"After more than five years it is necessary to acknowledge that the economic reforms in Russia have not been the success that so many insisted they were  for so long... Given the enormity of the cynicism and the warped, dysfunctional patterns of behavior that earlier reforms have  generated...redress will not come easily.”
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At a luncheon this past July in Salzburg, Austria, Yakov Urinson, the Russian minister of economics, was asked about his expectations for the Russian GDP in 1997. Echoing his bosses, Prime Minister Viktor Chernomyrdin and President Boris Yeltsin, Urinson predicted that Russia's economic collapse was over and that this year the GDP would finally grow by 1 to 2 percent. He cautioned that Russian statistics are not always helpful because of the difficulty of measuring the growth of private business and the gray sector of state industry. To hold their taxes to a minimum, all factory directors, whether in private or state-owned enterprises, understate their sales and profits. Urinson's predecessor as economic minister, Yevgeny Yasin, was also present and was asked if he concurred, particularly since Yasin has often reflected a considerably more skeptical attitude. Yasin replied that, "No, I do not differ from the government's forecast. I expect the GDP to grow in 1998." This was Yasin's diplomatic way of signaling that indeed he did disagree. 
That there is disagreement over how much weight to attach to the private business sector in Russia, how accurate the statistics are, and whether the turnaround will come in 1997, 1998, or even later should not come as a surprise. What is surprising is that almost six years after Boris Yeltsin's reforms were set in motion, the results have been meager at best.


According to most estimates, the GDP in 1996 was at least one-third, some say as much as one- half, lower than it was in 1991. (Even electricity generation, regarded as the most reliable indicator of economic growth, was down by 20 percent.) Moreover, most government officials including Yasin as well as a number of foreign advisers—have been predicting that the economy would turn around in the year to come since at least 1992 or 1993.


Understandably, government officials must profess allegiance to and support for their efforts, but even if the Russian economy should show positive signs of growth next year, Russia has already suffered through a minimum of five years of economic travail. Conditions in some of the other former Soviet republics are even bleaker (notably Ukraine), but after more than five years it is necessary to acknowledge that the economic reforms in Russia have not been the success that so many insisted they were for so long. Even Georgia, which has been wracked by civil war and bereft of a similarly ambitious reform program, has reported that its GDP grew 10 percent in both 1996 and 1997.


Anyone attempting the transformation of so large and complex a country as Russia was bound to endure problems and setbacks. But reformers in Poland and China have encountered far fewer problems and brought a much better life to their people. Where did the Russian reformers and their advisers go wrong, and if they were to do it over again, what should they do differently?

THE EXCEPTION, NOT THE RULE


Probably the biggest mistake of both the reformers and their advisers was to insist in strident terms that reforming Russia would be like reforming any other dysfunctional economy, whether it be in Latin America, Asia, Africa, or Eastern Europe. These economists repeatedly argued, even convincing some politicians in the process, that there was no such thing as a unique economic man—a homo sovieticus. When confronted with economic circumstances such as an increase in prices or a drop in production, Russian decision makers would react exactly as their counterparts elsewhere in market societies.


This is not entirely wrong; what it omits is that there may be common behavior, but only when the institutional and cultural environments confronting the two decision makers are reasonably identical. What is neglected, however, is that Russia has had such different institutional and cultural influences shaping the present decision-making environment. Not the least of these factors is that Russia endured 30 years more of communism than any other country. By 1992 there was almost no one around who remembered what a market environment was like.


Nor does it help that even in the pre-Bolshevik era, Russian business practices were significantly different from those that prevailed in Western Europe and the United States. For example, a special decree from the czar was required before a new corporation could be established in Russia. By 1900 all that was needed in most of the West was a routine registration procedure with state authorities. Requiring a decree by the czar meant that the bureaucrats associated with the process were able to engage in enormous extortion and bribery.


The virtual suspension of spending on the Soviet military-industrial complex also exacerbated Yeltsin's reform process. Conversion to civilian goods production has proved to be an all but impossible challenge in almost all postwar economies, including those market economies that have a relatively small military establishment. Imagine then how difficult it was for a large, nonmarket economy where, according to Soviet President Mikhail Gorbachev, military expenditures were about 22 percent of GDP. (t discovered this summer while traveling on the Trans-Siberian Railroad through key cities like Irkutsk and Novosibirsk, that military expenditures were closer to 80 percent of industrial output in these two cities.) The end of the cold war and the shortfall in collecting taxes, which in turn required the slashing of state expenditures, have meant that almost all the factories that were producing military hardware were adversely affected. As a consequence, most factories in such cities are lucky if they operate as many as five days a month. For the most part they stand abandoned, resembling their counterparts in Bridgeport, Connecticut. However, in the United States, Bridgeport is today the exception; Irkutsk and Novosibirsk, with their tens of thousands of unemployed, unemployable specialists, are the rule. Restructuring these monoliths and finding jobs for the unemployed would complicate the reformers' task even if there were no other problems.

PRIVATIZATION, RUSSIAN  STYLE

Strange as it may seem, privatization, an important aspect of the reform.process, was made more difficult because Russia is so rich in natural wealth. Normally one would expect just the opposite, and many countries do suffer because they are so poor in raw materials. But since Russia has so much natural wealth, the decision to turn these resources over to private owners set off a grabbing frenzy that has warped not only Russia's privatization process but economic reform in general. There were few knowledgeable officials who could resist the temptation to help themselves to some of the country's rich deposits of gold, diamonds, oil, natural gas, aluminum, and nickel.


Despite the temptations, the reformers insisted that private ownership was always superior to state ownership and that was the governing philosophy underlying the privatization effort. There was also the presumption that once the country's properties and businesses were privatized—especially if shares of the properties were distributed widely to the general public—it would become considerably more difficult for the Communists to gain support for a return to communism.


Based on this reasoning, the reformers decided to transfer the country's wealth as quickly as possible to private owners. It was easy to understand why onetime party and government officials suddenly began to vie for ownership rights. Initially many of them opposed the termination of state control. But once they saw that privatization was inevitable, many reasoned that because they and their bureaucratic associates were better informed, they should be the ones to take charge. If they did not, there was always a risk that some less qualified and less sympathetic hustler would gain control. Under the circumstances, even those who started out with a social conscience could not resist the temptation.


The reformers were so focused on overcoming resistance to their privatization efforts that they devoted only minimal attention to facilitating the start-up of new businesses. An effort was authorized in late January 1992 to support start-up businesses. But after complaints from the public about the unsightliness of "all those street vendors" as well as pressure from the mafia to eliminate threats to its domination of Moscow business, it was suspended in May, just a few months after it was announced. This did not mean the end of new business startups, but they became more of a challenge, and state authorities felt fewer restraints in their insistence on the need for permits, licenses, and taxes. Not surprisingly, many would-be business people in Russia insist that it is now more difficult to open a new business than it was seven or eight years ago.
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This lack of emphasis on new business formation is perhaps the biggest contrast between the reforms in Russia and those in Poland and China. For example, after five years of reform, Poland had 1.8 million new businesses; Russia, almost four times the size of Poland, had fewer than 900,000. The absence of a competitive market network in Russia that would have come from such new business formation has had significant consequences. In contrast, most of the state enterprises, typically massive industrial complexes, had been intentionally designed as monopolies. Soviet central planners reasoned that by avoiding needless duplication these large monopolies would be more efficient and lower cost producers than their counterparts in the West. This may have made sense in a centrally planned economy but not in a market environment. And however superior a private enterprise is to a state enterprise, the reformers failed to understand that when they privatized state monopolies they ended up with private monopolies, not a more competitive market system.


The Poles and the Chinese were better able to deal with the negative consequences of the monopolies because they encouraged the creation of a network of new start-up businesses. This was not always a foolproof solution but it helped. Having hundreds of competitors also made it harder for criminal groups to assert their control. The absence of such clusters of competition in Russia, especially in the initial phases of the reform, is at least a partial explanation for the dominance of the mafia.

MOSCOW AT THE CENTER


The failure to build a competitive infrastructure had devastating consequences for the reform effort, both initially and subsequently. It also affected the operational practices and behavior of Russian business institutions, which were more likely to view themselves as above the law and the public interest than their counterparts in the West. In China and Poland, the rapid growth of new businesses created a more competitive environment and a more acceptable code of behavior. This generated the higher level of output and lower level of inflation that a competitive environment brings, and also served to absorb many of the workers cast off by the restructured state enterprises and the collapse of the military-industrial complex. Without such a shock absorber, Russia's economic situation, already in a critical stage in 1991, became even more dysfunctional. For example, like good monopolists, the newly privatized Russian enterprises raised their prices and cut production. This contributed to the 26-fold increase in prices and the 20 percent drop in GDP that crippled the country in 1992. The impact was particularly severe in the provinces, especially those regions that had been dominated by industries devoted almost solely to the production of equipment for the military.


Moscow was not immune to the upheaval brought about by the end of the cold war, but it was able to take advantage of the fact that it was the country's tax collector as well as the funnel through which almost all foreign investment flowed. Oddly enough, the privatization process also enhanced the concentration of economic power in Moscow. At first, as the factory directors became the predominant shareholders in their factories, it looked like more of the wealth would be moved out of Moscow to the location of the factories themselves. But by 1995 some of the larger Moscow banks had set up holding companies and begun to acquire an ever larger share of the country's industrial base. This reversed the flow and brought control of even more wealth to Moscow; one Moscow banker boasted in November 1996 that he and six other bankers and their holding companies controlled 50 percent of the country's nonagricultural wealth. This was an overstatement, but if the large energy companies also headquartered in Moscow, such as Gazprom and Lukoil, are included, then the control of the bankers and these two companies probably does approximate 50 percent.


This added to the disproportionate wealth concentrated in Moscow: in 1996, 5 percent of the Russian population living in Moscow generated 35 percent of Russia's GDP and controlled 70 to 80 percent of its capital. In contrast to the rich in Moscow, in 1995 as much as 35 percent of the Russian population was below the poverty level. By 1997 that had fallen to 22 percent, but at the same time the average income of the richest 10 percent of the population was 13 times that of the poorest 10 percent. While a source of disquiet in a society that until recently had a much narrower spread of income disparity, it was nonetheless an improvement over 1996, when the income of the richest 10 percent was 16 times higher.

BOTTOMED OUT, BUT NOT SPRINGING BACK


As the income inequality statistics indicate, there are signs, despite some serious disparities, that perhaps the bottom has been reached. This does not mean that balance has been restored, only that the rate of economic and social deterioration is no longer accelerating and that occasionally there have even been some positive developments. The big unknown is whether the positive developments will occur frequently enough to offset some of the continuing problems and simultaneously address some of the perversions and the massive theft of state resources that are an unfortunate part of the privatization process.


Moscow itself provides one of the most striking signs that the turnaround has begun. Visitors who restrict themselves to Moscow often have trouble accepting reports that the country's GDP is falling. They see traffic jams, fancy office buildings, stores stocked with basic and luxury goods (especially foreign imports), and construction everywhere. All this seems to support the estimate that Moscow has been growing at a rate of 10 percent a year. What is clear however is that Moscow is atypical and that conditions in the rest of the country are nowhere as good. But there are even very disturbing signs in Moscow. For example, there is more begging on Moscow streets than ever before and the measures designed to cope with crime and the mafia reflect the inability of the city and the state so far to control some of the less desirable aspects of the frontier environment.


There is also the question of whether or not Moscow's impressive growth and vitality benefits the rest of the country. A region in one part of the country that is booming is normally good for the entire country because that prosperity can serve as a locomotive that can pull along neighboring regions. But because Moscow is so dominant this may not be the case. Officials and businessmen in the provinces express a hatred for Moscow that surpasses the anger that those in the provinces typically have toward the capital. Cities outside of Moscow insist that because of the nature of Russia's taxation policies as well as the perversities of the privatization process, Moscow's growth has come largely at their expense. As they see it, because Moscow sweeps in such a large percentage of their resources and holds for itself all but a small percentage of the foreign investment that comes into the country, Moscow, rather than a locomotive, is more like a vacuum cleaner.


Like the contrast between Moscow and the provinces, there is a boom and bust flavor about almost everything in the country today. On the boom side, some sectors of the economy are flourishing. Exports of Russian products are doing unusually well. Russia has a trade surplus exceeding $20 billion; according to some estimates the surplus may be as high as $40 billion.


The reason for the uncertainty is that no one knows exactly how large "shuttler" imports may be. Shuttlers are Russians and now Chinese who bring in billions of dollars of consumer good products in their personal baggage and then sell those products in the outdoor markets without registering with customs. These imports are a major reason why foreign products still make up as much as 60 percent of all the consumer goods sold in the country. They have swamped domestic manufacturers who, like their counterparts in the military-industrial complex, are effectively bankrupt. In other societies this would mean closure, but not in Russia, where many of the institutions essential to the proper functioning of a market system are absent or still in their infancy. Recently Russian consumers have begun to demand more homegrown merchandise, but as yet not enough to make much difference in the macroeconomic picture.


Amid the general gloom there are some sectors of the economy in addition to Moscow that are also booming, but this is due more to increased involvement with the foreign business world. Russia's metal industry, for example, has struck it rich despite the collapse of the military-industrial complex. With the loss of its major customer, the metallurgical industry suffered initially but gradually found export opportunities. Today nonferrous metals like aluminum, along with exports of oil and natural gas, are the main reason why Russia has such a large trade surplus. In 1995 and 1996, for example, the United States imported almost $ 1 billion annually of Russian aluminum.


Foreign investors have also become keenly interested in Russia. It is regarded as a potentially rich emerging market, and since April 1996 the index of stocks sold in the Russian stock market has more than doubled. Several American investment funds investing in Russia have had the best growth records of any United States investment funds.


Direct foreign investment in Russian companies and Russian manufacturing has been much more modest. Excluding the energy sector, in 1996 foreign investors put as little as $2 billion into Russian operations. Nonetheless, many Western firms are actively seeking to expand their exports to Russia. Proctor and Gamble, General Electric, Mars, Polaroid, Kodak, Otis Elevator (a division of United Technology), Coca-Cola, PepsiCola, McDonald's, and all the tobacco companies have sales to Russia that often exceed $100 million a year. However, they all must come to terms in one way or another with the Russian mafia and the arbitrary use of taxes and permits by corrupt local and national authorities. In the case of Mars, for example, after sales increased from $200,000 in 1990 to $300 million in 1993, the company decided that to guarantee itself enough product to sell within Russia, it had to invest $150 million in the construction of two factories not far from Moscow. Once built the factories became a target for all forms of government extortion, including 18 different taxes totaling $60 million in 1996. In the words of one of the company's vice presidents, "The consequence of these tax burdens is that companies with operations profiles like Mars L.L.C. can never make a profit in Russia."

IMPLEMENTING REAL REFORM

More foreign investment would certainly contribute to the economic recovery the government has been promising, but if the transition succeeds it will be because the Russians themselves have come to believe that it is time to invest in Russia. This will happen only when the economic and political situation has stabilized, crime has been contained, and there are investment opportunities that will produce attractive returns. Perhaps the most promising news is that Yeltsin himself may have come to understand this, which led to the addition of Boris Nemtsov and Anatoli Chubais to his government as first deputy prime ministers in March 1997. Nemtsov in particular seems to understand that his first priority must be to undo the damage that has been done by the preceding Yeltsin governments, including the problems caused by the privatization campaign and tight money policy designed to curb the hyperinflation of 1992. (Ironically, Chubais was very much involved in both efforts; he was the administrator of the privatization effort.)


While Russian spokesmen point with pride to the fact that inflation in 1996 had been reduced to 22 percent and 80 percent of the state sector had been privatized, what they usually neglect to mention is that to stop inflation the government had to institute a tight money policy that pushed real interest rates up above 200 percent a year. In the resulting liquidity crisis few businesses have been able to pay their bills to suppliers, their wages to their workers, and their taxes to the government. Factories are lucky if they receive 10 percent of their bills in rubles rather than in barter or no payment at all. Workers go on average without their wages for three to four months at a time, and federal tax collection frequently reaches only 9 percent of the GDP, a significantly low rate of collection. This in turn has made it impossible for the state to pay its bills. In the absence of effective bankruptcy law, it has become standard practice for the government as well as the private sector to default on their obligations.


Nemtsov and his associates immediately recognized the problem and launched a coordinated campaign to resolve it. First, they used the government's 40 percent share of ownership in Gazprom to force its management to pay its overdue tax bill of $2.6 billion. Gazprom initially refused, claiming with some justification that because it had not been paid by its customers, including the national government, it lacked the cash. As the pressure increased and Nemtsov began to hint that he might fire the Gazprom management, Gazprom decided to seek a loan from a German- French coalition of bankers. It is poor management policy to borrow money to pay operational expenses (where will the money come from to pay the next tax bill?) but this loan did resolve the immediate crisis.


Whatever the long-run consequences for Gazprom, the payment of its back taxes was an important victory. First, it was a warning to other large enterprises that if Gazprom was no longer immune from paying its bills (heretofore it had been protected by Prime Minister Chernomyrdin, who before becoming prime minister had been the director of Gazprom), then other companies were vulnerable as well. Second, with the tax proceeds the government was finally able to pay all the country's pensioners, who had not received their pensions for several months.


Nemtsov's staff has also begun to restructure UES, the country's monopoly electric utility. It has announced that it will give a 30 percent discount to those who pay their electric bills on time and will cut off electricity to those who fail to pay with rubles. This, like the Gazprom effort, is intended to force the public to pay its bills with cash rather than default or pay in kind.


Each time the reformers succeed in one of their struggles, it enhances their credibility and their future chances of success. But there are many battles ahead. They must restore credibility to the bidding process so that the same old bankers don't win the same old way by rigging bids. Somehow the holdings of the seven large bankers in Moscow must be diluted and spread over a broader circle of owners, and the original bankers must be made to pay more to the state for their earlier cut-rate purchases.


Sooner or later there must also be a serious shrinkage of the size and role of the government bureaucracy. The collapse of the central planning system has certainly helped; many government bureaucratic positions were simply eliminated. But an obstructionist bureaucratic system that traces its roots back to the chinovnik system of the czarist era is not easily done away with. These petty officials and inspectors operate on the realistic assumption that they will be in their posts long after the Nicholas IIs, the Khrushchevs, the Gorbachevs, and the Yeltsins have been forgotten. Not surprisingly, they do all they can to protect themselves and what they see as the bureaucracy's, not society's, basic needs and interests.

A TOTAL OVERHAUL

It is unrealistic to presume that Russia will quickly upend centuries of cultural patterns of behavior. It is not even clear that the majority of Russians feel that such change is desirable. Even so, with effective leadership the Russian economy can begin to revive and produce more. Two of the leadership's major priorities must be to curb the activities of the mafia and reduce government corruption and arbitrariness. The promised revision and simplification of the tax code, if passed, will help address both problems. As it is, the transaction cost of doing business (paying off the mafia and bribing the tax collectors) is so high that many normally profitable businesses find it impossible to operate profitably. Similarly, much remains to be done in agriculture; less than 5 percent of the land has been turned over to private family farming. And if the leadership is to succeed in revitalizing the economy, it will have to give pride of place to new business start-up~initially at least in the private service sector. The government will also have to succeed in its efforts to convince the public and private sectors to pay their bills in rubles rather than in kind.


When such dreams become realities, Russia will begin to function like a normal economy, and we will know what is profitable and what is not. As of now such assertions are not meaningful because there is no precise way of accurately determining which accounts payable and accounts receivable will be paid and which price-earnings ratios are realistic.The new reformers brought in with Nemtsov and Chubais seem fully aware of what needs to be done and in several instances they have moved with ingenuity and boldness to make up for past mistakes. Given the enormity of the cynicism and the warped, dysfunctional patterns of behavior that earlier reforms have generated, however, redress will not come easily. There are some recent indications of at least a partial turnaround, but these efforts are almost always encumbered with the counterproductive byproducts of the previous misbegotten reform efforts. Undoing all this and evolving into a normal market economy still lies ahead.
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