22 Reform of the Russian Economy

BOX 1

	Russia

	Area (Thousand sq. km.)                                                                Currency 

Population 2000 (millions)

Population Growth Rate                                                               GNI per capita 2001

GNI per capita PPP

GDP Growth 1990-2000

Inflation Rate (1996 – 2002)

	17,075

ruble, 29 rubles = $1

146

-0.2%

$1,660

$8,010

-4.8%

36.33%

	
	
	7%

38%

56%



	   Value Added as %

of GDP 2000


	Agriculture

Industry

Services


	

	As % of GDP
	Government Expenditure 

Government Revenue

Exports 
	37.9

33.6

42.0


THE LEGACY OF THE “ERA OF STAGNATION”
PERESTROIKA AND GLASNOST
Phase
Date


Description


I

1985–early 1986
Rhetorical period. A lot of talk about reform but few specifics.


II

1986–early 1988
Legislative period. Creation of superministries, new laws on self-





employment, state enterprise, cooperatives, and property.


III

1988–1989

Attempted implementation of reform.


IV
1989–1991

Failure, abandonment of the perestroika model in favor of more 





radical 
reform.

1.
The Law on Individual Economic Activity (November 1986) allowed the establishment of small businesses in the service sector as individual proprietorships under license from the state.

2. The Law on State Enterprise passed in mid-1987 and effective as of January 1, 1988, gave much greater freedom to the management of state-owned industry. Hard planning targets were replaced by “state orders” and greater latitude was permitted in staffing, pricing, and choice of technique. Theoretically, enterprises were to become financially independent and accountable, initiating a “hard-budget constraint.”

3.
The Law on Cooperatives (May 1988) sanctioned the formation of larger private businesses. For ideological reasons they initially had to take the legal structure of cooperatives, but in reality this law facilitated the eventual creation of joint stock companies.

4.
The Decree on Property (December 1988) allowed the sale of state-owned housing to individuals, creating a housing market and leading to the privatization of 12 million homes by 1995.

500 DAYS TO A MARKET ECONOMY

Shatalin report, titled 500 Days: Transition to Market. It was deeply critical of the foundations of the Soviet system of centralized planning and sought to replace it with private property and liberalized market prices.

The long rule of the totalitarian socio-political system dragged our society into profound crisis. Indecisiveness of the government and the mistakes it made in economic policy brought the country to the brink of collapse. . . . For a long time economic policy did not consider the people’s interests. The state was wealthy while the people were poor. The state accumulated under its control almost all of the resources for production. Such resources were squandered on giant and ineffective projects, for increasing military power, and for certain ideologically flavored practices overseas even though the times have long passed since we could afford this.

Grand Bargain
During the summer of 1991 a group of Soviet reformers and Western academics gathered and drafted what became known as the Grand Bargain, under which the Soviet Union would commit to rapid economic and political reform, while in return the West would provide very substantial economic aid. Gorbachev rejected the plan and tried to negotiate less conditional terms in a meeting with the leaders of the G7 nations, held in London in July. This was almost his last act as leader of the Soviet Union, but he came away empty-handed. While vacationing in the Crimea in August, he was the target of a coup led by Communist Party leaders, which because of an inability to neutralize Yeltsin, unraveled after a few days of chaos. This led directly to the breakup of the Soviet Union; during September most of the constituent republics declared their independence, and by March only the Ukraine and Belarus remained. On December 25 Gorbachev resigned, and over the Kremlin the red flag of the Soviet Union was replaced by the red, white, and blue banner of the Russian Federation.

THE GAIDAR REFORMS

(1) Rehabilitation of the Ruble

(2) Market Liberalization

(3) Privatization

(4) Constructing a Social Security System

(5) Converting the Defense Sector

TABLE 22.1

Winners and Losers in Russia’s Inflation 1992–1993, Percentage of GDP, 1993


Losses
Gains
Net Gain


Households
12
0
-12


Enterprises
18
16
-2


Financial sector
0
8
+8


Government
0
4
+4


Other
0
2
+2


Total
30
30
0

SOURCE: William Easterly and Paula Vieira da Cunha, “Financing the Storm: Russia’s Macroeconomic Crisis,” Economics of Transition 2, no. 4 (1994).

OUTPUT COLLAPSE

 TABLE 22.2

Production in Selected Sectors (1992 prices, billions of rubles)


1990
1994
Change


Steel and metals
4,004
2,132
-47%


Light industry
1,926
512
-73%


Other industry
12,153
5,592
-54%


Agriculture
3,908
2,910
-26%


Total
22,087
10,368
-53%

Notes: Derived from Goskomstat data reported in World Bank Statistical Handbook 1995, “States of the Former USSR”; “Studies of Economies in Transition,” paper 19 (Washington D.C., 1995).

THE PRIVATIZATION PROGRAM
Small-Scale Privatization

The Voucher Privatization Program

The case for privatization through cash sales falls apart on both efficiency and especially political grounds. From the point of view of efficiency, privatization through cash sales is just too slow. It requires valuation, information collection, preparation of auctions and public offerings and a variety of other services which investment banks gladly supply given ample time and generous fees. It is important to remember in this regard that West European countries typically privatize a few firms a year, and even such rapid privatizers as Mexico and Chile could handle at best a couple of hundred of firms per year. In contrast, Russia needed to privatize 25,000 medium- and large-scale firms. If these firms were properly valued, prepared for auctions, or, as some investment bankers wanted, restructured prior to sale, odds are privatization would have never gotten off the ground. Even if it did, at the rate of 200 per year, Russian privatization would have taken over a century! In the meantime, the economy would continue to stagnate. From the political viewpoint, privatization through sales is even more problematic. To be politically feasible in Russia, this approach would have required the allocation of significant stakes to insiders at large discounts and only the remaining shares could be sold. Even such sales would probably have been resented, and certainly not supported, by the public at large. First, the highest bidders in cash privatizations often turn out to be illegitimate businessmen, former party and state security officials, and foreigners. Selling off the national patrimony to these investors generates public outrage rather than support.

 Option I workers would be given 25 percent of the shares for free, but these shares would be nonvoting. In addition, workers could buy 10 percent of the voting shares at a 30 percent discount from book value. Book values, based on the historic cost of capital before the massive inflation of the early 1990s, were very low. Consequently, any price based on book value was close to zero. Management had access to up to 5 percent of the voting shares at a similar price. Thus “insiders” were offered 40 percent of the income of the enterprise and 15 percent of the voting power for next to nothing.

Option II, which allowed workers and management to buy 51 percent of the capital for a price of 1.7 times book value—again close to zero.
 The rest of the share capital was to be distributed to the population at large by way of a voucher scheme. 

All citizens (including children) could purchase for 25 rubles a voucher with a face denomination of 10,000 rubles. This voucher could be turned over to an investment company, exercised personally at an auction, or sold. 

To save small investors from the need to make complicated bids, one strategy is to ask each investor to submit his voucher as a bid for the company. The equilibrium number of shares each voucher buys is then inversely proportional to the number of vouchers rendered. Thus, if the company offers 1,000 shares for auction, and 40 vouchers are submitted, each voucher buys 25 shares. If, on the other hand, 4,000 vouchers are submitted, each voucher buys only a quarter of a share. Each investor submitting vouchers is assured of getting some shares, but gets fewer shares of desirable companies.

The Dominance of Insiders.  Although one of the objectives of voucher privatization was to gain wide popular support, individual citizens were disadvantaged in buying shares because they had little information about both the intrinsic value of an enterprise and the number of potential bidders. Most of the valuable knowledge about enterprises lay with insiders and investment intermediaries. The mass privatization project created some 22,000 joint stock companies in Russia, of which 73 percent were privatized under Option II, and therefore the insiders automatically gained control; 25 percent of the privatization followed Option I, and Option III which allowed management to acquire 100 percent of the shares if they “promised” not to take the ﬁrm into bankruptcy and “strip” its assets. Less than 2 percent of privatization followed Option III.
 TABLE 22.3

Majority Owners of Private-Sector Corporations, 1995 and 1996 Privatizations (percent)


Majority Owners
1995
1996


Employees
59
64.7


  Rank and file
26.7
30.5


  Managers
2.3
4.2


  Top managers
0.4
0.4


  General director
0.4
0.8


  No majority insider
29.4
28.8


Nonstate outsiders
17.3
19.8


State
3.1
2.6


None
20.3
12.8

Note: Numbers do not add to 100% because of rounding.

SOURCE: Joseph R. Blasi, Maya Kroumova, and Douglas Kruse, Kremlin Capitalism: Privatizing the Russian Economy (Ithaca, N.Y.: ILR Press, 1997).

Take, for example, the automaker Zil, 30 percent of whose shares were offered in a voucher auction. The implied market value of the whole firm—which employed 103,000 persons—was a mere $16 million. Even more startling, 28 percent of the shares on offer were bought by just seven investment groups, more than one of which was affiliated to a single parent company. 

TABLE 22.4

Voucher Auctions in Russia: December 1992–June 1994


Dec. 1992–
July 1993–
Jan. 1994–

June 1993
Dec. 1993
June 1994
Total

Number of enterprises sold by calendar month
2,871
5,632
7,276
15,779

Employment (thousands)
3,243
5,278
9,249
17,770

Total vouchers accepted (thousands)
16,054
27,724
69,830
113,608

SOURCE: GKI/RPC Performance Database; MaximBoycko, Andrei Shleifer, and Robert Vishny, Privatizing Russia (Cambridge, Mass.: MIT Press, 1996), 106–107.

kleptocracies.
 

There are no well-paid posts to be had in small private enterprises, nor is there a “soft” budget constraint, so permissive to a variety of rent-maximizing kick backs even under reform. A shift of activity from the state to the private reduces therefore the possibilities for party apparatchiks and economic bureaucrats to extract rent. Hostility towards the private sector is therefore based not on ideology or even actual rent losses, but on gains foregone when the expansion of the state sector is curbed in favor of the private sector.

Privatization for Cash

loans-for-shares deals, 

The Financial and Industrial Groups

BOX 1 --- HERE

THE PROGRESS OF INSTITUTIONAL REFORM

STabilization – Achieved


Small Enterprise

The Banking System

TABLE 22.5

Grouping Banks by Capital, 2001*

	
	Number
	Share of  Total (percentage)

	
	
	

	Less than 3 million rubles
	121
	9.1

	From 3 million to 10 million rubles
	203
	15.3

	From 10 million to 30 million rubles
	304
	22.9

	From 30 million to 60 million rubles
	260
	19.6

	From 60 million to 150 million rubles
	184
	13.9

	From 150 million to 300 million rubles
	108
	8.1

	300 million rubles and more
	147
	11.1

	Total
	1,327
	


* Paid in authorized capital as per articles of association and registered by the Bank of Russia.

SOURCE: Central Bank of Russia, Bulletin of Banking Statistics 2002. 
POVERTY AND SOCIAL ASSISTANCE

 

TABLE 22.6

Income Distribution: Percentage Share of Each Quintile (1980 and 1991 to 1997)


1980
1991
1992
1993
1994
1995
1996
1997

Top
33.4
30.7
38.3
41.6
46.3
46.9
47.1
47.4

Second
23.1
22.8
26.5
24.8
23.0
22.4
21.3
21.1

Third
18.6
18.8
17.6
16.7
15.2
15.0
14.9
14.8

Fourth
14.8
15.8
11.6
11.1
10.2
10.2
10.5
10.4

Bottom
10.1
11.9
6.0
5.8
5.3
5.5
6.2
6.3

Total
100
100
100
100
100
100
100
100

Notes: Data are for total money income.

SOURCE: Goskomstat, Russia in Figures (Moscow: State Committee on Statistics of the Russian Federation).

 TABLE 22.7

The Incidence of Poverty in Selected Regions, 1994


                                      Percent 
Percent 

                                      Poor
              Very Poor


Rich in Mineral Resources


Magnitogorsk City
                                       17.0     
   4.8


Yakutiya Republic (Sakha)
                          28.8
                  5.8


Intensive Agriculture and Food Industry


Astrakhan Oblast
                                          72.4
              44.3


Oryol Oblast
                                                  58.7
              32.6


Industrial or Mixture


Adygeya Republic
                                         51.9
              19.4


Chuvash Republic
                                          42.5  
 22.7


Khanty-Mansiysky District
                            28.8
  13.2


Krasnoyarsky Krai
                                          43.5
  20.1


Moscow Oblast
                                               41.0
  19.7


Tver Oblast
                                                      39.1
  18.1


Voronezh Oblast
                                              20.4
   10.2

Notes: The “poor” do not have enough income to purchase the subsistence minimum consumer basket as defined in Goskomstat poverty measures; the very poor are unable to purchase the food component of the subsistence minimum. Moscow Oblast excludes the city of Moscow.

SOURCES: G. N. Volkova and L. A. Migranova, The Living Standards of the Russian Population by Region, Bulletin no. 12 (Moscow: Center for Living Standards Study, Ministry of Labor, 1994).

The Tax System

 TABLE 22.8

Outcome of Federal Budget, 1998 and 2000

Shares of GDP 

	
	1998
	2000

	Revenues
	8.9
	16

	Tax Revenues
	7.5
	13.7

	   Of which: Value-added tax
	3.4
	5.3

	   Profit tax
	1.1
	2.5

	   Excise Tax
	1.5
	1.9

	   Customs duties
	1.3
	3.2

	   Other tax revenues
	0.2
	0.8

	Non-tax revenues
	0.4
	1

	Revenues of budgetary funds
	0.9
	1.3

	
	
	

	Expenditure
	13.7
	13.7

	Debt service
	3.9
	2.4

	   Domestic debt service
	2.4
	0.8

	   Foreign debt service
	1.5
	1.6

	Non-interest expenditure
	9.8
	11.2

	of which
	
	

	   Defense
	1.7
	2.7

	   Social Sphere
	2.0
	1.9

	   Financial aid to the regions
	1.6
	1.4

	
	
	

	Budget Balance
	-4.8
	2.3


SOURCE: OECD Economic Surveys, Russian Federation, 2002

TABLE 22.9
General Government Budget, 1998 and 2000 (percentage of GDP)

	
	1998
	2000

	
	
	

	Federal government
	
	

	Revenue
	8.9
	16

	Expenditure
	13.7
	13.7

	   of which transfers to regions
	1.6
	1.4

	   of which transfers to extra-budgetary funds
	0.6
	0.4

	Balance
	-4.8
	2.3

	
	
	

	Consolidated regional budgets
	
	

	Revenue
	14.5
	15.1

	   of which transfers from federal government
	1.6
	1.4

	Expenditure
	14.9
	14.6

	Balance
	-0.3
	0.5

	
	
	

	Extra-budgetary funds
	
	

	Revenue
	8.7
	8.6

	   of which from federal government
	0.6
	0.4

	   Expenditure
	8.7
	7.1

	   Balance
	0
	1.5

	
	
	

	General government
	
	

	   Revenue
	29.9
	37.9

	   Expenditure
	35.1
	33.6

	   Balance
	-5.2
	4.3


 Source: Ministry of Finance, Economic Expert Group, Goskomstat, in OECD Economic Survey of Russia, 2002.

Competition Policy

 TABLE 22.10

Concentration in the Former Soviet Union



Percentage of 


Production by 

Type of Product
Largest Producer


Sewing machines
100


Washing machines
90


Freezers
100


Concrete mixers
93


Road-building cranes
75


Hydraulic turbines
100


Steam turbines
95


Polypropylene
73


Electrolytic tin plate
100


Stainless steel pipes
96


Color photographic paper
100

SOURCE: The Economist, 11 August 1990, 67, from Goskomstat.
Agriculture

Russian agriculture has been a persistent failure throughout the twentieth century. The countryside, still home to over 20% of Russia’s people remains impoverished and depressed and will continue to be that way until some viable stimulus to agriculture is found.  Prior to 1914 Russia was the world’s largest exporter of grain, and so the potential to be at least self-sufficient is there. Collectivization under Stalin led to a demoralized and unproductive farm sector, and augmentation through state farms brought little relief.  However, persistent food shortages bear at least some of the blame for the fall of communism.  Even after the collapse of the Soviet Union, privatization of agricultural land, opposed by the remnants of the Communist party and the Peasants party was slow.  Now almost 90% of Russia’s 190 million hectares (470 million acres) is in private hands.  The vast majority of it has been handed over to the former collective farmers, but generally in parcels too small to farm economically.  The title to the land is still uncertain and the consolidation of these smallholdings into viable farms is all but impossible.  The same uncertainty, coupled with the lack of adequate financial intermediation, make borrowing by farmers for equipment and land improvement difficult in the extreme.  Foreigners, particularly West Europeans, would like to invest in Russian agriculture, but are denied the legal right to own land. 

The Duma passed a law in 2002 that in theory created a market in agricultural land and in theory the path should be clear to consolidation and innovation.  The reality is likely to be trickier.  The Communist years killed off (too often literally) the prospect of “family farming”, and the creation of efficient agriculture will be tough as a result.  Good farmers are in short supply, and so are farm laborers.  Despite the high levels of unemployment, Russian’s are willing to work the land.  One solution, already tried in the Stavropol region, is the importation of contract farm workers from China, who are happy to work for about $100 per month
.  

Prospects for the Russian Economy

The Russian economy fell sharply during the 19909s, but during 1997 there was considerable optimism about the future.  The data seemed to indicate that a corner had been turned, and after a long period of falling GDP, positive growth was in prospect.   The subsequent revelation that not only were the statistics unreliable, but they had also been deliberately manipulated by Goskomstat, the state statistical agency, was a serious blow. It suggests that the government will resort to deliberate deception to achieve its aims; a fact that once revealed has a negative effect on incoming investment and international lenders. The next disappointment came from the Russian stock market, which after booming during 1996 and 1997, fell during 1998 and collapsed in a dramatic fashion in August.  This was followed by a 50 percent devaluation of the ruble (after a $4 billion IMF loan had been wasted in its defense), an indefinite default on domestic government debt, and a 90-day moratorium on payments on foreign debt. 
 

TABLE 22.11

Key Macroeconomic Indicators 

	
	1998
	1999
	2000
	2001

	GDP % growth
	-4.9
	5.4
	8.3
	5.5

	fixed capital Investment % growth 
	-12
	5.3
	17.4
	7

	Inflation % per annum
	84
	37
	20
	19

	Exchange Rate Ruble/$
	10
	25
	28
	29

	Unemployment %
	13
	12
	10
	9

	General Govt. Budget balance 
	-5.4
	-0.8
	3.6
	2

	Current account (% of GDP) 
	0
	13
	18
	10

	Source OECD, Survey of Russia, 2002.
	
	
	
	


The pattern since the collapse of 1998 has been one of clawing the way back to growth and stability.  After a sharp fall in 1998 GDP growth is again positive and quite strong, averaging over 6% per annum.    This has been helped by the high level of world energy prices which have benefited Russia is all sectors -- GDP growth is strong, capital formation surged in 2000, the current account balance has swung into surplus and government revenue is higher.  

1.
Even after the 2001 tax reform, which more clearly delineated fiscal capabilities, the tax system still needs extensive reform, and attention needs to be paid both to revenue potential and incentive structure.

2.
Many large privatized enterprises remain to some degree on a “soft-budget constraint.” Billions of dollars have been channeled into them through “soft loans,” 90 percent of which have not been repaid, even though they are ruble-denominated and inflation has made them practically worthless.

3.
Competition policy needs to be enforced.

4. Foreign investment seems to be necessary if Russia is to grow, but the capriciousness of the tax system, political uncertainty, and corruption keeps it low.

5. Russia needs to create a real banking sector.

The unreliability of official statistics increases the value of microeconomic studies by outside agencies. A study by McKinsey and Company reported in The Economist makes particularly disturbing reading:

The study compares Russian-based companies (whether foreign or locally owned) with their American counterparts, sector by sector. It shows that Russian productivity is, on average, only 19% of American levels. Before the post-Soviet slump in output, it was only 30%. Depressingly, the 10% of the workforce that works on industrial capacity installed after 1992—presumably the best—is still producing at only 30% of American levels.


The HIV Epidemic and the Russian Economy


Many nations around the world have been adversely affected by the spread of HIV -- predominantly in Africa where the epidemic has been most severe.  Until quite recently the impact on Russia was apparently very small.   Until 1995 only 100 to 200 new cases were reported each year.  Since that time, however, the number of infected cases has doubled every 12 months.  By May 1, 2002 the total number of registered cases reported to the Federal AIDS Center had reached 193,000.  Experience has shown that the majority of cases are undetected or unreported; using conventional multipliers the current incidence in Russia is probably around 1,0000,000.  Furthermore, although the primary initial transmission mechanism in Russia has been through intra-venous drug use, it has now spread to the non-drug using population. The average length of time between infection and death is about 12 years and so the death rate is still small, but it will surge from about 2008 onward; unless treatment improves the World Ban estimates that the death rate will be in the thousand per month.  Since 60% of AIDS sufferers are between 20 and 30 the pandemic will strike hard in the economically active population. 





The economy will be affected through several channels.  Labor supply will fall with the rising death rate, but labor productivity will be adversely impacted well before that.  The need to maintain support systems will affect productivity across society, not merely among those actually infected.   The savings of AIDS affected families will be dissipated, the safety net will be tested  and the burdens upon the health system will increase, which will in turn adversely affect the quality of care in other areas.  Presently, the treatment of an AIDS sufferer costs some $9,000 per person per year. Some countries have been successful in negotiating a lower cost and real price decreases can be expected in the future.  Nevertheless, it is optimistic to believe that the cost of drugs will fall as low as $3,000 per case per year.  At present, this is almost twice Russian GDP per head expressed in current exchange rate terms. 





The macro-economic impact of AIDS in Russia is, in the opinion of the World Bank, a heavy blow waiting to fall.  It estimates that because of the Aids crisis growth GDP in 2020 will be 10% less than in the absence of the epidemic.  In other words AIDS will cost a full percentage point of growth a year.  The World Bank rightly observes this is “substantial in an economy in as much need of rapid growth as Russia’s.”  





The World Bank, “Russian Economic Report” available at www.worldbank.ru

















Box 1 The Problems of Small Enterprise





Conversion of Russia’s state-owned behemoths has been tortuous and slow.  Seemingly bright stars have faded; for example, enthusiasm for defense conversion turned sour.  Only in the oil and gas and forest product industries have Russia’s firms shown themselves to be close in competing on world markets.  The hope for the future probably lies in the growth of small firms, and therefore the conclusions of a recent OECD report were somewhat depressing.  In the initial stages of liberalization, small enterprise growth was vibrant between but the number of small firms and proprietorships has stalled since then at about 875,000.  They account for about 20% of total employment about 8.7% of GDP.  Their share of GDP has actually fallen in each of the last four years and is now about 8.0%, much less than the 12.2% that the small enterprise sector accounted for in 1997.  In part this is due to the increase in oils and gas prices which has artificially inflated GDP, but the lack of progress is apparent.





Russia’s entrepreneur’s face many of the same problems encountered by small businessmen everywhere, but some are clearly more acute here.  Access to capital is especially tough given the absence of genuine banking system.  Taxation is high and confusing with overlapping tax authorities competing for revenue.  “Unofficial taxation” – paying bribes to politicians and bureaucrats is of problem for two thirds of firms, an OECD survey found.  Crime is a perpetual concern.  The high inflationary situation makes rising input costs a perpetual problem.     





Long-term growth depends on the success of small and medium size business.  At present Russia’s entrepreneurs have plenty of enthusiasm but face huge difficulties.  As a result of their problems over 50% of businesses class themselves as not stable – with 5% calling themselves critical.  Clearer taxation, better crime prevention, a real banking sector and less corruption are all needed if small business is to succeed.
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