstand international compe-
tition. Experience shows that it would take some time to create an
efficient capital market in the republics, even in those that want to
reform their economies as quickly as possible. Hence, there is a strictly
economic rationale for republican protection during the transition. This
applies, however, only to those goods for which prices are set adminis-
tratively at lower levels in the rest of the Union. Temporary controls on
the interrepublican movements of those goods might be justified to
keep domestic producers from going bankrupt. Because very few goods
are actually available on a large scale at their official prices, however,
there are not likely to be many cases in which domestic producers
need to be protected against “unfair” competition from the rest of the
Union. On the contrary, it is more likely that other republics will
impose bans on the exports of their own subsidized products. Accord-
ingly, a republic that initiates reforms on its own will not need to
impose customs barriers; if its reforms are successful, the rest of the
Union will impose barriers for it.

Once a customs border is created, however, it produces a temptation
to extend trade barriers to all trade, not just to the initially restricted
goods. A fast transition toward a market economy would thus have the
additional advantage that the disruption of internal trade by internal
customs borders would be only temporary and limited to a small
number of goods. Furthermore, a fast transition would minimize the
temptation for individual republics to use overall protection to raise or
preserve employment—a temptation that would be difficult to resist,
for there will be considerable unemployment during a transition. The
economic difficulties faced by Central Europe after World War I, with
the disruption of established trade patterns by national protection, are
a good example of the damage that could result if regional protection
were to spread too far (for a detailed account of this period, see Kaser
and Radice, 1985-86).

Is the Soviet Union an optimal customs union? A number of repub-
lics may want to establish their own commercial policies because any
republic participating in the Soviet economic sphere would have to
adopt the same barriers (tariffs or quotas) for world trade as the rest of
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the Soviet Union.4 Once the transition period was over and regional
protection had lost its justification, each republic would have to decide
whether it would gain more from participating in world trade on its
own or from participating in free trade within the Soviet Union but
adopting the Union’s trade barriers vis-à-vis the outside world.

The standard analysis of customs unions shows that the benefits from
joining a customs union depend on several factors: (1) the degree of
protection practiced by the union, (2) the size of the union, and (3) the
size and economic structure of the participating economies.

In all likelihood, it will be some time before the Soviet Union adopts
a liberal trade regime. This implies that the first factor—the degree of
protection practiced—is already an argument for smaller republics to
opt out and conduct their own commercial policies. Inside a Soviet
customs union, they would import more high-cost products from the
other republics and would thus lose as a result of the so-called trade-
diversion effect.

The size of the union is relevant because, the larger the customs
union, the more likely it is to contain the lowest-cost producers of most
goods and therefore the less likely it is that trade diversion will take
place. This aspect does not favor the Soviet Union, however, because it
represents a market that is less than one-fifth the size of the European
Community. Moreover, the Soviet Union will not be for some time the
lowest-cost producer of the capital equipment most republics need to
modernize their manufacturing industries. Remaining in the Soviet
customs union would thus imply potentially large economic costs from
trade diversion.

For these two reasons alone, the Soviet Union in its present form is
not an attractive area for a customs union. But other considerations
suggest even more strongly that some republics would definitely gain
from leaving the Soviet customs union.

A by now widely accepted synthesis of the traditional comparative-
advantage view and the modern view of trade based on economies of
scale and product differentiation suggests that there will be intensive
intraindustry trade between highly developed countries simultaneously
with interindustry trade between countries with different capital-labor
ratios (see Helpman and Krugman, 1985). There should be little trade,

4 Another, more remote, possibility not discussed here is a mere free-trade area
without any common external trade policy. A free-trade zone would represent the
optimal solution from a theoretical point of view, but this is a policy any republic could
pursue even in isolation by instituting unilateral free trade with all partners.
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trade flows between Argentina and Brazil are also interesting, because
the relation between these two countries is similar to that between the
Ukraine and Russia, at least in terms of population.6 Only 11 percent
of Argentina’s foreign trade is with Brazil, but more than 28 percent is
with the European Community. A customs union between Argentina
and Brazil is therefore not likely to yield large economic benefits
(unless the common external rate of protection is much lower than the
present average of the two countries’ national rates). On the contrary,
such a customs union might actually be detrimental, because it might
lead to more trade diversion than trade creation.

Among groups of countries at a similar level of development (for
example, the OECD countries), the geographical distribution of trade
flows is determined primarily by the so-called gravitational factors:
distance, cultural affinity, and size of the different markets. Simple
equations that embody these factors can account for about 80 percent
of the cross-sectional variation in bilateral trade flows among European
OECD countries.7 These equations suggest that the overwhelming
factor in determining the geographical distribution of trade flows is
market size, which implies that the European Community is likely to
become the dominant trade partner for all European countries and for
the European Soviet republics.

The data in panel B of Table 2, on Finland, Greece, and Yugoslavia,
confirm that trade with the European Community is very important,
even for countries that are at its periphery. Indeed, even for a country
like Finland, which is not a member of the European Community,
Germany alone is almost as important a trading partner as is the Soviet
Union (more recent data show that Finnish trade with the Soviet Union
has fallen to about 10 percent of overall Finnish trade, reflecting in part
the loss of politically motivated Finnish-Soviet trade in the past).

The Finnish example is particularly revealing because the Baltic
Republics are in a similar position and of a similar size (Lithuania has
about the same population as Finland). Our example suggests that the
Baltic Republics would trade primarily with Western Europe if they were
to become independent (and to be accorded the same trade preferences
by the EC as Finland, a member of the EFTA). Hence, these republics
have nothing to gain from participating in a Soviet customs union.

6 The population of the Ukraine is 55 million (vs. 30 million for Argentina), and that
of Russia is 140 million (the same as Brazil).

7 See, for example, Aitken (1973). Balassa and Bauwens (1988) provide confirmation
of the importance of gravitational factors on an industry-by-industry basis.
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The Central Asian republics seem to represent a clear case in the
other direction. They can be expected to trade intensively with the
Soviet Union because of their lower level of development and their
geographical position. Their gravitational attraction to the countries along
the southern border (Iran, India), however, should not be underrated.

The Ukraine, Belorussia, and the Transcaucasian republics are in an
intermediate position. The Ukraine and Belorussia have an industrial
structure that suggests the possibility for intensive trade with Western
Europe, but geography and cultural factors favor strong integration
with Russia. In view of the Argentina-Brazil example cited above,
however, the first effect might be stronger. Geography suggests that
the Transcaucasian republics should trade intensively with the rest of
the Soviet Union but also with the Middle East.8

We have argued so far that the trade patterns of established market
economies suggest that a number of republics on the western edge of
the Soviet Union might in the future trade much more with Western
Europe than with each other. This argument is valid only if the trade
links created in the past can be changed rather quickly. Krugman
(1991) suggests, however, that historical accidents may have a perma-
nent impact on trade. It is therefore interesting to consider the case of
Yugoslavia, where the reform process started earlier. Yugoslav experi-
ence can be taken as an indicator of the speed with which the regional
distribution of trade can change.

Between 1982 and 1988, Yugoslav exports to the CMEA countries
(including the Soviet Union) declined from 44.8 to 26.3 percent of
total exports, and imports declined from 29.8 to 21.0 percent. At the
same time, Yugoslav exports to the European Community increased
from 21.0 to 38.7 percent of total, and imports increased from 34.6 to
40.5 percent (International Monetary Fund, 1989). This rather substan-
tial change in relative trade patterns (the EC and the CMEA essentially
switched places) as a result of only partial reforms in Yugoslavia sug-
gests that radical reforms might have a very large impact on the trade
patterns of some republics in the five-year transition period considered
necessary by the Union government for their smooth transition to
independence.

The experience of Poland shows that the redirection of trade can at
times be even more dramatic. In only one year, 1987, the share of
industrial countries in Polish exports increased by over ten percentage

8 See Commission, 1990c, annex 7, for an interesting application of a gravitational indi-
cator to trade among Soviet republics and CMEA countries.
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points (from 33 to 44 percent). This allowed the share of imports from
that group of countries to increase by almost 15 percentage points
(from 29 to 44 percent). The reform of 1990 continued this movement
and led to a further increase in Polish exports to industrial countries by
about 50 percent (Lipton and Sachs, 1990; Sachs, 1990).

Redirecting trade flows on this scale involves, of course, substantial
adjustment costs, which might be lower if the adjustment were to move
more slowly than in the case of Poland. But the data presented here
suggest that trade with the West can very rapidly displace the estab-
lished, planned trade flows and that their disruption is not apt to be as
catastrophic as is often argued.

A Soviet Common Currency?

The introduction of a national currency would represent for some
republics an important symbol of their independence. For certain
republics, the introduction of a national currency can also be justified
on purely economic grounds.

The literature on optimal-currency areas argues that the main advan-
tage of having a national money is the ability to use the exchange rate
to adjust to nationally differentiated shocks (Mundell, 1961). A more
fundamental argument resides in the ability to choose a “monetary
constitution,” including a peg or anchor, to the most appropriate
foreign currency. Different economic structures and social preferences
yield different optimal choices. These advantages, however, have to be
weighed against the gains from the ultimate degree of economic
integration provided by a common currency.9 This standard economic
analysis of the costs and benefits of a monetary union can be applied to
the case of the Soviet Union.

Introducing separate republican currencies would create a barrier to
interrepublican trade by increasing transactions costs. The importance
of this cost to splitting up the ruble area depends on the intensity of
interrepublican trade and the efficiency of the payments and clearing
system conducted in the ruble.

Estimates of interrepublican trade based on domestic prices are given
in Table 3. It amounts to more than 30 percent of output for most of
the smaller republics, including the three Baltic Republics, for which it
amounts to about 50 percent. These republics should therefore be the

9 For an evaluation of the economic costs and benefits of forming an economic and
monetary union in the European Community, see Commission of the European Commu-
nities (1990b).
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joining another currency area. The attractiveness of this alternative
depends on the geographical distribution of its trade. At present, all
republics trade more with each other than with the outside world. For
example, only about 15 to 20 percent of the total trade of the Baltic
Republics is with the outside world. The opposite is true of a country
like Finland, which is similar in geographical position population to
Lithuania. Only about 11 percent of Finnish trade is with the Soviet
Union, as opposed to over 40 percent with the European Community.

Once the Baltic Republics are integrated into the world economy,
their trade patterns are likely to resemble those of Finland today, for
reasons outlined above. In that case, they would gain more from joining
the emerging European Monetary Union (EMU) than from remaining
in the ruble area. This would not be true, however, as already noted, for
the Central Asian and Transcaucasian republics, which are more likely
to trade with the rest of the Soviet Union than with the European
Community or other industrialized countries.

For the larger republics, mainly the Ukraine, interrepublican trade is
less important relative to output (under 30 percent, comparable to the
foreign-trade ratio of France, with approximately the same population).
Hence, the economic argument for retaining the ruble is weaker. The
larger republics are probably viable currency areas on their own.
Moreover, as we argued above, a republic like the Ukraine might trade
more with Western Europe than with Russia once the transition to a
market system is completed. Even the Ukraine is unlikely to gain from
keeping the ruble.

In summary, the main argument against national money at the
republican level does not apply to the Soviet Union as long as the
transformation to a market economy remains substantially incomplete.
A fast reform process would increase interest in keeping the ruble on
the part of those republics best prepared for a market economy. But, in
the long run, only those republics that expect to trade more intensively
with the rest of the Soviet Union than with the European Community
should prefer the ruble to the European Currency Unit (ECU) as the
alternative to their own republican currencies.

As noted above, the main advantage of a national currency is the
ability to make exchange-rate changes when adjusting to nationally
differentiated shocks. This advantage is particularly relevant for the
Soviet Union, because the reform process will involve large regionally
differentiated shocks.

The domestic aspects of the reform process are already a source of
regionally differentiated shocks, because price reform will lead to large
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changes in relative prices and therefore to a significant redistribution of
income, given the high degree of specialization of many republics and
regions. Moreover, important aspects of the overall reform process may
be determined and implemented by the individual republics (or even
regions). Smaller republics with more developed administrative struc-
tures will therefore be able to reform their economies much faster than
larger ones. This implies, in turn, that their real exchange rates vis-à-vis
the rest of the Soviet Union may have to adjust considerably in the short
run. This adjustment can be achieved through movements of domestic
prices, but, given the size of the adjustment that may be required,
substantial inflation or deflation may be the result. Freedom to change
the nominal exchange rate can therefore be advantageous, particularly
if it is difficult to reduce nominal wages. Those republics that would
either lose from the freeing of prices or were slow to implement reforms
would benefit most from being able to devalue vis-à-vis the rest of the
Soviet Union. This would probably be the case for the Central Asian
republics. For the Baltic Republics, the income loss from price reform
(due principally to higher energy prices) might be offset by a faster
reform process.

Once the initial shock of creating a market economy has been at least
partly absorbed, the process of opening the Soviet Union to international
trade will create another reason for changing exchange rates between
republics. The republics that are close to major world markets for
industrial goods and have diversified industrial structures supported by
well-educated workers could expect to adapt more easily to international
competition. This adjustment, however, would require a real apprecia-
tion vis-à-vis the less-developed republics. Retaining the ruble would
therefore imply potentially large wage and price increases, which could
be avoided if those republics had their own currencies and could alter
the nominal exchange rates. Similarly, republics that would face a
deterioration of their terms of trade could avoid deflationary pressures.
This might be the case for some of the commodity-exporting republics
of Central Asia. Three additional considerations reinforce the case for
breaking up the Soviet monetary union.

Labor mobility is an important criterion used in the literature on
optimal-currency areas, because a lack of wage flexibility can be offset
by migration instead of by exchange-rate changes. But labor mobility in
the Soviet Union will probably remain limited for some time because of
the housing shortage, even though there are few legal obstacles to
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internal movement.10 Moreover, in some republics, large-scale migra-
tion would be rejected on political grounds.

It is often argued that a monetary union should be supported by a
fiscal framework that provides an implicit insurance mechanism, so that
a region hit by an adverse shock would receive a transfer of income to
compensate it at least partly for its inability to devalue its regional
exchange rate. Such a mechanism is not likely to develop in a reformed
Soviet Union, because the latest compromise reform plan says that most
fiscal powers would remain in the hands of the republics, which would
have to agree to any Unionwide unemployment insurance scheme.

Finally and most important, a common currency implies a common
inflation rate in the long run. In the Soviet Union, inflation is already at
the double-digit level, and a period of hyperinflation cannot be ruled
out. Because all republics that retain the ruble will have to share in this
inflation, those republics able to avoid the causes of hyperinflation—
excessive fiscal deficits and wage indexation—have a strong incentive to
introduce their own currencies.

10 Residency permits for Moscow, which are accorded only in special cases, constitute
one example of legal restrictions of internal labor mobility.
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5 EXTERNAL CONSTRAINTS ON THE MEDIUM-TERM
PROSPECTS OF THE SOVIET UNION

In this chapter, we shall assume that the Soviet Union manages to stay
together, and we shall attempt to sharpen our understanding of Soviet
growth prospects for the next decade or so. It is a necessary but
hazardous attempt—necessary, because we need to know roughly
where the Soviet Union is now to be able to project potential future
growth; hazardous, because nobody has reliable data on the Soviet
Union, not even the Soviets themselves. Different and changing meth-
odologies, unreliable enterprise reporting, and, according to some
Soviet experts, outright falsification make the task difficult. To illus-
trate, in March 1991, the new prime minister, Valentin Pavlov, stated
that industrial production in January 1991 was down by 50 percent
from January 1990; the Goskomstat (State Committee for Statistics)
reported a decline of just 4 percent for the same period.

Discrepancies in data are not unique to the Soviet Union, but they
are very pronounced there. We therefore compare estimates for the
Soviet Union with those for Eastern Europe and for selected Western
European countries and project growth scenarios in an effort to pro-
vide consistency checks. It is particularly important to know what the
Soviet Union can achieve without Western assistance and to what
extent rapid growth will depend on foreign investment. We conclude
that even modest growth in the Soviet Union will require a large
amount of foreign investment, which will be forthcoming only if a
profound regime change occurs.

Because it is highly doubtful that the Soviet Union will be able to
obtain foreign investments on a very substantial scale (more than
$1,000 billion is needed for the next 10 to 15 years according to some
estimates), priority must be given to foreign-exchange earnings. The
reform of CMEA trade was an important step, but rapidly declining
trade volumes have prevented the Soviet Union from benefiting fully.
Attention needs to be concentrated on two key sectors: energy and
agriculture. Energy accounted for nearly 40 percent of hard-currency
exports in 1990, and agriculture for close to 20 percent of hard-currency
imports. Both sectors have the potential for contributing much more
positively to the trade balance, and we therefore devote one section to
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should therefore admit that we do not know how high current incomes
are in the Soviet Union and Eastern Europe. What we regard as a
“reasonable” estimate depends, of course, on the final use of the data.
Estimates based on market exchange rates are reasonable assessments
of potential import demand but are not reliable as a basis of comparison
of income levels. The purchasing-power parity estimates in column (1)
of Table 4 are more meaningful for this purpose. On this basis, Soviet
income is about $5,000. We shall provide some evidence that this
figure may be closer to the potential output of a reformed Soviet
Union than the estimates in columns (2) and (3), which are preferred
by most experts. Later, we shall use average incomes between $2,000
and $2,500 to remain close to the now dominant view, but we have
serious doubts about the relevance of such estimates. There is, first, a
problem of internal consistency. The estimate of Soviet income shown
in column (2) is close to figures for Czechoslovakia and Hungary and
underestimates the differences in living standards. It is also hard to
believe that these Eastern European countries have average incomes
that are less than half those of Portugal and Greece.

To show that an estimated current income close to $5,000 is quite
reasonable, we add up the production of just three sectors valued at world
market prices but omitting interindustry shipments, which are sizeable.
We add only one more commodity to compensate for the omission (say,
the production of steel, valued net of energy costs at $40 billion).

Soviet energy production, which accounted for about 11 percent of
GDP in 1990 at current distorted prices, is worth close to $800 per
capita at the world oil market price of $20 per barrel. Soviet agricultural
production at world market prices, with a 100 percent markup for
processing and distribution, is worth about the same. The military
complex maintains an arsenal exceeding that of the United States, at
least in quantitative terms, and U.S. defence expenditure accounts for
over 5 percent of U.S. GDP, or more than $1,000 per capita. Hence,
the world market value of these three sectors alone represents a
potential productive capacity of $2,600 per capita. By implication, the
commonly accepted estimate of $2,000 to $2,500 GDP per capita in
the Soviet Union may not be overly pessimistic—unless, of course,
there is no reform and no serious disarmament.

The inefficiency of resource allocation, especially in investment, is one
of the explanations for low incomes in the Soviet Union and Eastern
Europe. This becomes apparent in Table 5, which shows that Eastern
European countries have been able to save a large share of GDP, with
which they have financed high levels of investment. During the last five
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lower in Eastern Europe. As a consequence, foreign debt is a much
more serious problem for Poland and Hungary, as the payment of
interest alone would absorb between 5 and 7 percent of GDP.

Since January 1, 1991, trade within the CMEA has been priced and
settled mainly in hard currencies. This is highly desirable for a more
rational allocation of resources and therefore provides a net gain for
the entire CMEA group. Nevertheless, some countries have lost out as
the terms of trade have moved against them. In addition, net importers
of energy will suffer if world oil prices increase. In both respects, the
Soviet Union gains while other CMEA countries experience large
terms-of-trade losses. The terms-of-trade gains to the Soviet Union
amount to at least $6 billion, according to a recent study by the Com-
mission of the European Communities (1990a).

Such computations also illustrate the exceptionally high vulnerability
of the small Eastern European economies and of the Soviet Union to
external shocks. The Soviet Union is a large country, but, if its GDP
per capita in only $2,000, its total GDP is less than Italy’s. Exports for
hard currencies account for less than 10 percent of GDP, but the
concentration of exportable goods (energy) makes for high terms-of-
trade vulnerability.

External Financing Requirements for Various Growth Scenarios

Many regard the availability of foreign capital as the major constraint
on growth in Eastern Europe. We shall therefore review the external
financing requirements for rapid growth before considering more
pessimistic scenarios. Our computations also provide useful insights
concerning the probable speed of reconstruction and convergence with
economic levels in the West.

The productivity gap between Eastern Europe and more advanced
industrial countries can be attributed to three broad sets of factors.
First, the economic system provides the wrong prices and little incen-
tive for managers and workers to become more efficient. Second, the
capital stock is insufficient and obsolete. And, third, the allocations of
capital and manpower are distorted across sectors. Precise estimates
are not possible, but it is generally considered that distortions in
allocation and the lack of motivation, taken together, are as important
as the inadequate capital stock. Thus, with an unchanged capital stock,
reforms could potentially increase incomes enough to reduce the gap
by half. We ignore this possibility in the scenarios below but shall
demonstrate the potential for saving and for improved performance in
external trade when we analyze the agricultural and energy sectors.
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unattainable level of about 20 percent. Hence, impatience needs to be
scaled down. Even over a horizon of fifteen years, the required rate of
growth required would be 12.5 percent (column 4). Although not
impossible in the light of East Asian experience, such a growth rate is
very unlikely. Of course, by the year 2005, the per capita income in the
European Community will be about $23,000 if growth averages 3
percent per year, so the Soviet Union’s income would then amount to
60 percent of EC income, even though an “economic miracle” had
occurred. The first lesson that emerges from Table 6, therefore, is that
catching up will require more than one generation, even for the most
advanced Eastern European countries. This lesson has considerable
importance for the question of whether and when these countries can
be integrated into the European Community.

Column 5 of Table 6 then computes the net capital needs (neglecting
depreciation) for the growth paths of columns 3 and 4. This computa-
tion assumes an incremental capital-output ratio of 2, which corre-
sponds to the average capital-output ratio for productive investment in
the EC. It thus neglects depreciation, social investment, and the cost of
an environmental cleanup but also neglects the potential efficiency
gains from reforms through better use of existing resources. These may
offset each other.

To accumulate the amounts of capital shown in column (5), a corre-
sponding amount of domestic savings or foreign investment is required.
Because some of the countries are already heavily indebted and foreign
agents are still reluctant to invest, given the uncertainties, we need to
know how much foreign capital is really required for the investment
needs of column (5). Therefore, we must look at savings.

Domestic savings ratios for the period 1985-89 range from 24 percent
in Czechoslovakia and Hungary to 30 percent in Poland and the Soviet
Union,2 but they are likely to fall from their forced levels in spite of

2 There is frequent confusion about treatment of interest payments on the foreign
debt and military expenditures in the national accounts. Strictly speaking, interest
payments are costs and are not paid out of savings. As with any other expenditure,
however, a fall in these costs would increase savings (ceteris paribus). Thus, high savings
rates in the past were achieved in addition to servicing the foreign debt. For future
scenarios, therefore, we do not subtract interest payments on the foreign debt. A similar
argument pertains to military expenditures. They are a form of consumption and not a
use of savings. If they are reduced, either consumption of other goods or investment can
rise without changing savings. Particularly in the Soviet Union and Eastern Europe, we
see a large scope for substituting welfare-generating consumption or investment for
military expenditures.
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possibly safer and higher returns. So far, these declines have not been
dramatic, as the precautionary motive for saving plays a more signifi-
cant role in a market economy. Increased uncertainty and insufficient
state provisions for old age, sickness, and unemployment are bound to
induce people to save.

Taking a conservative savings rate of 20 percent, Czechoslovakia
could finance the investment required to catch up in ten years and
could even achieve a slight surplus. Hungary would require twelve
years, and Poland, fifteen years. The Soviet Union would need much
more time, or foreign investment of more than $1,300 billion accumu-
lated over fifteen years (the savings gap amounts to $4,500 per person).

These computations suggest that there is a fundamental difference
between the Soviet Union and the other countries. Catching up with
Western Europe’s present income level over the next fifteen years is
feasible for Czechoslovakia and Hungary, less so for Poland, but out of
reach for the Soviet Union. Furthermore, the Soviet Union can get
close to this level only if its present income is grossly underestimated
and if foreign-capital contributions are significant. The size of the
problem, however, may far exceed the capacity of the West, even if it
is willing to support reform for political reasons.

These scenarios do not suggest that foreign capital will not be
necessary for the Eastern European countries. They do suggest that
even a scenario of high growth will not require much of an increase in
foreign debt over the period as a whole. Foreign direct investment will
be necessary to effect the transfer of technology and management skills
and to assist in reallocating national resources.

Foreign funds will also be particularly useful during the initial years
to finance the takeoff and to offset income losses generated by the
shock of restructuring. This is very clearly evidenced by the Polish and
Soviet experiences. Unfortunately, it is most difficult to borrow abroad
at the beginning of a regime change, and it is therefore of utmost
importance to establish credibility and creditworthiness as rapidly as
possible. As long as foreign investors are not confident about a future
return to stable growth with open borders, they will either not invest
or invest only in projects with very short payback periods.

Table 7 repeats the exercise in Table 6 under three more pessimistic
assumptions. First, we have scaled down income per capita at the
starting point by as much as 30 percent. These estimates correspond,
in our view, to plausible minima. Second, we assume an average
growth rate of only 3 percent for the next decade. And, third, we
assume that the entire existing capital stock needs to be depreciated
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financial aid so generously, even such a pessimistic scenario may be
infeasible, and all the weight of a slow and painful adjustment would
be thrown onto Soviet citizens. We cannot believe they would accept
prospects of this sort, and we would expect, instead, a strong pressure
for exiting, either individually through emigration or collectively
through secession in line with the analysis in Chapter 4.3

As our previous discussion made clear, there is a high probability
that the starting point of our growth scenarios, a GDP per capita
between $2,000 and $2,500, is a serious underestimate. We may also
have underestimated the capacity of the Soviet system to respond to
generous Western support (conditional on widespread reforms) and
overestimated the power of the traditional, reform-adverse institutions.
All this would be necessary to justify a “grand bargain” trading reform
for aid, as proposed by some Western and Soviet experts (Financial
Times, May 22, 1991). The same experts propose a financial package of
$15 to $30 billion a year for about ten years. Our scenarios suggest that
this will be too little to bring about a drastic turnaround, assuring
successful political pluralization and coherent market reforms—it may
merely serve to keep the system stumbling along.

Agriculture

In all Eastern European countries, the effects of collective ownership
and centralized planning have been most disastrous in agriculture, but
the worst situation is to be found in the Soviet Union. This is best
illustrated by the fact that the Soviet Union is a net importer of agri-
cultural products, although its arable land surface is far larger than
China’s, which feeds more than one billion people. What are the
prospects for Soviet agriculture? We concentrate on the potential
rather than the expected scenario.

Collectivization of agriculture in the Soviet Union began in the 1930s,
about twenty years earlier than in Eastern Europe. The destruction of
the traditional peasantry is therefore more complete. In addition,
collective farms are larger and more dominant in Soviet agriculture, so

3 Throughout this chapter, we have implicitly assumed that the labor force in Eastern
Europe remains constant. Demographic trends suggest that this assumption is correct.
Participation rates are already higher than in Western Europe, so further increases are
unlikely. With open borders, however, large income differentials between East and West
would provide a strong incentive to westward migration, particularly if growth in Eastern
Europe proceeds slowly. Such migration would become a pronounced phenomenon,
accelerating factor-price (income) equalization between East and West.
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that the division of labor is more pronounced. Low pay and long
distances to urban centers have made living conditions in the country-
side so dismal that people with the slightest skills have left for urban
centers. Hence, one major obstacle to reconstructing Soviet agriculture
will be the low skill level of the rural population. For this reason, if no
other, any comparison to Chinese reforms is misleading. Chinese
farmers are highly skilled and have demonstrated their ability to re-
spond strongly to price incentives. Soviet farming is, of course, less
labor intensive than Chinese farming, and the relative importance of
equipment and fertilizers is correspondingly greater, but what seems to
be most lacking is management. Western assistance in managing and
equipping production, distribution, and processing might make a very
important contribution.

Three, not mutually exclusive, arguments are advanced to explain the
low efficiency and the resulting import dependency of Soviet agriculture.
One points to the harsh climate and low soil fertility that make produc-
tion more intensive in the use of manpower, energy, and fertilizers and
more dependent on weather conditions. A second cites the model of
socialist planning, which not only emphasized the development of heavy
industry to the neglect of agriculture but also organized agriculture on
the industrial model, destroying the traditional peasantry (the kulaks)
and creating large collective farms run by socialist managers and
specialized agricultural workers. This second argument points to the low
productivity resulting from inefficient organization and the lack of
individual motivation, and also to the inefficiencies of transport, storage,
distribution, and transformation that cause abnormally high losses. A
third argument cites the pricing system, which provides inadequate
producer incentives. We discuss these issues in turn.

Climatic and weather conditions. The Soviet Union’s arable land,
permanent pastures, and forests substantially exceed those of any other
large nation (see Table 8). However, soil quality and climatic condi-
tions account for exceptionally high variations in land productivity.

Crop farming is concentrated in the grain belt, covering one-eighth
of the Soviet territory and extending from the northwest southeastward
into Kazakhstan and Western Siberia. The two principal environmental
problems are high latitude with long winters and extreme continentality
accounting for increasing moisture loss toward the south and east. Only
in the Baltic Republics and Belorussia can the annual precipitation
reach 1,000 millimeters; most of the grain belt receives only 200 to 600
millimeters.

Southeast of the Baltic coast is the famous chernozem (black soil) belt,

53





in some years, however, weather variability was up to 22 percent of
average yield). Only 52 percent of this variance in agricultural yield is
explained by weather fluctuations; the remainder is explained by input
variations. Hence, the importance of weather conditions should not be
exaggerated.

The results are not very different from those obtained in North
America, where climate and soil variations are comparatively large
(Desai, 1987). What is fundamentally different is the influence of
production organization and of price effects. In years of above-average
crops in the Soviet Union, inflexibility in the use of manpower and
machinery creates large discrepancies between potential and harvested
crops. This limits variability. However, the lack of price flexibility
increases variability, because prices do not increase in bad years to
induce greater production efforts. Moreover, procurement prices vary
inversely with productivity, increasing the share of low-productivity
areas, where output is also more volatile.

Socialist planning and organization of production. Since private
ownership of land was abolished in the winter of 1917-18, land has
been used by state farms, collective farms, other state organizations,
and private individuals. Those who defend the status quo emphasize
the ability of collective and state farms to finance and construct infra-
structure and to wield their bargaining power with the supply organiza-
tion. They also point out that the great majority of farmers do not want
changes in property rights for fear of losing social protection. A radical
dissenting view, expressed by Boris Yeltsin, is that “the land should be
given back to the peasants. How it should be farmed, whether by
collective farms, state farms, small private farms, or single individuals,
should be decided by the peasants themselves, and nobody else”
(Second USSR Congress of People’s Deputies, December 1989).

Table 8 allows a comparison of Soviet productivity with China, the
United States, and Western Europe. With some exceptions (cotton, for
example), the Soviet levels are low by international standards. This low
productivity can be traced to a comparative lack of skills and motivation
of Soviet agricultural workers, to inadequate allocation of resources, and
to a great variability in available and usable machinery and inputs.

Inadequacies in resource allocation have not been caused primarily
from inadequate funding. During 1975-86, agriculture and the agro-
industrial sector received investment funds amounting to about one-third
of all investment allocated through the state budget, with about 80
percent of that allocation channelled into agriculture and the remainder
to related industries. One might argue that productivity problems have
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been mainly related to the structure rather than to the level of capital
investments. Insufficient attention has been given to the allocation,
maintenance, and efficient use of capital equipment. Too much invest-
ment has gone into large-scale construction and land-reclamation projects
and too little into reliable equipment, retooling, and maintenance.4

As argued by the U.S. Department of Agriculture (1990), the inade-
quate quantity and quality of variable inputs (seeds, fertilizers, and
feedstuffs) and slowness in adopting modern agronomic methods have
limited the productivity of capital. Input deficiencies in some areas cut
the productivity of all other inputs. From 1970 to 1987, use of fertilizers
increased by 270 percent and use of pesticides by 240 percent, but the
use of tractors and trucks increased by less than 20 percent, and
agricultural output rose only 20 percent. During the same period, the
output-capital ratio fell by about 40 percent.5 Mechanized agriculture
requires developing suitable crop varieties, but less than 10 percent of
vegetable cultures have even partly met requirements for mechanical
harvesting and processing. Inadequate use of fertilizers and, in some
areas, excessive irrigation have significantly impaired soil quality even
in the most fertile regions. The main cause for low output is lack of
decentralization to adapt the use of fertilizers, pesticides, and irrigation
to the specific local needs.

Problems in processing food are commensurable with those in
producing it. From 1975 to 1987, fixed productive capital in the sector
rose by 90 percent, yet output rose by only 40 percent. Less than 20
percent of the vegetable crop and only 2 percent of the potato crop are
processed, despite the need for processing in a country where storage
and distribution facilities are grossly underdeveloped. Annual potato
and vegetable production is about 100 million tons, yet storage capacity

4 Projects also suffer from excessive completion time, so that obsolescence is built in
from the start. In the case of sugar refineries, where capacity is grossly inadequate, only
10 percent of the R 385 million allocated to major repairs and new construction from 1986
to 1990 was spent by the end of 1989 (U.S. Department of Agriculture, 1990, p. 48).

5 Even more devastating than these measures based on output are the results in terms
of value added. The Soviet machine-building industry allocates more than 30 percent of
its total output to the agricultural complex; the energy-producing industry, 28 percent;
the metallurgy and chemical industry, 32 percent; and the construction industry, 35
percent. Nevertheless, 70 percent of all agricultural operations are still performed
manually (U.S. Department of Agriculture, 1990). By comparison, in OECD countries,
supplies to the agricultural and food sectors represent, at most, 7 percent of output (that
of the chemical industry). Soviet definitions, however, are more extensive and include
transport and distribution.
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is only 22 million tons. Joint ventures with Western firms could prove
particularly efficient in this sector.

Pricing and budgetary implications. Agriculture has been singled out
in the government programs for 1990 and 1991 for increased investment
funding, even though investment is declining throughout the economy.
The basic strategy is still, however, to rely on centralized decisionmaking
and increased resource flows, with little attention given to incentives for
improving quality or for the efficient use of resources. Policy focuses on
shifting the supply curve and totally ignores movement along it.

The logic of the 1982 food program—still largely maintained—is to
provide inefficient state and collective farms with the resources neces-
sary to survive. The main policy tools have been highly differentiated
procurement prices and lax credit policies (negative real interest rates,
premiums for financial distress added to procurement prices, debt
write-offs, etc.). This policy has had far-reaching consequences.

First, it has not helped to increase efficiency. Because procurement
prices are low for efficient producers and high for less efficient pro-
ducers, producer surplus is expropriated from efficient producers. Why
this should be necessary in a socialist economy is not entirely clear, but
it discourages an expansion of production by efficient producers. For
example, the low-cost wheat-producing areas, where much of the best
wheat is grown, receive the lowest state procurement prices. At the
same time, the price that the state charges for mixed feeds is uniform
throughout the country and can be twice as high as the price of wheat
in the low-cost regions. Hence, farms in these regions have a strong
incentive to feed their high-quality wheat to their livestock.

Second, the average level of agricultural-produce prices relative to
the average level of industrial-goods prices has fallen steadily since
1975. This explains the difficult financial situation of most collective
farms and the dilapidated state of the capital stock.

Third, retail prices of many basic food products, notably livestock
products such as meat and milk, are below state procurement prices
(for meat, sometimes less than one-third; see Ellman, 1991). This price
difference is covered by state subsidies. In the 1990 budget, food
subsidies amounted to R 95 billion or 20 percent of total budget
expenditure, 10 percent of GDP, and 160 percent of the budget
deficit. Moreover, these subsidies mostly benefit higher-income groups
(meat is not affordable for lower-income groups and is less available
outside large cities).

There are other budget expenditures on agriculture (investment,
operational expenses). All in all, these accounted for 12 percent of
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GDP in 1990. It seems, therefore, of utmost importance to reduce
subsidies, eliminate differentiated producer prices, and introduce some
price flexibility in response to supply in order to control the budget,
reduce the trade deficit, and increase consumer satisfaction. Further-
more, in view of the inefficiency and very high spoilage rates of the
present marketing system, it would be sensible to allow private traders
to enter the market. This would require legal adaptations, however, for
“speculation” (buying and selling a product at different prices) is a
criminal offence under Soviet law.

Foreign-trade implications. In our view, the Soviet Union should be
able gradually to reduce agricultural imports and to become a net
exporter. Price liberalization, private ownership, and foreign assistance
would be enough to ensure this.6 Whether these reforms will come
about soon, however, is highly debatable.

We see the long-run Soviet opportunities in the excellent quality of
the soil in the southeastern and eastern Soviet Union, combined with the
proximity of the European Community, the largest market in the world.
Northern, Central, and Southern Europe are all accessible through
waterways, assuring transport costs competitive with trans-Atlantic costs.
The vital question is whether the EC market for agricultural products
will be opened up. We see some grounds for guarded optimism.

It will become very awkward for the European Community to keep
its agricultural markets closed to imports from the Soviet Union and
Eastern Europe, for the most effective help Europe can give is to open
its markets, including its agricultural markets. Maintaining the Common
Agricultural Policy (CAP) in its present form will be increasingly difficult
because of the high resource cost, the political conflicts created by the
dumping of European surpluses, and the environmental problems
caused by overproduction.

When agriculture in the Soviet Union and Eastern Europe produces
at a “normal” level, the effect on world prices, and hence on the CAP,
will be dramatic. Therefore, Europe can make an important and self-
interested contribution by reducing its own production to or below its
own level of consumption and thus providing scope for Eastern European
production without steep price cuts on world markets.

With the CAP relaxed, imports from Eastern Europe can substitute

6 Our long-term analyses yield much more optimistic scenarios than the short-term
arguments in Begg et al. (1990). Their study expects, however, an increase in Soviet
wheat production of at least 30 percent, representing 5 percent of present world
production.
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for EC production. In the longer run, it is perfectly reasonable to go
even a step further. Animal husbandry in the EC uses high-cost domes-
tic or cheap imported feedstuffs and causes serious environmental
problems in the most efficient, and hence dense, production centers.
Europe’s environment is a very expensive production factor, and its
cost rises much faster than in the vast spaces of the Soviet Union and
Eastern Europe. It would therefore be desirable to reduce animal
husbandry in the EC and to transfer production to the East. Instead of
exporting animal feedstuffs, the Soviet Union and Eastern Europe
would then have the opportunity to export products with high value
added (meat and dairy products, for example).

We therefore conclude this section optimistically. Soviet agriculture
has export capacity in the long run if it manages to introduce private
property, to reform prices, and to secure Western support for improving
food storage, processing, and distribution. In addition, it needs access to
European markets, and this should not prove impossible over the long
term. Providing these markets is arguably the greatest contribution
Western Europe can make to Soviet and Eastern European development.

Energy

After agriculture and the military complex, energy is the most impor-
tant sector of the Soviet economy. According to official sources, its
output accounts for 10.8 percent of total output. At world market
prices, the value of output in 1990 was equal to $240 billion, so the
share of energy was at least 15 percent of GDP at $5,000 per capita
and over 30 percent for lower GDP estimates.

Energy is even more important in the Soviet Union’s foreign trade,
accounting for 50 percent of hard-currency earnings. The Soviet Union
is the largest producer of energy (and oil) in the world and, after Saudi
Arabia, the largest oil exporter.

Given the very great need for imports of equipment and consumer
goods, the only slowly rising export potential of agriculture, and the
difficulty of substantially increasing foreign debt, energy exports will
remain essential. We have already noted that hard-currency pricing of
energy exports to CMEA countries is producing substantial terms-of-
trade gains. In recent years, about 50 percent of energy exports went
to socialist countries at below world market prices. Evaluated at $20
per barrel, these exports could have generated receipts of $40 billion,
or more than the total Soviet hard-currency exports in 1990. In fact,
however, petroleum exports generated hard-currency revenues not
much greater than $12 billion.
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Of central importance, therefore, is whether income from energy can
be sustained or even increased over the years to come. Pessimism is
widespread for several reasons. Some of the most easily accessible oil
fields are now depleted, and the cost of exploitation is rising. According
to official sources, the cost of oil extraction has tripled since 1985.

Table 9 shows that oil production has actually decreased since 1980.
This decrease was more than offset by the increase in natural-gas
production (the Soviet Union is estimated to hold 40 percent of world
reserves), but domestic consumption rose in line with supplies. Produc-
tion, transport, and refining facilities are inefficient and grossly wasteful.
Soviet oil refineries are technologically backward and lack hydrocracking
and catalytic units. As a consequence, the share of heavy oils, which
must be sold at unattractive prices, remains excessive. Finally, security
aspects have stopped expansion of nuclear energy production and caused
stoppages of gas transportation and resistance to further development.
In June 1989, the explosion of the Siberia-Volga gas pipeline at Ufa
caused the death of about 1,000 people and demonstrated that the lack
of technological control was not confined to nuclear power stations.
About one-third of the existing gas pipelines have polymeric insulation,
reliable for ten years, but planned to be in use for thirty.

Energy waste in domestic consumption remains at record levels. The
ratio of energy use to GDP is about four times that of Western Europe
and twice that of the United States.7 Reducing this waste will require,
first of all, moving energy prices gradually to world market levels, for
the installation of meters for private consumption and the reequipping
of industry will be costly and will require time. Furthermore, a rapid
increase in prices would render much existing equipment obsolete.
Prices could be raised across a five-year period, after a substantial
initial increase. In the interim, tax penalties could be used to increase
the energy efficiency of new equipment.

A reduction of the energy to GDP ratio by 3 percent per year over
the next ten to twenty years seems quite feasible in light of recent
OECD experience. Between 1972 and 1989, the energy intensity of
real GDP in the United States fell by 28 percent; in the European
Community, it fell by 20 percent. The oil intensity of output has fallen
by about 35 percent and 40 percent, respectively (Economic Report of

7 According to estimates by the International Energy Agency (1990), the Soviet Union
used 1 toe per $1,000 of GDP in 1988, as compared to 0.4 toe for OECD countries. The
ratio of 2.5 is lower than our estimate of 4 because the Agency used a much higher GDP
estimate.
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further, natural-gas production will have increased, but overall energy
production will actually be lower than in 1990.

Resources for investment in the energy sector are declining and will
remain insufficient during the years to come. During the 1980s, the
energy sector absorbed about 20 percent of overall investment, with a
net acceleration between 1985 (14 percent) and 1988 (24 percent).8

The heavy emphasis on energy investments represented a drag on
resources available for investments elsewhere and mainly served to
maintain wasteful energy consumption. In addition, the productivity of
new investments has been doubtful. According to several reports, even
physical productivity is sometimes negative (that is, it sometimes
requires more than one unit of energy to increase supply to users by
one unit). This huge absorption of resources without corresponding
returns contributed significantly to the overall economic downturn. It
will be essential in the future to reduce costs by using energy more
efficiently rather than by simply increasing production. In the energy
sector itself, investment should be focused on more efficient technology
in production, transport, and refining, not on expanding extraction. The
largest investment, however, will be required on the user side; existing
equipment must be replaced by more energy-efficient machinery.

Table 10 gives information on sectoral energy intensities. It shows
that the inefficient use of energy is much higher in certain sectors than
is suggested by overall data and suggests that reforms could start most
fruitfully in these sectors. Because these sectors represent a dispropor-
tionate share of overall economic activity (larger than in the West), the
savings would be particularly large (by contrast, the least energy-inten-
sive sector, services, accounts for only 27 percent of Soviet GDP, as
compared to over 50 percent in the OECD countries).

The Energy Research Institute of the Soviet Academy of Science
estimates that use of appropriate technology could save up to 520
million tons oil equivalent (mtoe), or more than one-third of use in
1990. This would take some time, but a reduction of energy intensity at
a rate of 3 percent per year appears to be feasible. The International
Energy Agency (1990) estimates potential savings by using Canadian
standards (technology and economic structure) and arrives at 463 mtoe,
of which 264 mtoe savings would be efficiency gains and 199 mtoe
structural gains.

8 The structure of energy production changed markedly between 1980 and 1990. The
share of natural gas increased from 26 to 38 percent, oil declined from 44 to 36 percent,
coal declined from 23 to 18 percent, and primary energy increased from 4 to 6 percent.
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would occur only in the absence of any efficiency improvement and
with a production level at about 20 percent below that of 1990. The
higher bound of $80 billion is based on a reasonable efficiency gain
and a higher production level (but still slightly below the 1990 level).

Because reasonably rapid development and reconstruction of the
Soviet Union (at a 3-percent growth rate per year) will not be feasible
without a substantial contribution from the energy and agricultural
sectors, several important lessons emerge from Table 9.

First, major efforts must be made on both the production and
consumption sides in order to generate a large surplus for energy
exports. Given the technology and capital requirements, Western
resources will be needed. Their provision, however, should be condi-
tional on price and structural reforms.

Second, given the exorbitant waste of energy, a rapid price reform is
mandatory. The effects on industry and consumers could be spread over
several years, but all new equipment should be obliged to be energy
efficient. If such a policy were carried out consistently, our 25-percent
gain in energy efficiency would be attainable. In our discussion on
growth scenarios, we experimented with the extreme assumption of
replacing the entire capital stock over a ten-year period. Although this
might be excessive, a 50-percent replacement would seem quite normal.
With a growth rate of 3 percent per year, about two-thirds of the 1990
capital stock would be replaced by the year 2000 and thus be energy
efficient. The efficiency level could double, and annual net exports could
rise to as much as $120 billion.

Third, under any scenario, oil will play a reduced role and natural gas
an expanded one. Will export markets exist for this natural gas? Western
European supplies are more readily available (Netherlands, Norway,
Algeria) for natural gas than for oil, and any shift to Soviet gas would
require political negotiations and a redesigning of transport networks.
Inspired by these requirements and the need for massive Western
assistance to the Soviet energy sector, the Dutch prime minister, Ruud
Lubbers, has proposed a European Energy Charter (EECH; Ludlow and
Ross, 1990).

Lubbers’ proposal is an example of policy proposals taking their
inspiration from Western European integration; the EECH as a sectoral
approach is inspired by the experience of the European Coal and Steel
Community (ECSC). Similarly, plans for an Eastern European Payments
Union (EEPU) are inspired by the European Payments Union (EPU),
and the creation of the European Bank for Reconstruction and Develop-
ment (EBRD) parallels the role of the European Investment Bank (EIB).
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Steinherr et al. (1990) argue, however, that the EPU experience is not
relevant under present conditions. Is this also the case for the EECH?
Let us first survey the arguments in favor.

The ECSC was created for both political and economic reasons. The
political aim was to control Germany’s iron and steel industry and
thereby control the key sector for economic growth and the defence
industry. Economically, the idea was to manage politically a market
where economies of scale in production had given rise to production
cartels. Similar motivations underlie the EECH proposal. With energy
as the key industrial sector, opening up to Western influence would
enormously facilitate the restructuring of the Soviet economy. At the
very least, Western investments in the Soviet energy sector could be
facilitated by reducing sovereign and industrial risks within an integrated
framework. Because energy efficiency depends on reforms embracing
the whole economy (price and structural reforms), the conditions
attached to Western intervention could have an economywide effect.
The magnitude of the energy problem and its key role suggest the
energy sector as an efficient level for reforms.

It would also be possible to negotiate long-term contracts and the
development of a transport network spanning the European continent.
Given the externalities and economies of scale, a planned approach of
this kind might be economically justifiable. This could also apply to a
common management of environmental problems. The Chernobyl
disaster has demonstrated that the externalities involved can affect the
entire continent. Reduced nuclear-energy production in the Soviet
Union might thus be financially compensated within such a framework.
These are the considerations that weigh in favor of an EECH. But
there are also considerable difficulties.

First, it is not yet clear with which Soviet partner such a scheme
should be negotiated, the Union or the republics. Once this question
has been settled, it will most likely involve the Union and several
republics. It is by no means evident that they will all accept loss of
sovereignty over such a key sector.

Second, the European scale of the project is necessary but hardly
sufficient. Most of the energy resources are located in Siberia and could
also be exported to Asia. Moreover, U.S. oil companies have already
started to invest in the Soviet Union, and one would hope that they will
be massively involved. Thirty-five countries and international organiza-
tions participated in the first organizational meeting in Brussels in July
1991, so that participation by non-European partners seems assured.

Finally, the approach would need to respect meticulously the priority
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for market solutions, that is, to deal only with those problems that the
private sector cannot solve. The ECSC was a supranational authority
with a heavy dirigiste orientation. This would not be feasible or desirable
in the case of an EECH, which should support market-oriented solutions.
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6 CONCLUSION

We have attempted in this study to describe the problems that can
arise in the transition to a market economy and the ways they might be
solved under the specific circumstances of the Soviet Union. Our main
findings are as follows:

Because a market economy is one indivisible entity, partial reforms
are doomed to failure, as experience has repeatedly shown. In addition,
a lengthy reform process is likely to make matters initially even worse
and to jeopardize the entire reform program. A comprehensive and
coherent reform package that is implemented at once (to the extent
this is possible) is therefore the best solution.

The elements of such a package are well known and include (1) price
and wage liberalization, (2) financial reform and the creation of a two-
tier banking system, (3) fiscal reform, and (4) privatization. The first two
elements can be implemented rapidly—within less than a year. Fiscal
reform needs more time, because an efficient tax-collection system
cannot be created overnight and because there is always an unavoidable
lag in collecting taxes. The experience of Poland, however, shows that
it is not impossible to achieve budgetary consolidation very rapidly.

The privatization of the industrial sector (as opposed to real estate)
is the biggest obstacle to a fast transition. Selling enterprises one by
one is a very lengthy process—as shown by the experience of the
Treuhand in the former German Democratic Republic—and is, in any
case, not likely to yield large revenues for the government. We therefore
propose that state-owned enterprises be transformed into joint-stock
companies, the shares of which (or at least a majority of shares) would
be given away, either to all citizens or to workers in the enterprises
themselves. Privatization through “workers’ shares” would have the
additional advantage of bypassing the ownership dispute between the
Union and the republics.

A partial (in some cases total) cancellation of corporate debt is
necessary to establish a viable banking sector and to ensure that enter-
prises can invest without being burdened by excessive debts left over
from the central-planning period.

Experience shows, however, that another, big problem is likely to
arise in the transition: new laws are easily passed, but they have to be
implemented and administered. This can be done only by a bureaucracy
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that sticks to the “market” spirit of the new laws. The quality of the
existing bureaucracy and its willingness to adapt to the new rules will
therefore be a crucial factor in the success of the entire reform process.
The lack of a legal tradition under the rule of law, as opposed to a rule
of administrative decrees in the Soviet Union, is a formidable obstacle
to effective reform.

The political situation in the Soviet Union changes almost daily, but
the events over the winter of 1990-91 suggest that the Union govern-
ment is neither willing nor able to implement a “big bang.” In contrast,
the republics are gaining in strength and confidence, and their govern-
ments seem to be more committed to implement a radical reform.

This leads us to ask whether all republics have an interest in remaining
in a Soviet economic and monetary union. We find that this is definitely
not the case for the Baltic Republics, because they can expect to trade
more intensively with the European Community than with the rest of
the Soviet Union once the immediate transition phase is over. The
issue is less clear for the Ukraine and the Transcaucasian republics,
because they will remain more closely integrated economically with
Russia. However, given the diseconomies of scale that will arise in the
administrative implementation of any centralized reform program for
the entire Union, even these republics would probably gain from a
large degree of economic independence.

Monetary stabilization at the Union level is endangered by the
external effects that will arise if a growing number of individual repub-
lics adopt their own currencies. Inasmuch as there is a large ruble
overhang, a currency reform might be the best way to keep the Soviet
Union together as a monetary union.

If current per capita income is, indeed, as low as $2,000, our projec-
tions of possible growth paths for the Soviet Union reveal that even the
most comprehensive reforms will not permit the Soviet Union to catch
up with present EC income levels within a generation. If fundamental
reforms are delayed, there will be little growth, even if the rest of the
world were to make capital generously available. Without the reform
program outlined in this paper, the outcome will be dismal growth and
a foreign debt of $700 billion by the turn of the millennium.

Heavy foreign indebtedness is avoidable, however, if the Soviet Union
embraces drastic reforms and opens the economy to foreign trade. We
have pursued this hypothesis in an analysis of two key sectors, agricul-
ture and energy. We have shown that the low level of agricultural
production is not attributable to harsh climate and geographic condi-
tions. With decentralization, private ownership rights, and free prices,
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agricultural production could be stimulated significantly and agricultural
revenues stabilized. The budget would benefit, because subsidies of food
consumption currently exceed 10 percent of GDP, and the external
accounts would benefit by the transformation of the sector from a net
importer to a net exporter. The trade-account shift could amount to over
$20 billion before the end of the decade.

In the energy sector, the main task is to reduce domestic waste
through pricing in line with world market prices. Current energy exports
generate $12 billion in hard-currency revenues. At world market prices,
the value of existing energy exports would increase to $40 billion. In
addition, the potential for energy saving is such that, in spite of lower
production and rapid economic growth, at least twice as much energy
could be exported ($80 billion or more) by the end of the decade.

To achieve this contribution of both sectors to the trade account,
which could total $100 billion or more by the end of the decade, access
to Western markets and transfers of Western know-how will be required.
In particular, the European Community will need to open up its
agricultural markets to Soviet and other Eastern European imports. In
the field of energy, a long-term political framework appears necessary
for the large direct investments and transfers of technology that are a
precondition for a fast recovery of exports. This is the economic ratio-
nale for the EECH that is currently being discussed.

We conclude, therefore, that the Soviet Union will not benefit from
substantial Western funds without direct Western leverage over reforms.
At present, the internal institutional chaos and the collapse of traditional
trade patterns have created a foreign-exchange crisis, but solvency does
not seem at stake. Internal reform is more important than long-term
capital commitments, and the West should do everything it can to hasten
the reform process. The agricultural and energy sectors are certainly two
major fields in which Western technology, management, and capital
would help to generate large resource savings that could reduce import
expenditures and produce much-needed export earnings.
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