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The World Bank/IFC/MIGA

DATE:

TO:

FROM:

EXT.:

SUBJECT:

"o kERFLE R MEMORANDUM

27-Nov-=1990 01:20am
See Distribution Below
John A. Holsen, PADSS ( JOHN A. HOLSEN )

33719

Dr. Abel Aganbegyan’s Visit to the Bank -, BRC 4

You will find a biography on Dr. Aganbegyan in the book of bio
data on Soviet leaders that we provided for Mr. Conable’s trip.
He is close to President Gorbachev, much more of an adviser on
"political economy" than a technical economist. He was the
leader of the group that finally put together the "Gorbachev
Plan" or Economic Reform Guidelines that were approved by the
Supreme Soviet on October 19. He speaks excellent English and
prides himself in his many contacts outside the Soviet Union. He
is the author of "The Economic Challenge of Perestroika" which
was published by Indiana University Press in 1988.

Mr. Viehe is incorrect about contact between Bank staff and
Aganbegyan. Gelb, Levy and I meet with him in early September
when we were in Moscow on a 3-day "planning mission" for JSSE.
However, we met him in a group which also included two or three
people each from the Fund, OECD and EBRD -- so he has no
particular reason to remember us as individuals.

Timothy King has met with one of his deputies to discuss possible
cooperation between EDI and the Academy. His Academy probably is
the logical counterpart for EDI.

If he is back in Moscow on December 6-7, the Personal
Representatives and JSSE Team Leaders would no doubt meet with
him to discuss our draft report.

Mr. Conable should certainly find time to meet with Aganbegyan
when he is here on November 29 or 30. Both EDI and the JSSE team
could well participate in the discussion.
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The World Bank/IFC/MIGA
OFFICE MEMORANDTUM

DATE:

TO:

FROM:

EXT.:

SUBJECT:

11-Nov-1990 00:16am EST

See Distribution Below

Stanley Fischer, DECVP ( STANLEY FISCHER )
33774

Meeting with Aganbegyan

Aganbegyan has been in Cambridge for the last few days. I had
dinner with him tonight in a small group; before dinner I met him
for a private conversation for about an hour.

I did not get much new information, but it was nonetheless
interesting to hear his perspective on events.

1. He is a big fan of Gorbachev, most of the time. He admires
his intellect, his ability to interact with many different types
of people, his determination not to use force, etc. He said that
Gorbachev had worked closely and directly with them in
formulating the October 15th plan. But, he also fears that
Gorbachev is not strong enough to keep the union together, and he
says that his emotions register too easily for him to be as
effective in domestic politics as he needs to be.

2. Pushed on the relationship among the plans, he said he
couldn’t figure out why Gorbachev was sticking by Rhyzkov. His
description of the October 15 debate is mind-boggling -- he says
at the same time as Gorbachev was presenting his plan, Rhyzkov
was in there plugging for his plan. He also says that at the
republican level, some governments have announced they will
implement the Shatalin plan, some the October 15 plan, and some
the Rhyzkov plan. Asked what will happen, he shrugs his large
frame and smiles.

3. Notwithstanding the previous comment about Gorbachev, he
predicted that the USSR will stick together, with all republics
remaining in. He based his argument on the economic costs of
going it alone for the republics; Russia is subsidizing the
others, and they’re beginning to realize that, according to
Aganbegyan. He also claimed that in their private conversations,
all the leaders of the other republics ask Gorbachev to exercise
strong central leadership -- and then turn around an dcomplain
about the center when they speak to their own people. He’s the
most optimistic person I’ve heard on the possibility that the
entire union will stay together.

4. He says that some of the basic foodstuff prices are being
raised now and in the next few days. He expects only 30% of
prices to be freed by the end of 1991, and practically all by the
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end of 1992. He recognized the dangers of hyperinflation that
could occur if the process of raising controlled prices (by an
average of over 507 in the next year) gets out of hand. But he
was more optimistic about the budget deficit next year than the
Fund is: he said 40 billion rubles, or perhaps a bit more, maybe
60 billion. He thinks the food price increases will help on the
budget. When I said that JSSE research had led to much larger
deficit estimates, he said that it would be hard to reach 60
billion.

5. He believes they can control inflation by adjusting prices
only two or three times next year, but did agree that they’d have
to control the deficit. When asked if they were considering a
monetary reform, he said mysteriously that they have a set of
plans to implement if things go badly wrong, and that a monetary
reform is among them -- but that no details of the emergency
plans are being revealed, nor even the existence of such plans.

6. The conversation was not easy, nor was there any rapid
interchange. He spoke English during our pre-dinner
conversation. The usual happened at dinner -- that the fellow
who came along to translate knew less English than the
translatee, so we had on average worse English during dinner, and
certainly slower English.

Bottom line: He conveys a sense of better understanding the plan
than other people we’ve met, or -- judging from the BTOs -- than
the Fund has met. He seems reasonably confident that the latest
plan will work out, again being more optimistic than anyone else.

He concluded the dinner by saysing we’ll have to wait and see
what happens. When asked at that point what they were looking
for from Western governments, it was finance plus market access
(especially MFN status with the US). He said they were willing
to join the FUNK (Fund and Bank) asap.
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WORLD BANK OTS SYSTEM
OFFICE OF THE PRESIDENT

CORRESPONDENCE DATE : 90/08/10 DUE DATE
LOG NUMBER : 900820013 FROM : Sylvia Jay
SUBJECT : Requesting clearance of Mr. Attali’'s reply to Mr. Christophersen

on the collaboration of the EC & 4 Institutions study on USSR
OFFICE ASSIGNED TO FOR ACTION : Mr. Thalwitz (D-1202)

90/08/28

ACTION:

APPROVED

PLEASE HANDLE

FOR YOUR |INFORMATION

L FOR YOUR REVIEW AND RECOMMENDATION T0 EXC (A. Khanna)

FO@R THE FILES

PLEASE DISCUSS WITH

PLEASE PREPARE RESPONSE FOR SIGNATURE
AS WE DISCUSSED

RETURN TO

COMMENTS :cc: Messrs. Qureshi, Stern, Flischer, Holsen, Sandstrom o/r, Khanna




10 August 1990

E.B.R.D.
28 Avenue Hoche 75008 Paris
Tel: 42 89 10 26
Fax: 42 89 34 83
42 895 35 23

To the Personal Secretary of Mr. Conable, President of the
World Bank

Mr. Christophersen, Vice-President of the Commission
of the European Communities wrote to the President designate
of the European Bank for Reconstruction and Development on 17
July (copy attached) about collaboration on the EC and the
Four Institutions studies on the Soviet Union. At the end of
his letter Mr. Christophersen says that he intends to write to
Mr. Conable, Mr. Camdessus and Mr. Paye along the same lines.

Mr. Attali would like to reply positively in the draft
attached but he would 1like to be sure that his three
colleagues in the study have no objections before he does.

Would you be kind enough to let me know as soon as
possible whether Mr. Conable has any objections to the draft
reply?

Many thanks
Eghs, oy

Mrs. Sylvia Jay
Directeur Adjoint

of the Cabinet of

the President Designate

Secretary of Mr. Conable
1818 H. Street N.W.
Washington DC.

20433 USA
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28, Avenuo Hoche
75008 PARIS

Tel. 42.89.10.26
Fax 42.89.35.22

3 August 1990

Thank you for your letter of 17 July with your helpful suggestions for
collaboration on the two studies of the Soviet Union. These sesm to ms to be
vary sensible and | shall be glad to cooperate in the ways you suggest.

Jacques ATTALI

Mr. HENNING CHRISTOPHERSEN
Vice-President of thea Commission
of the European Communities
Rue de la Loi

B1049 Brussels

Belgium
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VICE PHESIUENT OF THE COMMISSION 633
OF THE EUROPEAN CUMMUNITIES

-~ Dear W - Qe itals

The European Council at its meeting 1o Dublin on 25 and 26 June requested the
Commission, in consultation as appropriate with the international financial
institutions, to analyze the possibility and desirability of extending short-term
credits and longer-term support for siructural reform in the Soviet Union. These
proposals will be based mainly on an economic report by the Commission
services. Also, the Houston G-7 summit of 9-11 July has asked the IMF, the
World Bank, the OECD and the EBRD to undertake a detailed study of the
Soviet economy, in close consultation with the Commission.

It is clear that in dealing with the Soviet Union our approach will be different
from the one used in our work on Eastern Europe. It rather needs to be along
the lines of how the Soviet Union can be integrated into the world economy. The
Saviet Unjon and the West would have to work closely together. In this way
discussions on internal reforms in the Soviet Unjon and on how possible
assistance can be provided most effectively could go hand in hand.

We would plan to use the same network for the purposes of our consultations
-as is already in place for Eastern Europe, linking the Commission with the EIB,
the IMF, the OECD and the World Bank, to which will be added the EBRD.

We have drawn up provisional plans which include a mission to Moscow in late
August and the preparation of our economic report by the end of September.
In the work of our respective organisations on the USSR we should like to
exchange information and data resources. We would also hope that the meeting
of our network of correspondents scheduled to take place in Washington in mid-

Mr Jacques Attali

Président

BERD

28, avenue Hoche

Paris 8¢me

FRANCE
" Pruvisional address: Rue de la Loi 200 = B-1049 Brussels - Belgium - Telephone direct line 23 . ., ., lelephone exchange 23511 11
Telex COMEU B 21877 - Telegraphic addinss COMEUR Biussels
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September could be the occasion not only for our usual exchanges on Eastern

Europe, but also for a discussion of the main issues concerning the Soviet Unjon.

I would also suggest that we meet in the margin of the annual meetings of the
.IMF and the World Bank in Washington.

The economic analysis of the Commission services will be carried out by the
Director-General for Economic and Financial Affairs, Mr Giovanni Ravasio.

1 am writing in the same terms to Mr Broeder, Mr Camdessus, Mr Conable and
Mr Paye.

Wit Ol LGAW@
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August 21, 1990

I would like to invite you to join me for lunch in my Dining Roam
at the IMF at 1:00 p.m. on September 21, together with the heads of the
other institutions participating in the study of the U.S.8.R. econcmy.
We would then mest (together with personal representatives and study
leaders) at 3:00 p.m, in my Conference Room.

I would like to suggest that during that meeting, among other
matters, we could discuss the time and venue of a possible meeting with
Henniyyy Christophersen,

Sincerely yours,

Michel Candes%

Mr, Barber Conable
President _

The World Bank
Washington, D.C. 20433



WORLD BANK OTS SYSTEM

OFFICE OF THE PRESIDENT
CORRESPONDENCE DATE : 90/08/21 DUE DATE : 00/00/00
LOG NUMBER : 900822008 FROM : Michel Camdessus

SUBJECT : Inv. - luncheon meeting with heads of other institutions partici-
pating in the study of the U.S.S.R. economy: Sept. 21 at lpm
OFFICE ASSIGNED TO FOR ACTION : Mr. Thalwitz (D-1202)

ACTION:
APPROVED
PLEASE HANDLE
L FOR YOUR INFORMATION :
; FOR YOUR REVIEW AND RECOMMENDATION
FOR THE FILES
PLEASE DISCUSS WITH
PLEASE PREPARE RESPONSE FOR SIGNATURE
AS WE DISCUSSED ; §
RETURN TO

COMMENTS :cc: Mr. Conable, Mr. Qureshi, Mr. Stern .
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THE WORLD BANK

ROUTING SLIP

DATE
8.28.90

FROM THE SENIOR VICE PRESIDENT,
POLICY, RESEARCH AND EXTERNAL AFFAIRS

NAME ROOM NO.
Mr. Khanna

APPROPRIATE DISPOSITION NOTE AND RETURN
APPROVAL NOTE AND SEND ON
COMMENT PER OUR CONVERSATION
FOR ACTION PER YOUR REQUEST

* 1 INFORMATION PREPARE REPLY
INITIAL RECOMMENDATION
NOTE AND FILE SIGNATURE

REMARKS

FROM:

Wilfried P. Thalwitz

sads\w46935
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‘THE WORLD BANK

Office of the Vice President, Development Economics

Date: 24 August 1990
To: Mr. Thalwitz

Faxphone x=71775 g),_/‘
From: John A. Holsen, DECVP

Subject: Recommendation on Reply to Attali-to-Conable Letter

-------------- Telefax 1 (202) 477-0549.  woemmsmesommmmmmetomenes R s

2e1

I attach (i) the reply we made to an identical letter from Mr.
Christophersen (signed by D.C. Rao as Acting Vice President)
and (ii) the package sent me. (Originals are being eent back

by regular office mail.)

Mr, Attali’s two sentence reply seems totally innocuous to me.

I don’t see any hidden traps or hidden meanings. It is

not

clear to me why Mr. Attall makes so much of it. He was
- present at JKF when Mr. Lamy and the four nHos" agreed on full

cooperation, full exchange of information.

As your blue sheet asked for "review and recommendation to EXC

(A. Khanna)," I have already called him and told him

the

above. He said he had sent it to you only because of worries

about hidden traps. -I believe he wanted me to discuss

the

matter with you and then hear directly from your office before
i e

taking action. So, W e e ¢ to

it official. Thanke.

L@" ;(/ 77
/Z&&fw 17

I

This transmission consists of @ pages including this page.
[SD082406.DOC]
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WORLD BANK OTS SYSTEM
Office of the SVPPR

CORRESPONDENCE DATE : 90/08/10 DUE DATE : 90/08/28

LOG NUMBER : 900824002 FROM : JAY: SYLVIA(MRS), DI

SUBJECT : L - REQUESTING CLEARANCE OF MR ATTALI'S REPLY/MR CHRISTOPHERSEN
ON THE COLLABORATION OF EC & 4 INSTITU. STUDY ON USSR

OFFICE ASSIGNED TO FOR ACTION : Stanley Fischer /Holsen

ACTION:
APPROVED
PLEASE HANDLE
FOR YOUR INFORMATION

XX FOR YOUR REVIEW AND RECOMMENDATION TO EXC (A. Khanna)

FOR THE FILES i
PLEASE DISCUSS WITH
PLEASE PREPARE RESPONSE FOR SIGNATURE
AS WE DISCUSSED
RETURN TO

COMMENTS :
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WORLD BANK OTS SYSTEM
OFFICE OF THE PRESIDENT

CORRESPONDENCE DATE : 90/08/10 DUE DATE : 80/08/28
LOG NUMBER : 900820013 FROM : Sylvia Jay
SUBJECT : Requesting clearance of Mr. Attali’'s reply to Mr. Christophersen

on the collaboration of the EC & 4 Institutions study on USSR
OFFICE ASSIGNED TO FOR ACTION : Mr. Thalwitz (D-1202)

ACT ION:
APPROVED
PLEASE HANDLE
FOR YOUR |NFORMAT |ON
p il FOR YOUR REVIEW AND RECOMMENDATION T0 EXC (A. Khanna)
FOR THE FILES
PLEASE DISCUSS WITH
PLEASE PREPARE RESPONSE FOR S1GNATURE
AS WE DISCUSSED
RETURN TO

COMMENTS :cc: Messrs. Qureshi, Stern, Fischer, Holsen, Sandstrom o/r, Khanna

URGENT



10 August 1990

E.B.R.D.
28 Avenue Hoche 75008 Paris
Tel: 42 89 10 26
Fax: 42 89 34 83
42 89 35 22

To the Personal Secretary of Mr. Conable, President of the
World Bank

Mr. Christophersen, Vice-President of the Commission
of the European Communities wrote to the President designate
of the European Bank for Reconstruction and Development on 17
July (copy attached) about collaboration on the EC and the
Four Institutions studies on the Soviet Union. At the end of
his letter Mr. Christophersen says that he intends to write to
Mr. Conable, Mr. Camdessus and Mr. Paye along the same lines.

Mr. Attali would like to reply positively in the draft
attached but he would 1like to be sure that his three
colleagues in the study have no objections before he does.

Would you be kind enough to let me know as soon as
possible whether Mr. Conable has any objections to the draft
reply?

Many thanks

Tigeg Saw

Mrs. Sylvia Jay
Directeur Adjoint

of the Cabinet of

the President Designate

Secretary of Mr. Conable
1818 H. Street N.W.
Washington DC.

20433 USA
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28, Avenue Hoche
75008 PARIS

Teal. 42.89.10.26
Fax 42.89.35.22

3 August 1990

Thank you for your letter of 17 July with your helpful suggestions for
collaboration on the two studies of the Soviet Union. These seern to me to be
vary sansible and | shall be glad to cooperate in the ways you suggest.

Jacques ATTALI

Mr. HENNING CHRISTOPHERSEN
Vice-President of tha Commission
of the European Communities
Rue de la Lai

B1049 Brussels

Belgium
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HENNING CHRISTOPHERSEN Brussels , 7 duly 1990

VIGE PRESIUENT OF THE GOMMISSION 633
OF THE EUROPEAN COMMUNITIES

€

- Dear  wn-gacquas itals

The European Council at its meeting in Dublin on 25 and 26 June requested the
Commission, in consultation as appropriate with the international financial -
institutions, to analyze the possibility and desirability of extending short-term
credits and longer-term support for structural reform in the Soviet Union. These
proposals will be based mainly on an economic report by the Commission
services. Also, the Houston G-7 summit of 9-11 July has asked the IMF, the
World Bank, the OECD and the EBRD to undertake a detailed study of the
Soviet economy, in close consultation with the Commission.

It is clear that in dealing with the Soviet Union our approach will be different
from the one used in our work on Eastern Europe. It rather needs to be along
the lines of how the Soviet Union can be integrated into the world economy. The
Saviet Union and the West would have to work closely together. In this way
discussions on internal reforms in the Soviet Union and on how possible
assistance can be provided most effectively could go hand in hand.

We would plan to use the same network for the purposes of our consultations
as is already in place for Eastern Europe, linking the Commission with the EIB,
the IMF, the OECD and the World Bank, to which will be added the EBRD.

We have drawn up provisional plans which include a mission to Moscow in late
August and the preparation of our economic report by the end ‘of September.
In the work of our respective organisations on the USSR we should like to
exchange information and data resources. We would also hope that the meeting
of our network of correspondents scheduled to take place in Washington in mid-

Mr Jacques Attali
Président

BERD

28, avenue Hoche
Paris 8&me
FRANCE

" Provisional address: Rue de la Loi 200 » B-1049 Brussels - Belgium - Telephaone direct line 23 . ., . . telephone exchange 235 11 11
Telex COMEU O 21877 - Telegraphic addiuss COMEUR Biussels
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September could be the occasion not only for our usual exchanges on Eastern

Europe, but also for a discussion of the main issues concerning the Soviet Union.

I would also suggest that we meet in the margin of the annual meetings of the
IMYF and the World Bank in Washington.

The economic analysis of the Commission services will be carried out by the
Director-General for Economic and Financial Affairs, Mr Giovanni Ravasio.

I am writing in the same terms to Mr Broeder, Mr Camdessus, Mr Conable and

Mr Paye.

%M @@wl@ﬂm@



WORLD BANK OTS SYSTEM
OFFICE OF THE PRESIDENT S;E;

JWS

CORRESPONDENCE DATE : 90/09/10 DUE DATE : 00/00/00
LOG NUMBER : 900910004 FROM : John Holsen
SUBJECT : Fax msg: Joint Study of Soviet Economy (JSSE)

OFFICE ASSIGNED TO FOR ACTION : Mr. B. Conable (E-1227)

ACTION:

APPROVED
PLEASE HANDLE

FOR YOUR INFORMATION
FOR YOUR REVIEW AND RECOMMENDATION
FOR THE FILES
PLEASE DISCUSS WITH
PLEASE PREPARE RESPONSE FOR SIGNATURE
AS WE DISCUSSED
RETURN TO

COMMENTS :cc: Mr. Stanton, Mr. Sandstrom, Mr. Khanna
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THE WORLD BANK

Office of the Vice President, Development Econymics

Date: 10 September 1990

To: Mr. Anupam Khanna, FEXC
Faxphone x-71305

From: John A. Holsen, DECVP

Subject: Joint Study of Soviet Economy (JSSE)

I attach a copy of the background note I have faxed to
Mr. Thalwitz for possible use at the G-7 Deputy Finance
Ministers breakfast meeting in Paris tomorrow.

I have spoken to Mr. Thalwitz a few minutes ago and he
tells me that the main subject of the meeting will be G-
7 views on the terms of reference for the study.
Apparcntly the U.S. Treasury has prepared an outline for
the JSSE rcport. The Fund (Mr. Whittome) has a copy,
but we have not yet seen it. We are told, however, that
it calls for a report which makes no mention of financial
requirements.

Mr. Thalwitz passed along word that Mr. Sitarian (Deputy
Chairman of the Council of Ministers and the senior USSR
official direclly concerned with relations with the Fund
and Bank) is coming to Washington this week and will be
seeing Mr. Camdessus on Wednesday. The purpose is Lo
discuss the USSR’s need for financial support during the
balance of 1990. (As my note indicates, I believe that
the consumer goods situation is critical in the Soviet
Union and that prompt financial assistance from the West
could be crucial to the cutcome.)

I believe Mr. Thalwitz spoke by phone with Mr. Conable
earlier this morning, so I believe the latter is aware
of these issues.

This transmission consists of 6 pages including this page.
[$0091001.DOC)



The Saviet Raoonomic Reform Pragram

[Comments based upon the meetings of JSSL task force

leaders during their Sept. 13-4 meetings in Moscow. ]

i The on-going debate on the Soviet Econcmic Reform
Program should come to a head within a very few days -- in the
limited sense that there is to be a single plan (acceptable to
both Mr. Gorbachev and Mr, Yeltsin) which will then be considered
by the legislatures of the 15 republics and by the Supreme
Soviet. There now exist two programs. They are (i) the
Ryzhkov/Abalkin program and the (ii) Shatalin program. On
Tuesday, September 4, Mr. Abalkin told us that the differences
between them would be resolved within a week or ten days; he told
the JSSE (Joint Study of the Soviet Economy) task force leaders
that, "We have to compromise ... and, if we can’t reach a
compromise, we have to choose."

-

i Once a compromise is reached, the long process of
legislative review will begin. The final plan must have the
approval of the soviets of all of the republics and, finally, of
the Supreme Soviet (federal legislature). We were told that '
final approval was hoped for by October 1, but it might well be

November 1 before it was obtained,

s In a situation already dominated by uncertainty and
inaction, further delays in clarifying policy directions will
have a cost. However, given the limited effective authority of

the central government, the federal authorities have no



alternative but to seek a consensus. The chairman of Gosbank
noted that, while the newly empowered legislalures all wanted a

voice, 1in practice they tended to avoid making decisions.

4. The Ryzhkov/Abalkin plan represents a relatively
gradualist approach. It begins by emphasizing financial
stabilization (budgetary expenditure policies, tax and subsidy
reforms, interest rate reform) and then moves to ma jor
organizational ("systemic") change in the second phase., The
government would start by improving the structure of relative
prices through regulation, only going to price liberalization in
a subsequent step (and always keeping prices of basic foods under
controls). There would be some form of compensation for the
elimination of subsidies and some indexing to protect people from
inflation. Although new private sector activities would be
encouraged, progress toward the "destatization" and privatization
of existing SOEs would be slower. Rather than breaking up the
largest enterprises ("demonopolization”), regulation would be
used to limit the exercise of monopoly power. Privatization,
probably beginning with housing, would be undertaken in part as a
way of absorbing the large "monetary overhang" (that now makes
the authorities fear the consequences of any rapid move toward

price liberalization.) The Abalkin program sees convertibility

05 a long-term process,

5. The Shatalin "500 day" program is summarized in the

most recent issue (September 8-14) of The Fconomist; a copy of

this article is attached. While the sShatalin program moves much

more rapldly on micro policy (particularly price liberalization)



and on systemic reforms (particularly privatization), it seems to
give little attention to the need for economic and financial
stabilization. While the shatalin program contains a provision
that neither the governments of the republics nor the federal
government will finance their deficits by borrowing from the
banking system, the realism of such an injunction, especially
when it is unsupported by specific major fiscal reforms, must be

doubted.

6. The compromise program is to include a "Union Compact”
that would deal with the major issues of (i) what level of
government now owns both state enterprises and natural resources
and (ii) the extent of the taxation authority of the federal
government. In both of these areas the Shatalin program comes
close to reducing the federal government to an empty shell. Doth
enterprises and natural resources would belong to the republic in
which they happened to be located. Taxation levels would be
fixed by the parliaments of the republics; agreements would have
to be negotiated between the republics and the center on the
amounts and uses of transfers from the republics to the center.
(We were told that Mr. Shatalin’s economist soul worried about
this provision, but that he didn’t want to come out against any

of the major republics.)

s The senior officials and advisers with whom we met
(including Mr. Abalkin, head of the State Commission on Economic
Reform; Mr. Geraschenko, Chairman of Gosbank; and Academician
Aganbeyyan, head of the Committees on Alternative Options) all

emphasized the dominance of political factors in the present



environment, There are two aspects to this.

(1) The passing of power from the center to the republics,
We were told that there is little, if any, confidence and
trust in the central government (including in President
Gorbachev). Consequently reform cannot come from the
center, but must have the full consent of the republics.
This implies that an acceptable program will involve a large

transfer of power and economic resources to the republics.

(2) The unwillingness of the population to accept
significant sacrifices (e.g., higher food prices or
unemployment from industrial restructuring) combined with
the very limited ability of the central government -- and
unwillingness of the republic governments —- to impose such

sacrifices on an unwilling population.

8. -~ The Abalkin program attempts to keep, to the extent its
authors believe consistent with political realities, major
responsibility and authority for overall economic management at
the center. The Shatalin program basically moves most of such
power to the republics. The latter would raise worries about thé
economic fragmentation of the country, except for the larger

republics (mainly, Russia and the Ukraine).

= The Abalkin program alsoc makes a very conscious effort
to "make haste slowly." It seeks to avoid (or compensate for)
measures that the general population would see as worsening their

already difficult situation.  The supply of food and other



consumer goods has been increasingly disrupted, and we were told
that it is getting worse rapidly. A program that fails, in onc
way or another, to improve matters in this respect is unlikely to

maintain the support of the population.

10. Supporters of both the Abalkin and the Shatalin
programs say that the decision to move to a market economy with a
major role for the private sector is unshakable, and that the
diftferences between them are more matters of tactics ("timing and
sequencing") rather than basic objectives. But there is more to
it than this. The Abalkin program is more sensitive to both the
need for macroeconomic stability and the possible negative socio-
economic consequences of reform. The Shatalin program is more in
line with "economic liberalism" and combines this with a
politically popular "all power to the republics" approach. Given
the political constraints, it remains to be seen whether any
compromise between these two approaches will prove to be an

effective way out of a deteriorating situation.

11. Unless some improvement in supplies of consumer goods
can be brought about soon, one cannot rule out the possibility of
a socio-economic collapse and general breakdown of authority ---
one consequence of which might be military intervention and a
return to an oppressive rule in an effort to salvage something of

the past power and position of the USSR. 1In this sense glasnost

depends upon the success of perestrojka.

praft: John A. Holsen (September 9, 1990)
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Talking Points

I understand that consideration is being given to a proposal by Messrs.
Mitterand and Kohl to make available $2-3 billion to the Soviet Union either

by the EEC or the EEC in collaboration with other countries.

Interest has also been expressed in having the international community
support a policy-oriented study of the scope and sequencing of structural
change in the Soviet Union to move to a more market-oriented economy. The
IMF and the World Bank might be asked to participate in such a study. I
believe that it will take the better part of a year to prepare such a study,
given the scale of the economy, the absence of adequate data, and the major

transformation which is already in progress.

Moreover, such a study can only be undertaken at the request, and full
collaboration, of the Soviet authorities. What their view may be is as yet

unknown.

If the Mitterand/Kohl proposal implies early financial support to the Soviet
Union, it should be considered separately from the study of longer-term
structural changes. In our view, a quick study of the Soviet economy is not
professionally possible. It would make us party to a false attempt to define

conditions for what would be an emergency assistance to the Soviet Union.



My position would be that we are fully prepared to join with other
institutions to undertake a study of the structural changes in the Soviet
Union needed to move them to a more market-oriented economy; that to do this
to acceptable standards would take about a year; that such a study would
provide a useful basis for all sources of investment capital to judge whether
there is a program to be supported and whether progress is being made.
However, such a study would not be a suitable vehicle to provide assurance to
donor countries, which might wish to make funds available in the near-term,

that the money will be used effectively to support structural change.



THE WORLD BANK/INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM /

DATE: September 21, 1990 ,,54
TO: Mr. B r B;Hizgiyle aA

FROM: Wilfried P. a & tz

i

EXTENSION: 80121

SUBJECT: USSR Studyv: Briefin o eads of Agency Lunch

Lunch has been arranged for September 21, at 1:00 pm in the
IMF Managing Director’s Dining Room, to bring together the four heads of
agencies involved in the G-7 Study on the USSR. They will be joined by
their PRs who will continue meeting after lunch. As you know, Mr. Attali
will just have returned from his first visit to Moscow; he will take up
some space reporting on the political situation and impressions of the
economic crisis. Our task force led by John Holsen arrived in Moscow just
last Sunday and we have, of course, no findings from them on the items
they cover: (i) economic organization (ownership, resource allocation,
price system, financial sector; and (ii) industry, agriculture and housing
sectors. Mr. Fischer participated in a Moscow visit as part of the Soros
advisory group. The IMF is, after two substantial missions, ahead of
everybody else.

The agenda is rather loose (see attachment). Mr. Fischer and
I will brief you verbally at noon. Following are some of the salient
points that will come up.

i) Political Situation

The USSR may well break up. The centrifugal forces are strong
and the quest for independence remains in some republics. Even if the
Union stays together, the nature of the relations between the Republics
and the Union will certainly change with questions of taxing authority,
central banking system and internal tariffs at stake. We need to
recognize that we will have to prepare a report for the central government
while these constitutional questions may still be under debate.

ii) Economic Situation

The G-7 asked for a report that would establish the criteria
under which external assistance can effectively be provided. Forecasts of
financial assistance will therefore be imperative; you should test whether
all Heads of Agencies (HOs) share that view. The IMF is putting together
the first numbers on the balance-of-payments. We should hear from Mr.



Whittome where they stand at the moment on balance-of-payments figures for
this year. There will be much reference to signs of crisis such as
declining output, supply rigidities, foreign exchange scarcity, monetary
overhang and queues, bottlenecks in non-oil exports, continuing budget
deficit, open and hidden unemployment, excessive wage growth, etc.

iii) USSR Reform Plans

We continue working with the Abalkin group set up by Prime
Minister Ryshkov. However, the Shatalin plan, supported by Yeltsin, has
in essence now been accepted by Gorbachev and some of our counterparts in
the Prime Minister’s retinue may be out by the time the report nears
completion. We cannot simply put on the table an abstract blueprint for
reform, but have to take cognizance and criticize the many shortcomings of
the plans (ownership, price decontrol, external trade, privatization, and
compensation during the stabilization phase). We should obtain agreement
during lunch that we will indeed face the debate over Soviet economic
plans head on.

iv) Qutline of the Report

We now have a first draft of an outline for the report which
needs much additional work. I do not think that during lunch we should
head into the details of the construction of the report. That should be
taken up by the PRs and their colleagues after lunch.

v) Calendar
October 19 Team leaders meet in Paris
November 9 First draft PRs
November 14 Revised draft PRs
November 19-23 High level discussion with Soviets

(probably in Europe)

Potential visit by HOs soon
thereafter.

Still open, and to be discussed at lunch:
Discussion with G-7 before report is finally delivered.

vi) HO visit. I continue to think that a joint discussion of all
four HOs with the Soviet authorities on the substance of the report is
inappropriate. However, after the visits by Messrs. Camdessus and Attali
(Mr. Paye may not be far behind), you would be the only HO that has not
visited the Soviet Union and you may consider a separate visit after
discussion with the other HOs.

JHolsen/SFischer/WThaliwtz

L)
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Agenda items to be covered in:
1. HO's lunch, 1.00 p.m., Friday, September 21
Managing Director’s Dining Room, IMF

2. PR's meeting, 3.00 p.m., Friday, September 21
Deputy Managing Director's Conference Room, IMF

The work schedule, inmeluding the timing of a possible
visit of HOs to Moscow
Relations with the EC

Report on the second factfinding mission to Mescow,
September 3-10

A possible draft outline of the summary report

Any other business
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THE WORLD BANK/INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM

DATE: September 21, 1990
TO: Mr. Barber B. Conable
FROM: Wilfried P. Thé{EEZz
EXTENSION: 80121

SUBJECT: USSR Study: Briefing for Heads of Agency Lunch

Lunch has been arranged for September 21, at 1:00 pm in the
IMF Managing Director'’s Dining Room, to bring together the four heads of
agencies involved in the G-7 Study on the USSR. They will be joined by
their PRs who will continue meeting after lunch. As you know, Mr. Attali
will just have returned from his first visit to Moscow; he will take up
some space reporting on the political situation and impressions of the
economic crisis. Our task force led by John Holsen arrived in Moscow just
last Sunday and we have, of course, no findings from them on the items
they cover: (i) economic organization (ownership, resource allocation,
price system, financial sector; and (ii) industry, agriculture and housing
sectors. Mr. Fischer participated in a Moscow visit as part of the Soros
advisory group. The IMF is, after two substantial missions, ahead of
everybody else.

The agenda is rather loose (see attachment). Mr. Fischer and
I will brief you verbally at noon. Following are some of the salient

points that will come up.

i) Political Situation

The USSR may well break up. The centrifugal forces are strong
and the quest for independence remains in some republics. Even if the
Union stays together, the nature of the relations between the Republics
and the Union will certainly change with questions of taxing authority,
central banking system and internal tariffs at stake. We need to
recognize that we will have to prepare a report for the central government
while these constitutional questions may still be under debate.

1i) Economic Situation

The G-7 asked for a report that would establish the criteria
under which external assistance can effectively be provided. Forecasts of
financial assistance will therefore be imperative; you should test whether
all Heads of Agencies (HOs) share that view. The IMF is putting together
the first numbers on the balance-of-payments. We should hear from Mr.



Whittome where they stand at the moment on balance-of-payments figures for
this year. There will be much reference to signs of crisis such as
declining output, supply rigidities, foreign exchange scarcity, monetary
overhang and queues, bottlenecks in non-oil exports, continuing budget
deficit, open and hidden unemployment, excessive wage growth, etc.

iii) USSR Reform Plans

We continue working with the Abalkin group set up by Prime
Minister Ryshkov. However, the Shatalin plan, supported by Yeltsin, has
in essence now been accepted by Gorbachev and some of our counterparts in
the Prime Minister’s retinue may be out by the time the report nears
completion. We cannot simply put on the table an abstract blueprint for
reform, but have to take cognizance and criticize the many shortcomings of
the plans (ownership, price decontrol, external trade, privatization, and
compensation during the stabilization phase). We should obtain agreement
during lunch that we will indeed face the debate over Soviet economic
plans head on.

iv) Qutline of the Report

We now have a first draft of an outline for the report which
needs much additional work. I do not think that during lunch we should
head into the details of the construction of the report. That should be
taken up by the PRs and their colleagues after lunch.

V) Calendar
October 19 Team leaders meet in Paris
November 9 First draft PRs
November 14 Revised draft PRs
November 19-23 High level discussion with Soviets

(probably in Europe)

Potential visit by HOs soon
thereafter.

Still open, and to be discussed at lunch:
Discussion with G-7 before report is finally delivered.

vi) HO visit. I continue to think that a joint discussion of all
four HOs with the Soviet authorities on the substance of the report is
inappropriate. However, after the visits by Messrs. Camdessus and Attali
(Mr. Paye may not be far behind), you would be the only HO that has not
visited the Soviet Union and you may consider a separate visit after
discussion with the other HOs.

JHolsen/SFischer/WThaliwtz
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Agenda items to be covered in:
1. HO's lunch, 1.00 p.m., Friday, September 21
Managing Director’s Dining Room, IMF

2. PR’s meeting, 3.00 p.m., Friday, September 21
Deputy Managing Director’s Conference Room, IMF

: A The work schedule, ineluding the timing of a possible
‘yvisit of HOs to Moscow
2. Relations with the EC

3: Report on the second factfinding mission to Meoscow,
September 3-10

4. A possible draft outline of the summary report

5. Any other business
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@ Office Memorandum
i
Tar Mr, Flamming: November 2, 1990

My. Thalwitz
Mr. Zecchini

From: L.A. Wbi:tome;/éxlﬂ/'

Subject: USSR

I attach & copy of Mrs. T§r~éinassiin's back-to-office report
on her recent mission to the USSR. The minutes are alsc ready: we
will send them by hand to Mr. Thalwitz and by courier to
Messrs. Flemming (and Fitoussi) and Zecchini, We expect to send you

the first two chapcers.of cur background chapter on Monday.

Attachment

ce: Mr., Fitoussi

@oo1-011
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Office Memo randum

To: The Managing Director November 1, 1890
The Deputy Managing Director

From: Teresa Ter-Minassian ‘) -]5 yél( .

Subject: Staff Visit to the USSR

- r
- -
2 &
-

N S

Ap

A staff team 1/ visited Moscow on Qectober 17-26, 1990 to discuss
the "Guidelines for tramsition to the market economy," just presented by
President Gorbachev, and the outlook for the economy for the rest of this
yeazr and 1991. The discussions with the Soviet authorities were generally
cordial and open; however, it is apparent that the authorities are weary of
the demands posed by numerous and sometimes overlapping teams (inecluding
those of the EC) on the time of already overstretched officials. It is alsd
apparent that they are anxious to learn the conclusions being reached by the
various organizations. They stressed their wish to receive a written
sumary of these conclusions prior te the joint visit of PRs and task force
leaders to Moscow, currently plamned for end-November or beginning of
December.

The following sections summarize the main findings of the mission.

3 The political context

The last few weeks have witnessed a (last ditch?) effort by President
Gorbachev to reassert & measure of auchority of the union over centrifugal
forces at the republican and loczl levels, and to control the disruptions in
production and interregional trade, which have proliferated following the
breakdown of traditional command mechanisms.

On the strength of emergency powers voted a month ago by the Supreme
Soviet, the President recently issued a decree ordering enterprises to honor
existing contracts and maintsin established supply links through the end of
1991. At the same time, Mr, Gorbachev has attempted to secure a compromise
with the republics, through the presentation of a framework for the
transition to a market ecomomy which leaves considerable scope to individual
republics to determine the content and pace of reforms. Even so, the
announcement of the program was greeted with sharp cricicism by the
President of the Russian republic, Mz, Yeltsin, who accused Gerbachev of
reneging on the spirit of the agreement underlying the Shatalin plan.

1/ The team consisted of Messrs. Calvo (RES), Blejer (EUR), Flickenschild
(EIR), Kopits (FAD), Wolf (EUR), DeMilner (WHD), Mmes. Christemnsen (ETR),
Cheasty (FAD), Mr. Renfield (translator, BLS), Ms. Nguyen (administrative
assistant, FAD) and myself., Mr. Lindgren (CBD) joined the mission at the
request of Cosbank to discuss with the authoricties, including
representatives of the Russian republic, the draft central bank law.

Messrs. Shafer and Hagemann (OECD) participated in‘some of the meetings.
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Although close advisers to Mr, Gorbachev, such as academician Aganbegyan, a
main author of the presidential program, discount Yeltsin'’s pronouncements
as political posturing, it remains unclear at the present time whether the
President will succeed in arresting the threatened breakdown of the Union.
A major test is to be faced over the mext fortnight or so, when union and
republican officials are scheduled to discuss the respective economic plans
and budgets for 1991, and in particular, to confront such sensitive issues
as the sharing of tax revenues and foreign exchange receipts, and the
determination of subsidy and price policies.

2. Overview of the presidential reform program

Mr, Gorbachev's program is aptly named "guidelines for transition to a
market economy" since it presents a broad framework rather than a blueprint
for such transition. Indeed, many aspects of the program are left
deliberately vague, with a view to allowing both scope for differentiation
of approaches among the republics in the aspects of policy left to their
determination, and flexibility of manceuver to the Union (i.e., the
President) to rule by decree, in line with evolving circumstances. It is
not surprising, therefore, that different officials to whom the mission
talked put forward significantly different views on such crucial aspects of
the program as: the foreseeable pace of price liberalization; the extent and
timing of increases in those prices which will remain contrelled, and of
attendant compensation to wage earners; and the sharing, among different
levels of government, of revenues, expenditure respomsibilities and powers
in the mometary, credit and foreign exchange areas. It is also not
surprising that, given the lingering policy uncertainties, the authorities
were generally not prepared to put forward macroeconomic forecasts for next
year. 1/ Even attempts by the mission to make the discussions more
specific by putting forward tentative scemarios (e.g., for the balance of
payments) Treceived only limited feedback. The authorities showed, however,
keen interest in the mission’s prelimimary reactions to various aspects of
the program, particularly in the fiscal and monetary areas, and requested an
early aide-memoire to outline possible measures to contain the prospective
budget defieit for 1991.

The main features of the presidential program can be summarized as
follows:

a. Broad strategy and sequencing

The rhetoric of the program follows closely that of the "Shatalin plan”
presented by the joint Gorbachev-Yeltsin group in September. Like that
plan, the presidential program reaffirms "an irreversible choice"™ to move to
a market-type ecomomy, with right to private ownership of means of

L/ Gosplan provided the mission some summary projections for output and
demand but was not prepared to release the more detailed forecasts presented
to the Council of Ministers on October 15, citing the very preliminary and
tentative nature of the projections which did not incorporate the plans for
individual republics currently being discussed with the latter.
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production, extensive privatizacion of state property and demonopolization
of large industrial complexes. It also reaffirms the sovereignty of the
republics and their basic autonomy in the conduct of ecomomic policies,
except in areas delegated to the Union. Finally, like the Shatalin plan,
the program outlines a broad sequencing of measures, whereby financial
stabilization is to precede--and create the conditions for--price
liberalization.

‘In fact, however, the presidential program differs from the Shatalin
plan in a number of important respects. First, it does not contain a
specific timetable for the various phases of the tranmsition period--although
it makes reference to the likelihood (based on the experiences of other
countries) that stabilization would take one and a half to two years, Also,
the Shatalin plan contained more specific (albeit probably not very
realistic) targets for privatization and price decontrol. On the whole, the
heavy reliance in the presideptial program on traditional command mechanisis 1/
at least through the next year, in combination with the lack of a specific
timetable for its various phases, suggests that the actual pace 3f
liberalization, especially if mainly controlled from the center, is likely
to remain slow. 1If, then, some of the republics decide to move faster in
areas left to their jurisdictions, tensions may well increase, leading to a
further proliferation of disruptions in interrepublican trade.

b. Systemic and structural reforms
(1) Privatization and demonopolizatiom. Although the program

calls for legislation to establish private property rights and to promote
privatization of state property, it is rather unspecific as to the
modalities and timing of these actions, It advocates the creation of State
Property Funds, at both the union and the republic levels, to oversee the
sale of public properties, the privatization of small business in the
industrial and tertiary sectors, the transformation of large industrial
complexes into joint stock companies and the distribution/sale of their
shares to private investors (with preference to be given to the workers in
the firm). While no specific time horizon is indicated, the document
suggests that the privatization process is likely to take a long time, given
the large book value of state property. The program also calls for the
creation of antimonopoly committees at various governmental levels, but does
not specify their functions, powers or timetables for action. No mentien is
made of the potential rxoles of elimination of product "profile restrictions®
or of import liberalization in promoting competition. ‘

(2) Industrial restructuring and military conversion program. The

program calls for a major redirection of resources and investment towards
industries producing consumer goods. It envisages that certain ongaing
investment projects in non-priority sectors may be reconverted if possible,

1/ The maintenance of a large role for state orders and of existing
contracts among enterprises; the use of administratively set price lists as
guidelines for comtractual wholesale prices; and the persistence of direct
controls over the bulk of retail prices (sece below for further details).
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or altogether halted, and unfinished construction sold off to the extent
possible. The restructuring effort is to be fostered through some
tightening of budget comstraints on enterprises, increases in interest rates
ou investment loans (to 15 percent) and the closing of nonviable firms
(these are estimated to be several bundred). The program envisages the
creation of an enterprise restructuring fund ("stabilization fund"),
probably financed through a special levy on enterprises’ investment or
depreciation funds, to provide temporary support during the restructuring
period to loss-making firms deemed economically viable. It says little on
the criteria for distribution of these funds or the duration of the proposed
support. Indeed, ome cammot but wonder shout how sound any assessment of an
enterprise’s long-term viability can be at this time, given the magnitude of
existing distortions in the economy and in particular in the price
structure.

Although the program is yague on the content of military conversion
plans, the mission was told by Gosplan that the target is to increase
production of civilian goods by defense industries by 30 percent~over the
period 1989-91; as a result, the share of civilian goods productieon in total
output of defense industries would rise by over 10 percentage points (to 52
1/2 percent) from 1988 to 1$91. The military comversion process is to be
primarily guided by state orders rather than by market instruments.

(3) lzand reform. 1In meeting with the mission, Mr., Shatalin noted that
an important positive feature of the presidential program (and the main
reason why he decided te support it) is its recognition of different forms
of land ownership, so that private farms could coexist with the traditional
state and collective ones. In Mr. Shatalin'’s view, it was especially
important that the President had agreed to proposing this reform, without
resorting to the referendum which he had initially called for. The program
remains, however, once again unspecific as to the modalities and timing of
sale or distribution of land. Much appears to be left to individual
republics’ initiative, Thus, it is difficult to assess at the present time
to what extent or how soon private ownership will in fact replace
inefficient state and collective farms.

The program emphasizes the need for interrepublican agreements to
secure the free flow of agricultural commodities among republics, and calls
for the establishment of an all-union fund, with preestablished
contributions of each republic, to ensure the supply of food for the army
and for agricultural exports to be carried out under state agreements with
foreign governments.

e; Price reform

In the price policy area, the presidential program appears to follow
more closely the approach envisaged in the Govermment program than in the
Shatalin plan. Liberalization is to proceed rather cautiously at both the
wholesale and the retail levels, while an attempt is to be made to correct
administratively the largest distortions in relative prices. Specifically
as regards wholesale prices, the Soviet authorities envisage two major
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categories. One group (consisting of energy products, raw materials and
strategic intermediate goeds) Is to remain controlled, with prices set at
uniform nationwide levels on the basis of interrepublican agreements. 1/

For other products, prices are to be set contractually between enterprises
and governmental agencies, or among the enterprises themselves, However, it
is also expected that these prices would be set either following the
guidelines of a list prepared by the State Price Committee or on the basis
of cost developments plus a standardized markup. Thus, enterprises’ freedom
to determine prices, at least for next year, remains closely circumscribed.
The planned price increases are reportedly large, ranging from 20-30 percent
for machine building products up to 150 percent for certain energy products
and raw materials. The average Increase of wholesale prices for 1991 is
estimated by Gosplan to be of the order of 60 percemt. Agricultural
procurement prices, which are also to be set on the basis of interrepublican
agreements, are expected to rise on average by about 30 percent.

The picture is less clear for retail prices: 5-15 percent of these
prices (mainly for "luxury goods"™) are to be liberalized before the end of
the year. The pace of further liberalization in 1991 is to be determined--
mainly at the republican level--in the light of progress in stabilizing
finanecial conditions in the economy and supply conditions in the market.
Some of the Soviets met by the mission spoke of some 70-80 percent of retail
prices being liberalized by end-199l--along the lines of the Shatalin plan--
but no such commitment appears in the published guidelines, A substantial
proportion of these prices--notably those of essential foedstuffs which are
highly subsidized--will probably continue to be set administratively. Large
(in some instances many fold) increases in some of these prices are
essential if consumer subsidies--which currently account for about 10
percent of GDP--are to be prevented from rising sharply and indeed if, as
should be the case, they are to be reduced. 2/ The Soviet authorities
have not decided yet the pelicy course in this respect, and were therefore
reluctant to venture any estimate of inflation in retail prices for next
year. It appears that they would prefer to shift the burden of these very
unpopular decisions to republican governments by transferring responsibility
for provision of consumer subsidies t¢ the republican budgets. This could
prove to be (intentionally or not) a recipe for procrastination,

d. Labor market, wages and social policies

The program recognizes that the restructuring of industry will
inevitably entail significant losses of jobs in the affected enterprises.
It calls for steps (such as the creation of a state employment service) to
facilitate retraining and exchange of informatiom om available vacancies,

1/ For 1991 many of these prices will in fact be set by Presidential
decree, under the emergency powers recently granted to Mr. Gorbachev by the
Supreme Soviet.

2/ The Ministry of Finance estimates that if the prices of major
subsidized commodities (milk, bread and meat) were to remain unchanged,
consumer subsidies would rise in the 1991 budget to the equivalent of 16-18
percent of 1990 GDE.
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for the provision at the local level of public work opportunities for laid
off workers, and for the early introduction of an unemployment compensation
scheme. No details are, however, provided on the costs and sources of the
financing of the scheme. Gosplan officials estimate that unemployment might
rise from the current level of around 2 million (1.2 percent of the lahor
force) to 6-8 million in 1991, and that about half of unemployed workers
would be eligible for wnemployment compensation.

As regards wage policy, the presidential program appears to mark a
cautious move towards allowing some widening of wage differentials, to
reflect productivity. Specifically, it states that enterprises will be free
to determine the form and level of their workers' compensation, subject to
the setting of nationwide but industry specific minimum wages. It is
unclear whether the recently introduced steep tax on enterprises granting
wage increases in excess of govermmental guidelines will be maintained and,
if so, how effective it may be in containing wage pressure. The program .
calls for an up to 70 percent indexation of wages to the prices of a minimm
consumer basket, with the degree of indexation declining with income levels.
This, however, may tend to compress wage differentials. Pensions and family
gllowances are to be 100 percent indexed. It is envisaged that the minimum
consumer basket would be calculated at the republics’ level, to zllow for
regional differences in living standards, which are quite marked in the
USSR.

e. Budzeta olicies

The most specific quantitative objective in the presidential program
involves the deficit of the state budget (consolidated union and republies’
budgets), targeted to be reduced from an estimated rub 60-65 billion
(6-6 1/2 percent of GDP) in 1990 to around rub 25-30 billion in 1991. 1/
Little information is provided, however, in the document on the measures
needed to achieve this target. The mission’s analysis, based on extensive

- discussions with officials in the Ministry of Finance and Gosplan, suggests
the underlying budget picture for 1991 (in the absence of corrective
measures) is for a sharp deterioration, with the deficit of the state budget
likely to at least triple in nominal terms. The main factors accounting for
this deterioration can be summarized as fellows: (a) a near doubling of
outlays on consumer subsidies and a loss of about rub 40 billien in revenue
from the turnover tax, 2/ if retail prices are mnot raised to reflect the
planned and already implemented increases in wholesale and agricultural
procurement prices; (b) a less of revenue from the company income tax,
following a substantial reduction in its effective rate; (c) a likely loss
of revenue from taxes on foreign trade, stemming from the planned reform of

1/ The mission was told, however, by Ministry of Finance officials that
the target was likely to be raised to rub 40 billion in the revised version
of the program, which is to be published following its detailed debate in
the Supreme Soviert.

2/ The present turnover tax is just a (variable) wedge between retail and
wholesale prices. Therefore an increase in the latter not reflected in the
former leads to a corresponding loss of revenue to the budget.
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the exchange rate system (see further below); (d) a recently approved
pension law, which involves on average a 50 percent increase in benefits,
and envisages a 100 percent indexation of pensions to future price
increases; (e) the planned increase in interest rates on savings deposits
(see below), which will need to be at least in part reflected in an increase
in interest rates on the government debt; and (f) the likely cost to the
budget of various tax preferences, subsidized credit schemes for
enterprises, support to loss-making firms during restructuring, and the
finamcing of a number of new funds (some of which have been mentioned above)
called for in the presidential program.

To counter this threatened deterioration, the authorities have
identified a numher of corrective measures, involving: (a) substantial
cutbacks in budgetary expenditures on investment, on military procurement,
on administration at the union level, on subsidies to loss-making
enterprises, and on foreign aid; (b) a confiscatory tazation of "excess"
profits of enterprises (which is also seen as an anti-monopoly device) and a
20 percent levy on depreciation funds of firms; and (c) sales of government
property. However, met savings from the planned expenditure cuts may amount
at most to about rub 30 billion. The proceeds from sales of govermment
property (which, given their once-over nature, should not be counted as
equivalent to other revenues) are unlikely to be large in the near term.

The excess profits tax and depreciation levy appear to be retrograde steps,
running counter to the objectives of promoting enterprise autonomy and
responsibility, and would probably be best replaced with a mandatory
dividend pay-out ratio.

Thus, it seems clear that, in order to effectively contain the state
budget deficit in 1991 to a level close to the target, it will be necessary
to enact quickly a reform of the turnover tax (shifting it to an ad-valorem
fixed rate basis) and to pass through increases in wholesale, procurement
and import prices to the retail level. The attendant savings in outlays on
consumer subsidies and the higher tax revenues will, however, be partly
cffset by increased spending on pensions and social allowances, given their
indexation to price movements. In this respect, a more effective targeting
of social assistance through, e.g., the provision of means-tested income
support mechanisms in cash or in kind, such as food stamps, would appear
desirable.

The budgetary prospects for next year are further complicated by the
persisting lack of political consensus on the apportiomment of revenues and
spending responsibilities between the Union and the republics. There is a
real risk that, as expenditure responsibilities are shifted to republics
with varying degree of taxing capacity, and in the absence of adequate
redistributive mechanisms, pressures will mount to resort to borrowing from
the banking system or, for those republics (and other local governments)
which have foreign exchange earning sources, to foreign credit, leading to a
further loss of budgetary discipline. The mission stressed these dangers
and advocated a ban (or at least very strict limits) on these forms of
financing, preferably to be included in the Union Treaty--which is currently
under negotiation but unlikely to be agreed by the target date of end 1990,

.
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£ Monetarv and financial policies

The President’s program envisages measures to deal with both the "stock
problem" of excess liquidity (the mometary overhang) of households and firms
and with the "flow problem" of effectively moderating future growth of the
monetary and credit aggregates. In the first respect, emphasis is laid on
measures to tie up liquidicy (sales of dwellings and land plots, military
property with civilian uses, small businesses in the retail and service
sectors, and financial assets such as the so-called commodity bonds) 1/
and to increase the attractiveness of holding deposits through an inecrease
in interest rates. 2/ While these proposed steps go in the right
direction, clearly there remain questions as to whether they can be
realistically of a magnitude and timing adequate to the task at hand. From
the discussions during the mission, it became apparent that the authorities
are keen to limit the inflation tax on households to their cash holdings.
Cosbark advocated a (budget financed) revaluation of deposits, to compensate
their holders for any substantial adjustments in retail prices. This view
does not appear to be shared by the Ministry of Finarce, which is concermed
with the potentially large budgetary cost of such a step (households'’
deposits amount to the equivalent of about 35 percent of GDP). The mission
shares these concerns.

As regards the excess liquidity of enterprises, the mission heard
suggestions that their deposits may be at least partly frozen in the early
phases of the program, az move which, in combination with proposed inereases
in loan rates and in the prices of most production inputs and with planned
cutbacks in budgetary subsidies and bank credit growth, would probably
result in a significant liquidity crunch on the enterprise sector. To what
extent such a ecrunch would be reflected in a liquidation of excessive
inventories, wage moderation and cutbacks in the labor force, and/or in 2
sharp fall of output and investment is difficult to predict ex ante. It may
be safe to expect that it will lead to sharply increased pressures for
selective budgetary support and for preferential breaks in taxes and
interest rates, as well as in increased resort to inter-enterprise credits,
which reportedly are already rising,

The presidential program also refers to a number of measures to contain
monetary growth inm 1991 and beyond 3/ (although me quantitative target is
specified, and Gosbank authorities were not prepared to be more specific in
this respect either). These measures include the plammed elimination
(except for short periods in exceptional circumstances) of financing of

l/ These are mon-interest bearing bomnds providing the right to receive,
within a2 prespecified period of time and at a state-guaranteed price,
consumer durables. Their prospective cost te the budget could turn out
quite high if prices rise substantially in the next few years.

2/ A first increase in these rates (up to 9. percent) has just been
announced by Gosbank.

3/ The rates of growth of total bank credit and broad money are projected
at 10.5 and 15.3 percent, respectively, compared with an estimated 3-4 per-
cent growth of nominal GDP.
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budget deficits by Gosbank, 1/ and a more active use of indirect means of
monetary control, including reserve requirements, refinancing policies and
the establishment of at least non-negative levels of real interest rates.

In the mission’s view, given the still underdeveloped state of the
capital market, the likelihocod of effectively containing to near zero the
monetary financing of the budget defiecit in 1991 depends crucially on the
authorities’ ability to cut sbarply the deficit. Also, given the
foreseeable difficulty of gauging inflationary expectations and thus of
establishing administratively an appropriate level of interest rates, it
appears unlikely that adequate credit restraint can be achieved next year
without continued resort to quantitative coutrols over bank credit.

Significant progress has been made in recent weeks towards the approval
of legislation to reform the banking system. The picture emerging from this
pProcess is one of an autonomous Union Reserve System, consisting of the -
Gosbank and republican central banks. The system would be based on a single
currency. A Board of Covernors would manage a centralized monetary and
credit policy and issue uniform prudential rules and regulations for the
entire system. The republics would adopt their own banking legislation in
accordance with the laws of the Union Reserve System. However, important
policy, operational and organizational issues remain quite open at this
time. These prinecipally include the respective roles of the union and
republican central banks and the composition of the Board of Governors of
the Union Reserve System, in particular the weight of the Russian Republic
in it. It is also unclear to what extent the proposed responsibility of the
republican central banks to their respective Supreme Soviets will constrain
and hamper financial and monetary discipline.

Increased competition within the banking system is to be achieved
through the breaking up of the five large state-owned specialized banks into
independent stock companies, and through continued growth of mew and
existing commercial banks., The draft central bank law envisages that the
registration and supervision of such banks would be the responsibility of
the republican central banks. For this process to work in a smeooth and
well-coordinated manner, reasonably uniform rules and regulations for
prudential control and common accounting criteria would seem essential.

g. External policies
(1) Exchange rate system. While the presidential program is

nearly silent on the matter, discussions with Gosbank offiecials provided the
mission an overview of reforms planned in the exchange rate system. These
reforms have begun to be implemented with a presidential decree of

October 26, 1990, which introduced a new commercial exchange rate effective

1/ It is, however, envisaged that the budget could be finsnced through
recourse to the Savings Bank, which is to remain umder state control.
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November 1, initially set at $1 = rub 1.8, 1/ compared with the ecurrent
level of the official rate of $1 = rub 0.58. This level of the rate was
chosen to ensure that, for 90 percent of exports, their prices converted in
domestic currency would at least equal their Present domestic wholesale
prices (after the plamned elimination of the differentiated exchange rate
coefficients-DVKs). 2/

The commercial rate will be applied to the bulk of current account
transactions, in particular export proceeds subject to surrender, imports
covered by the foreign exchange allocation plan and service of the foreign
debt, and to inflows of financial loans. A special rate (equivalent to ten
times the official rate) will remain in effect for tourist tranmsactions.

The authorities also intend to create at the beginning of 1991 a free
auction market to which access will be allowed for exporters with surplus
retained foreign exchange 3/ and importers bolding valid licenses but
without adequate foreign exchange allocations. It is envisaged that the
Gosbank will intervene in this market. The mission was also told that the
some republics (nmotably the Russian Federation) intend to create their own
foreign exchange markets and to intervene in it, using their shares of
surrendered foreign exchange. Presumably the various markets will be linked
by arbitrage.

It is difficult to assess the prospective impact of the introduction of
the new commercial rate, sinmce it remains unclear to what extent the implied
devaluation will be allowed to be reflected in domestic wholesale and retail
prices of imported goods. It is equally difficult to predict (and the
authorities were not forthcoming in this respect) the future conduct of
-exchange rate policy and, in particular, the time horizen for, and path
Cowards, an eventual unification of the commercial and free market rates.
Given, however, the likely persistence of significant excess liquidity and
(open or repressed) inflatiomary pressures in the economy in the foreseeable
future, it would seem very likely that the ga2p between the commercial and
the free market rates will remain wide, thus providing incentives to illegal
channeling of transactions through the free market and distorting resource
allocation towards those goods for which a higher retention of export

proceeds is emvisaged.

1/ The rate will be pegged to the same basket of six currencies as the
official rate (which remains in effect for ruble-denominated claims of the
USSR on LDCs). Thus, the commercial rate will fluctuate weekly vis-a-vis
the U.S. dollar, reflecting changes in the rates of the latter vis-a-vis the
other currencies in the basket.

2/ These are multiplicative coefficients (greater or less than 1)
heretofore applied to the official exchange rate, differentiated by category
of goods and direction of export or import.

3/ 1t is envisaged that exporters will continue to be allowed to retain a
share (varying by type of export) of their foreign exchange earnings.
Surrendered proceeds will be shared between the Uniom and the republic from
which the export originates, in as yet undetermined proportions.
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(2) Liberalization of foreign trade and imvestment. The presidential
program envisages further progress in eliminating the state monopoly cn
foreign trade, except for energy products, gold, diamonds and a few high
technology goods. This would also make less predictable in the near term
the development of exports heretofore dominated by state trade, e.g., to the
CMEA countries.

The mission did not discuss in detail the authorities’ intentions in
the trade policy area, a topic which is teo be covered by the OECD. The
general impression is that progress in trade liberalization is likely to be
slow, given in particular the balance of payments prospects. Foreign
exchange allocation and import and export licensing mechanisms and export
quotas are likely to be maintained for some time. A new tariff, in line
with the harmonized system, has been prepared, and will continue to be
supplemented by selective import and expert taxes, in some instances with
quite high rates.

Liberalization is likely to proceed much faster with respect to foreign
investment. A recent presidential decree zllows for the first time full
foreign ownership. The mission also discussed a draft foreign investment
law which, inter alia, protects foreign investors against future adverse
changes in Soviet legislation, and liberalizes rules for the transfer abroad
of profit and capital.

(3) Extermal debt. The presidential program calls for the
creation of an all-Union currency fund to service the external debt
outstanding of the Union. This fund is to be fed with--as yet
undetermined--shares of foreign exchange surrendered by exporters to the
republics. The fund would also service debt incurred in the future for all-
Union projects and other activities, as determined by the new Union treaty.
Foreign debt incurred by individual republics (possibly against collateral
of their foreign exchange earming assets) will be serviced by them. While
probably inevitable in the current political setting, the foreseeable loss
of central control over extermal indebtedness gives cause for concerm. It
would also seem important that, with the further decentralization of foreign
trade activities, an effective mechanism to momitor and control extermal
financing obtained by enterprises engaged in foreign trade be put in place
as soon as possible.

3 ecen conomic developments and short-t macroeconomiec pro s

Economic indicators, which have become available since the previous
mission, confirm the trends in evidence throughout this year, namely
declining output, accelerating inflation and worsening foreign trade
performance. Reports of unfulfilled contractual agreements and of
disruptions in production and interrepublican trade are continuing, and
indeed worsening. For 1990 as a whole, the authorities project declines in
industrial output (-1.5 percemt), comstruction (-3.0 percent) and
transportation (-1.3 percent). GDP is expected to fall by 2 percent and
employment by nearly 1 percent (for the first time in recent history). The
recorded rate of inflation of retail prices was mearly &4 percent in the
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first nine months of 1990 and is projected at almost 53 percent for the whole
year. Goskomstat estimates the underlying rate of inflation to have
accelerated to around 12 percent.

The outlook for the balance of payments appears to have worsened,
despite the increase in oil prices. The authorities now project a sharper
decline in oil export volume (-15 percent), reflecting a 6 percent fall in
production; the decline will be concentrated Iin exports to CMEA countries.
For the year as a whole, the trade deficit is expected to reach the
equivalent of US$17 billion. Partial indications obtained by the mission
suggest that the rundown of short-term credits and of foreign exchange
reserves is continuing, and trade payments arrears have increased further
(to about USS$5.5 billion by end September).

Given the continuing uncertainties regarding crucial aspects of, in
particular, price, budgetary, and other financial policies, it is impossible
to forecast with confidence macroeconomic developments for 1991. Perhaps a
central--most likely--scenaric can be thought to involve a nearly full pass
through of the plammed increases in producer prices to the retail level, so
as to at least stazbilize the level of counsumer subsidies and prevent a loss
of turnover tax revenue. The attendant boost to consumer prices (probably
well over 30 percent) is likely to be partly compensated by differentiated
indexation mechanisms for various income groups. A probably less than full
compensation is alsc likely for households’ deposits. In these
circumstances, the price boost would only partly eliminate the existing
monetary overhang. The budget deficit could probably at best be stabilized
in relation to GDP, thus requiring additiomal bank financing. A significant
tightening of liquidity and an increase in the cost of credit are likely to
occur in the enterprise sector, forcing some release of acctmulated
inventories and a continued fall of investment. Tighter liquidity
conditions would help moderate wage increases over and above mandatory
indexatien.

The impact of the likely fall of real household income on consumption
is likely to depend crucially on the availability of consumer goods (in
particular foodstuffs). If disruptions of output and interrepublican trade
do not proliferate, and financing is available to step up Imports of
consumer goods, private consumption is likely te be sustained by a rumdown
of accumilated financial assets. In this event, the decline in GDF, albeit
sharper that the 2 percent currently estimated for this year, may remain
moderate. By the same token, it is unlikely that, under this scenario, a
substantial restructuring of industry and increase in unemployment would
occur.

The outloock for the balance of payments is clouded by substantial
uncertainties regarding, in particular, developments in trade with the CMEA
and the availability of financing. Prospects for energy exports remain
bleak, as oil production is expected to decline by a further 5 percent.
Although domestic consumption is alsc likely to decline slightly, in
reflection of the fall in GDP and the plamned sharp increase in domestic
energy prices, a further decline in volume of oil exports on the order of 15



11-02-90 13:51 =202 823 6211 LA WHITTOME s THALWITZ 7
5

o 1% w

percent may mot be ruled cut. The distribution of this fall as between
industrial and other countries (including CMEA) will depend, inter alia, om
arrangements currently being negotiated on a bilateral basis with various
trading partnmers. The outlook for non-energy trade, and its distribution
between industrial and other countries, is more difficult to predict in view
of the growing weight of non state trade. The preliminary staff projections
assume broadly unchanged non-energy terms of trade and export volumes vis-a-
vis the industrial countries, and a significant gain in the nom-energy terms
of trade vis-a-vis the CMEA area. 1/ These projections (which aze
predicated on an average price of oil of US$30 per barrel in 1991) suggest
that, given the scheduled debt service 2/ and already secured financing
(ineluding about US$2 1/2 billion newly announced credits from France and
Spain), about US$8 billion in coumvertible currencies would be reguired to
maintain imports at their 1990 level and to clear up arrears, assuming no
further reduction in short-term debt and in foreign exchange reserves. A
portion of these financing reguirements could be filled by the prospective
substantial surplus vis-a-vis CMEA countries 3/--which, however, is likely
to be at least partly reflected in a rundown of accumulated debt-of the USSR
vis-a-vis some of these countries.

3. Some concluding observations

From the above overview, it seems clear that 1991 is unlikely to
witness major liberalization in any area of the economy. It is interesting
that the mission’s arguments in favor of a faster pace of liberalization--
accompanied by a firm stance of financial policies--met with generalized
skepticism among the Soviet officials and, in particular, with statements to
the effect that "the Polish model of adjustment would not be appropriate in
the present economic and political circumstances of the USSR." Thus, it is
probable that we shall see a continued effort--in particular through
presidential decrees--to maintain in place, or revive, the main
administrative control mechanisms and to preserve the bulk of the existing
productive structure, albeit with attempts at beginning to correct some of
the major disequilibria and relative price distortions. The macroeconomic
implications of these policies would probably be a continued slide of
output, a marked pickup in the rate of recorded inflation and of
inflationary expectations, and some erosion of real incomes and real
finanecial wealth of the population. The balance of payments will show a
substantial improvement in the current account--assuming continued strength
of oil prices--but imports will be constrained by the heavy burden of

o
fae]

[¢]

1/ Specifically, it is assumed that prices of Soviet exports of raw
materials to CMEA will move in line with world market prices, while prices
of other exports and of imports will both fall by 40 pexcent.

2/ The debt service (interest plus amortization of medium and long-term
debt) is projected to exceed US$13 billiom (about 25 percent of projected
exports to the convertible currency area) in 1391.

3/ The mission’s preliminary projections put this surplus at around the
equivalent of US$7 1/2 billion in 1991. They need, however, to be checked
against updated projections by the desk economists of Eastern Eurcpean
countries. '
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servicing the extermal debt in 1991, unless substantial additional financing
(directly or possibly iIndirectly through stepped up assistance to the CMEA
partners) can be secured.

In these circumstances, the already dwindling political capital of
President Gorbachev may well be exhausted sooner rather than later. Whether
this would lead to an acceleration of centrifugal forces and a breakdown of
the Union, or possibly to a coumservative backlash, or, more optimistically,
to the realization of the nmeed for a much more rapid shift to a market
economy, is of course, anybody's guess at the present time.
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The World Bank/IFC/MIGA )
O FFICE MEMORANDUM
10-Nov-1990 01:29pm EST
Robert Picciotto ( ROBERT PICCIOTTO )
Stanley Fischer, DECVP ( STANLEY FISCHER )

FROM:

EXT.:

SUBJECT:

33774

Comments on the Draft Soviet Study

Greetings:
Life has been tolerable but dull without seeing you.

Paul Isenman passed on your comments on the PC draft of the
JSSE study. I assume you understand that this is just the draft
that will be submitted to the drafting session for the final
report, which is scheduled to meet November 19-21. This is not
the time to do a major edit of Economist level. The integrated
final draft of the main report will no doubt be very carefully
edited, and will come out much smoother than this.

Secon,d the question of how to handle decentralization /the
potential breakup of the USSR, and the advice we give, is being
discussed now. One likely strategy is to premise the report on
the existence of a national market, single currency, no internal
tariffs, etc. and then in each section to spend a few paragraphs
explaining how the system would work (and not work) if it were
more decentralized. More fundamentally, there are deep political
questions about the conditions under which foreign aid should be
given and can be used effectively.

This leads into the next issue: there is a separate section
of the final report which will draw together the set of
conditions u nder which we bel8ieve aid can be effective. That
is being drafted by the EBRD, but will obviously be the subject
of intense scrutiny and discussion by all the agencies.

Best
Stan
Paul Isenman ( PAUL ISENMAN )
John A. Holsen ( JOHN A. HOLSEN )

Kate Oram ( KATE ORAM )
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Sven Sandstrom ( SVEN SANDSTROM )
Anupam Khanna ( ANUPAM KHANNA )
Robert Picciotto, CPBVP ( ROBERT PICCIOTTO )
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USSR

Sven:

John Holsen tells me that some effort is going into revising the
report to make it responsive to the attached comment. I hope you
will take a close look at the final draft to ensure it is less
academic and more attuned to the realities and dilemnas of a
disintegrating political order.

For the Bank to be less plain speaking and concrete than the
Soviets themselves will make us lose credibility with those who
commissioned the study ! The tone of the current draft reminds me
of the tone we affected when we wrote about Rumania and
Yugoslavia at the heyday of our lending to those countries. The
reality there and then -- as now in the USSR -- is that
government to government lending will not be productively used.

This is what the study should say as plainly as possible. And
this is what Mr Conable should tell Mr Gorbachev -- along with
the offer to provide policy reform advice to build the road to
facilitate the integration of the USSR in the global economy.

The elements of reform listed in the study should be toughened as
thresholds to the new European economic order -- as prerequisites
and conditions rather than as polite advice. And the message
should be addressed to the Republics as well as to the Center.

I would be curious to see the talking points being prepared for
the President.

Bob
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John A. Holsen ( JOHN A. HOLSEN )
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30202

RE: Fragmentation of the USSR

John:

Thank you for taking the trouble to respond to my rambling
comments at the PC. Having witnessed the pernicious impact of
food zones on the agricultural economy of India, I have no
difficulty whatsoever with your hypothesis.

However, the main point I tried to make was different : any
report on systemic reform in the USSR which does not explicity
recognize the centrifugal forces unleashed by Gorbachev’s
political reforms could be perceived as irrelevant by the very
readers it is intended to reach -- including those who are trying
to keep the Union together.

It is, of course, not possible to project what kind of political
equilibrium will emerge. But the very complexity and social risk
embedded in the reform strategy you are advocating militates for
arrangements in which elected leaders in the republics (rather
than the discredited central leadership) will eventually have to
take charge of the adjustment effort. This will precisely have to
happen in order to arrest the balkanization and fragmentation
within the republics which, you appropriately note, is currently
spreading.

Thus, the defensible borders of a stable Union moving towards

a market based economic system may not coincide with current
political boundaries. For example, an economically and
politically viable core built around Russia and the Ukraine might
be viable. Such a core might transact suitable economic
arrangements with the periphery. In other words, it is as much up
to local leaders to negotiate an appropriate role for the center
as it is for the center to decide on an appropriate devolution of
power to the republics.

This kind of perspective may be shared by G7 officials, many of
whom would not be adverse (for geopolitical reasons) to encourage
a peaceful transfer of power to the republics -- even at some
cost to economic efficiency in the short run -- since the
alternative could be socially disruptive and politically
regressive.



Thus, I would have thought that the study would be enhanced by an
explicit recognition (even if brief and sensitively phrased) of
federalist options -- combined with a call for inventive
political solutions capable of generating stable social
arrangements and effective economic leadership for the difficult
transition period which lies ahead.

Equally, the relevance of your prescriptions would be clearer if
you indicated that the policy package you are recommending does
not preclude a wide range of alternative political options in
center-republic power sharing -- provided appropriate decoupling
between the political and the economic realm is preserved.

It is precisely this willful decoupling which should be at the
center of the reform. Indeed, the study should make clear that
without such decoupling, i.e. power sharing arrangements which
preserve the elements of viable markets, it would not be
realistic to expect the West to provide the capital and the
technology needed to modernize the Soviet economy.

You might also wish to make the report less conceptual and
abstract by contrasting the poor performance of the economy with
its vast potential. Trends, anecdotes and examples of economic
distortions and their costs are needed to bring the report to
life. In other words, you should link your arid prescriptions
with a vision of the outcomes that could result in a relatively
short time. And the grim alternatives.

In the same vein, you might indicate the extent to which your
recommendations apply to the various parts of this
extraordinarily diverse and complex country. Finally, a
demonstration of the consistency of your recommendations with the
findings of the sectoral teams would help validate a report which
is fundamentally sound but suffers from an excessively dogmatic
tonality. Why not bring in an editor from the Economist ?

Bob
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REFORM OF ECONOMIC ORGANIZATION

Introduction

T, The Soviet Union has undertaken a major transformation of its economy. In the past the
Soviet economy has been comparatively autarkic as well as centrally planned and administered; the
announced objective is to transform it into a more open and market oriented economy. The results of the
partial reforms of the last several years have been disappointing. While the old system has, in many
respects, ceased to function, the new one is not yet in place. There is a widespread recognition of the
need toaccelerate the reform process. Although there remain many differences about how the transition
should be managed, there is a broad agreement on the objective of a more decentralized and market
oriented economy. This section of the report discusses a number of aspects of this systemic
transformation -- including the reform of pricing policies, privatization and enterprise reform, financial
sector reform, the social safety netand labor policies, trade and other aspects of external economic policy,
and the legal framework for a market economy. As well as discussing the general issues involved, this
report provides a commentary on the program for systemic reform that were outlined in the Basic
Economic Guidelines which were approved by the Supreme Soviet of the USSR on October 19, 1990.

2, The decentralization of the economy is being undertaken simultaneously with a major
decentralization of political authority and responsibility. In other parts of the world, continuing political
independence is being accompanied by increasing economic integration. This reflects recognition that
the benefits of a market economy grow with the size of the market involved. The republics of the Soviet
Union have recognized the desirability of greater openness with respect to the world economy. Given the
many waysinwhich these republics are economically interdependent, any significant decreasein openness
with respect to each other would be very costly in terms of economic welfare. Consequently, and despite
occasional recent moves in the opposite direction, this report assumes that the republics of the Soviet
Union will wish to maintain the All-Union market at the same time as there is greater integration with
the broader world market. Maintaining the All-Union market implies a common currency, the absence
of trade barriers between republics, and a common external tariff and exchange rate.

3. The timing and sequencing of economic reform measures has been a subject of much debate.
Because reforms in one area often complement those in another, to a considerable extent it is desirable,
and perhaps necessary, to make progress on many fronts simultaneously. However, satisfactory
macroeconomic management -- particularly, bringing the budget deficit under control -- is prerequisite
to successful implementation of almost any kind of systemic reform. This is especially important in the
Soviet Union, where the monetary situation could become very serious problem if there wasa "flightfrom
money." In the area of systemic reform, first attention should go to those measures that will complement
macroeconomic management. Such measures include reduction in consumer subsidies as part of price
reforms, the "hard budget constraint" as part of reform of state enterprises, and privatization measures
that will help reduce the monetary overhang.



Price Reform'
Background

4. In the transition to a market economy, nothing will be more important than changing the way
prices are determined so they can serve as signals to guide the allocation of resources. In a system of
central allocation, such as existed until recently in the Soviet Union, prices were regarded as playing
essentially an accounting role with little influence on consumption, investment, or production decisions.
The efficiency of resource allocation depended instead on price-insensitive administrative decisions.
Evenwith the focus on physical balances, however, itis likely that the low prices maintained, for example,
on industrial raw materials, both reflected and helped to perpetuate the low priority given by planners
to economizing those resources. Inadequate investment in housing and poor maintenance may also be
attributable, in part, to the low financial flows to the responsible government agencies that has resulted
from low rents. Household consumption patterns have been influenced by the heavy subsidization of
particular foodstuffs.

5. The signals provided by market prices become crucial as allocation decisions are
decentralized to enterprises, and those enterprises are placed increasingly on a self-financing basis.* As
noted in the Basic Economic Guidelines, "Market mechanisms can function efficiently only if most prices
arefreely established in the market, by balancing supply and demand. State price controls are permissible
only in a limited sphere." In our view, early and rapid price reform is crucial to the essential restructuring
of the Soviet economy and to resolving the severe resource diversions, supply shortages, and
macroeconomic imbalances that now characterize the system. For this reason, we strongly recommend
substantial correction of existing price distortions, including increasing the prices of basic consumer
goods, as part of the first phase of economic reform.

6. The economic reform proposals recently under consideration in the Soviet Union, while
recognizing the central role of price reform in the transformation of the economy, have all tended to take
a cautious approach in this regard, and this caution is also reflected in the Basic Economic Guidelines.
Emphasis is given to the need to stabilize aggregate demand in the economy, to remove monopolistic
elements, and to stabilize the supplies of basic commodities prior to the liberalization of prices. The
underlying concerns thatfreeing prices in the face of macroeconomic imbalance, extreme concentrations
of market power, supply shortages and inelasticities, and the absence of an effective mechanism to protect
the real incomes of pensioners and other fixed and low income people could lead to a serious wage-
price spiral, large monopoly profits, major disruptions of production, and heavy social costs are all
understandable and justified. What is involved, however, is a set of "vicious circles", in which the price
distortions themselves lie at the heart of the very problems that, in turn, inhibit price reform.

T It must be acknowledged at the outset that economic reforms will involve inevitably a
substantial increase in the average level of prices and money wages in the Soviet Union. Many prices
would have to be raised several-fold to approach international price levels. Given the "stickiness” of
prices in the downward direction, the upward adjustments are unlikely to be offset by price declines in
those goods currently overpriced in relative terms. The needed price increases will, in turn, have a serious
impact on the real incomes of Soviet families. The challenge facing the Soviet authorities is how to
achieve the higher market-based price plateau and to cushion the impact on household incomes without

IA more detailed discussion of the current price system in the Soviet Union and of our
recommendations for reform may be found in Chapter -- of the Background Paper.

*The analysis of prices in the Soviet Union is complicated by the imposition of turnover taxes at widely
different rates on different products (see Section --). As a consequence, a wedge of varying dimensions
is placed between the prices charged to buyers and the price received by sellers. This problem is ignored
in the discussion here, and the recommendations that follow necessarily assume that the distortions of
the turnover tax are removed, preferably to be replaced by a value-added tax.
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setting off an uncontrolled process of continuous inflation.

The Pros and Cons of Early and Rapid Price Decontrol

8. The Basic Economic Guidelines correctly put heavy emphasis on the need for a tightly
restrictive fiscal and monetary policy to reduce the inflationary pressures that are already present in the
Soviet economy and to control the additional pressures that will emerge during the reform process. The
subsidies currently required to hold down prices, particularly of basic foods, comprise a major proportion
of the deficit in the state budget. The need for adequate prices for producers is clearly recognized in the
Guidelines. Without significant adjustments of prices to consumers as well, subsidies will grow rapidly
in the coming year, making extremely difficult, if not impossible, the achievement of the stated fiscal
targets and the control of inflation.’

Lo As noted above, economic reform will result unavoidably in a significant increase of prices
in the Soviet Union, even if monetary and fiscal discipline are maintained. The increase in the prices of
basic consumption goods would, unless compensated, have a serious impact on the living standards of
people on low and fixed incomes. For many Soviet citizens, the results could be devastating. Some way
must be found, therefore, to provide at least partial amelioration of this impact. The Soviet authorities
are also properly concerned about the possible disruption to the economy that the elimination of subsidies
and, as part of the transition to a more open economy, the transition to world prices, could cause. The
inefficient use of key inputs, particularly energy, that currently characterizes much of Soviet industry
makes many enterprises’ financial viability dependent on heavily subsidized prices of suchinputs. A rapid
increase in those prices could, therefore, jeopardize the solvency of enterprises unable to adjust their
production processes and input mixes quickly to the changed terms, and unable to raise output prices
accordingly in the face of domestic or external competition. There s also concern that uncertainty about
the prices of basic industrial inputs would make it exceedingly difficult for enterprises to enter into
contracts for future deliveries; the added risk is likely to add to prices and thus to inflation. Finally, the
danger must be acknowledged that the initial large price adjustment and its attendant disruption of the
real economy and of real incomes could awaken inflationary expectations and demands for budgetary
and credit assistance that will be difficult for the authorities to resist, thus opening the possibility of
accelerating price increases far beyond what is necessary to correct relative price distortions.

10. On the other hand, failure to allow full price correction early in the reform process implies
that resources would continue to be used inefficiently throughout the system, as producers and consumers
both responded to distorted signals. Energy would continue to be wasted, along with other underpriced
inputs. The housing stock would continue to depreciate more rapidly than technically necessary or
economically justified. The distorted profit patterns among industries would attract investment and
credit to relatively low-priority uses, while higher-priority activities were unable to attract the resources
they needed. Similarly, controlled prices are an underlying cause of the supply shortages and disruptions
currently evident in the Soviet economy. The decentralization of decision-making that has already
occurred as a result of the enterprise reforms that began in 1987, in the face of continuing price
distortions, has resulted in significant breakdowns in the state supply system, as even deliveries subject
tostate orders are diverted to barter and "shadow" markets, where they capture significantly higher prices
or price equivalents. Scarce inputs, under these circumstances, are increasingly rationed by personal
connections and corruption, as well as by hidden inflation, while supply uncertainties and the logistical
complexities of barter trade sharply raise the costs of production and the pressures for additional credit
and budgetary support.

11 As regards the impact of price increases on consumers, governments around the world have
instituted price controls with the intention of protecting the purchasing power of the poorest members

’Indeed, to the extent that price controls at the retail level stimulate additional demand for the product,
freed prices at the wholesale level will rise more than they would were prices freed at both levels,
increasing the gap that has to be filled by subsidies.
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of the society. These efforts have been exceedingly costly, however, and have seldom succeeded. In
addition to the costs to the economy of price distortion itself, price controls benefit all purchasers of the
subsidized goods, whether or not they need such assistance. A targeted program providing supplementary
income can meet the same social objective without imposing price distortions and placing a far smaller
burden on the state budget. Moreover, price-controlled goods in short supply are commonly diverted to
the black markets, where they are bought by those who can afford to pay the higher prices. The benefits
of the subsidies thus accrue in large measure to the black marketeers and the corrupt officials who help
them to acquire the scarce supplies of goods at the subsidized prices. It is clear that this is currently
happening in the Soviet Union.*

12. Finally, price reform is prerequisite to efficiently carrying out other important reform
measures. One of these is the hard budget constraint (see paras. _-_ ) needed both to strengthen
macroeconomic managementand toprovide thefinancial autonomy required aspartof enterprise reform.
The market can also be a powerful tool for demonopolization (paras. 44-45), especially where regional
monopolies are concerned, but the process will not work if price signals are not allowed to operate. The
fixing of prices to reduce profits removes the very market forces that would attract new enterprises into
a market to provide the desired competition. Moreover, with distorted prices, it is difficult to carry out
the needed restructuring of enterprises, including the conversion of military enterprises to other lines of
production,and, sincevalue depends on profitability and prospects in the marketplace, to accurately value
assets for the purposes of privatization.

13. In short, while there are risks involved in rapid price decontrol, a strategy to delay providing
the price incentives necessary to spur the restructuring of the economy is also fraught with the danger of
supply breakdowns and accelerating inflation. To the extent that delay succeeds in reducing the
immediate pain of adjustment, this gain may come at the cost of facing a more painful adjustment in the
future. Granted that changing relative prices will involve an increase in average prices, extending the
process over a longer period seems more likely to generate destabilizing inflationary expectations than
would a more rapid correction of relative prices followed by measures to hold average prices at the new
plateau.

m ion

14. For the reasons given above, we believe that the desired transition to a market economy in
the Soviet Union would be best served by an earlier, more rapid, and more comprehensive liberalization
of prices than is currently being contemplated. We are persuaded to this view in part because of the
degree to which the administered supply system has already broken down, resulting in shortages of both
industrial inputs and consumer goods, hidden inflation, and an apparently massive shift to barter activity
tokeep production going. Despite Government’s admonitions to enterprises to respect traditional supply
relations and to honor state orders, it is doubtful whether the administered system can be put back
together to function at anything near its previous effectiveness. In addition to encouraging greater
efficiency, rapid price decontrol may now be the fastest, if not the only, road to reestablishing a stable
flow of goods in the Sovieteconomy. At the same time, however, measures need to be taken to ameliorate
the impact of price increases on household incomes.

15. We recommend, first of all, that the prices of most goods in the economy be freed from
administrative controls. Exceptional treatment should be accorded to a limited number of key inputs-
-e.g., energy and certain basic metals. These should be inputs for which (i) the supply response to
increased prices is likely to be slow; (ii) the potential disruption of industrial production is large unless
a reasonable period for adjustment is allowed; and (iii) the products concerned are important inputs, for

“To that extent, the raising of official prices would simply recognize and validate the inflation and
reduction in real incomes that has already occurred and would permit the direction of compensating
income subsidies to the intended beneficiaries instead of to the pockets, as at present, of the rent-
seekers.



which substantial price predictability is significant. In addition, in each case the state supply system
should be capable of assuring reliable supplies at or near the present levels. For these key inputs, we
recommend a time-bound, preannounced schedule of adjustment toworld prices over, say 2-3years. This
would give the affected industries forewarning of the need to adjust their technologies, product and input
mixes accordingly.’ The Guidelines now call for the prices of energy and other basic mate rials to be set
by agreement among the republics. If this procedure is used, it should be agreed from the start that the
purpose is to ease the transition to international prices within an established time frame. The adjustment
of industry could also be eased somewhat by an initially high uniform external tariff (replacing the present
myriad of quantitative restrictions), reduced over time in accordance with a preannounced schedule.

16. We further recommend that, through the first stage of reform, the government use imports
to stabilize the retail prices of the most sensitive basic consumer goods--wheat, milk, butter, meat--at
levels that fully cover freed producer prices and the costs of transportation and distribution. As the
wholesale and retail marketing networks are privatized (paras. __ and _ ), government intervention
through managed imports could be eliminated. The stabilization of inflationary expectations in the wake
of this adjustment would depend heavily on the success of the monetary and fiscal program and on
guaranteed supplies of imports of the indicated goods. It is recommended that bilateral assistance be
provided during the first stage to assure import supplies. The composition, volume, and resale prices of
specific commodity aid, however, would have to be carefully managed to avoid harming domestic
producer incentives.

17. Forworkers, the removal of consumer goods subsidies (andincreased rents) would represent
a sharp reduction of what has, in effect, constituted wages in kind. It is appropriate for both economic
and equity reasons that the reduced subsidies be at least partially compensated by an administered
increase in money wages.® This increased cost to the enterprises would be partially offset by the transfer
of certain social expenditures from the enterprises to the government (see para. 5), and would constitute
a first step toward the market-oriented reform of labor remuneration policies also alluded to in the
Guidelines. Increased labor costs, along with other input costs and higher interest rates (paras. 73-76),
would get reflected in the prices of goods in the market.

18. Pensions and other transfers to individuals not active in the labor force would have to be
adjusted. One approach that has been used elsewhere is a flat per capita transfer for all individuals.
Although administratively more difficult, a targeted approach, based on maintaining acceptable real
minimum family income levels, should be able to accomplish the same social objectives at lower cost to
the budget. Overall, the extent of compensation to consumers for the loss of subsidies would depend on
their fiscal impact and on the requirements of macroeconomic stabilization. Short-term reductions in the
real incomes of some members of the population are probably an unavoidable cost of the reforms. The
challenge to the government is to assure, through the design of the reform program, that this short-

term cost is (and is perceived to be) a sound investment in the future.

19. The above recommendation to allow the prices of consumer goods to rise to market levels
is the preferred approach. However, it is a widely held view in the Soviet Union that prices of some
essential consumer goods should continue to be subsidized. Although we believe that the social needs
involved could be more effectively met by compensation arrangements, such as those described above,

The move to market pricing for housing reats might also be phased over time (see Section --) because
of the time required to develop the necessary institutional base (including programs for low-income
families that might be needed to complement the private housing market). In cases of natural monopoly,
prices would continue to be controlled but at levels that fully cover long-run marginal costs.

5In considering the appropriate magnitude of wage adjustment, it should be noted that substantial real
wage increases in excess of productivity growth have occurred over the past few years (Section --), and
that a comparison of new consumer prices with official prices will overstate the actual incremental impact
on households (para. 14).



insistence on immediate price liberalization might jeopardize popular support for the broader economic
reform program. Consequently, some continuation of retail price subsidies may be deemed unavoidable
for a small number of essential consumer goods.” Since the level of the subsidy will be limited in the light
of the budgetary situation, the retail price subsidy should be provided in a manner which would limit
the cost to the budget through the diversion of subsidized goods to unintended uses and beneficiaries.
This could be done by allowing prices to rise to their market levels, but providing individuals with coupons
which gave each person the right to purchase a fixed quantity of the basic foods at an administratively
fixed price. Those wanting more of an eligible good would be able to purchase it, but only at the
unsubsidized market price. A variant of this would be to provide each person with a given amount of food
stamps which could be used as money in buying eligible foods at their regular market prices; since the
stamps would have a fixed monetary value, an individual’s cash payments would vary with the market
prices of the goods concerned, but the budgetary cost of the subsidy would be precisely knowa.

"It is assumed, as indicated in the Guidelines, that producers would receive a market price for their
output, so that shortages and their attendant problems are avoided. Subsidies would have to be financed,
therefore, from the fiscal budgets of the Union, Republican, or local governments. A high degree of
decentralization of authority over consumer prices already exists in the Soviet Union and would be
continued under the Guidelines. If price differentials between localities exceed the costs of
transportation, goods would, of course, tend to be diverted toward the higher price market.
Administrative controls imposed to prevent the diversion, already evident in many parts of the USSR,
threaten the desired promotion of the national market.



Enterprise Reform

20. As noted above, the Basic Economic Guidelines clearly affirm the Government’s intention
to devolve microeconomic decision-making to individual enterprises, operating under different forms of
ownership, including private ownership, in an environment of market-determined prices, competition,
and equal status under the laws. Today, however, the vast industrial sector of the Soviet Union is
characterized by huge, monopolistic state enterprises; which still receive a large proportion of their
production orders and inputs from the state, face administered prices, have little control over company
finances, and are run at the plant level by people who are production engineers rather than enterprise
managers in the Western sense. Along side these giant enterprises is a rapidly growing number of much
smaller firms, operating largely outside the state planning system, under various forms of organization
whose legal status and ownership rights remain unclear. The increasing decision-making responsibility
accorded to the managers of state enterprises over the past three years, and the rapid proliferation of
these new enterprise forms, taking place in a context of rigid state prices and unclear ownership, is
resulting in enterprise decapitalization and a progressive breakdown of the state supply system. The
latter adds to the urgency of a rapid transition to market-determined resource allocation. This section
examines several interrelated aspects of the enterprise reforms that must form part of this transition: the
denationalization of ownership, enforcement of a hard budget constraint on enterprises, the
demonopolization of industry, organizational and managerial changes in those enterprises destined to
remain, at least for the foreseeable future, under state ownership, and the training of enterprise
managers.’

D ionalizati Ownershi
Background
21. Ownership of the means of production in the Soviet Union is formally vested in the people

as a whole. Production and pricing decisions were, for many years, made by central planners rather than
by enterprise managers guided by market signals. Managerial performance was judged primarily by
whether or not physical output targets were fulfilled. Capital tended to be inefficiently used and poorly
maintained, partly because neither managers nor the state officials to whom they reported had either a
direct stake in the enterprise’s efficiency or in protecting the value of the capital stock.

22: Interrelated problems of ownership, management, and incentives lie at the heart of the
unsatisfactory perf ormance of Sovietenterprises, inrespect to productive efficiency, product quality, and
technological backwardness. To achieve a fundamental change in this situation, the Basic Economic
Guidelines call for the "denationalization and demonopolization of the economy and the development of
enterprise and competition”. "Denationalization,” which is also sometimes characterized as
"destatization” or "commercialization," means establishing an enterprise asafinancially and managerially
autonomous entity. As stated in the Guidelines, "Not only are they autonomous in their activity, but they
are also economically responsible for the results of this activity--in terms of both currentincome and their
own property.”

25, For large enterprises, denationalization would typically be carried out by converting the
enterprises to joint stock companies while stillunder public ownership. Thelocus of ownership, however,
would be clearly identified; ownership would initially pass to State Property Funds, which would act as
holding companies. Privatization through the sale of sharesisseenasa subsequent stepfor most medium
and large denationalized enterprises. However, the need for denationalization and commercialization
applies equally to those enterprises that would be expected to remain in the public sector. Smaller
enterprises, on the other hand, could be quickly privatized without going through the intermediate stage

sGreater detail and description are found in Chapter -- of the Background Paper.
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of being reorganized as joint stock companies.

24, While details of denationalization programs are to be worked out by the Union and Republic
governments in their respective areas of ownership--a discussion complicated by intergovernmental
disputesoverenterprise ownership--the Guidelines propose that outright privatizationbeginimmediately
in such activities as trade, restaurants, consumer services, repair shops, construction, and small
enterprises generally. Thedenationalization or commercialization of large and medium-sized enterprises
is also to begin right away. Eventually, it is expected that most of the production and service sectors of
the economy will have been transferred to private ownership.

The Pro ns of Rapid Privatization

25. The decentralization and clear definition of ownership rights and responsibilities is, along
with price reform, the most urgent step in the transition to a market system in the Soviet Union. Beyond
the general principles outlined above, however, the Guidelines do not set out a clear program or time
frame for transforming enterprise ownership, and questions of speed and sequencing continue to be a
matter of debate.

26. Early privatization, in particular, raises several problems. It may be difficult to estimate the
value of enterprises when relative prices are still unsettled, and their future prospects are unclear.
Moreover, as the Guidelines point out, the value of the state’s productive assets far exceeds the savings
available in the private sector to pay for them. Even in the case of small enterprises, provision will be
needed for buyers to pay in installments. Denationalization and privatization in the industrial sector’ is
complicated by the large and frequently indivisible nature of the assets involved, the high degrees of
market concentration, oversizing of plants, and uneconomic vertical integration of production. Two
possible consequences of rapid privatization, therefore, are that the assets might be acquired at far below
their actual values, providing a windfall to the buyers, and/or that asset ownership might become
concentrated in the hands of a few individuals who have the money or political connections to acquire it.
Another issue is whether existing monopolies (other than the limited number of natural monopolies)
should be broken up, and enterprises restructured, prior to privatization.

27 Receipts from the sale of state assets could help to reduce the monetary overhang and
provide important revenues to the government during a period when fiscal management is crucial to the
success of the economic reform generally, but rapid privatization of larger enterprises would probably
require some giveaway of the assets concerned, perhaps through a voucher scheme that ensures an
equitable distribution of shares. Besides the failure to generate needed government revenues, such
giveaways have a number of disadvantages. The resulting sudden addition to household assets would
probably result in an increase in consumption (while sales on favorable terms over time would probably
increase houschold saving). A voucher system could result in widely scattered ownership of individual
enterprises; this would be unlikely to result in effective monitoring and control of enterprise managers.
Itis further argued that persons or entities receiving ownership rights over productive assets at low cost
to themselves might feel less a stake in assuring the efficient use of those assets.

28. On the other hand, while rapid privatization of shares in the larger enterprises would reduce
the cash proceeds to the state, it would also permit a wider distribution of assets now seen as belonging
to all the people. The problem of enterprise control could be overcome by transferring the ownership of
enterprises to holding companies, whose shares could then be distributed to the public. This is not very
differentfromwhat is suggested for non-privatized enterprises, except that the holding companies would
pay dividends to private shareholders rather than to the state. In either case, with large enterprises there
are problems of establishing managerial incentives at both the individual enterprise and holding company
levels. Until and unless interest in the efficient use and value of capital becomes imbedded in enterprise

*Questions related to the privatization of housing and of agricultural land are discussed in Chapters -
- and --, respectively.



decision-making, the nation’s capital stock will continue to be wasted and dissipated.

29. By the same token, clear ownership and property rights must accompany rational prices to
achieve the desired demonopolization and efficient restructuring of industry. Aselaborated below (paras.
__-_),we believe that enterprise managers, acting in response to market signals, can do a major part of
the job of demonopolization more efficiently than would be done by officials in ministries. However,
enterprise ownership must already have passed to persons or organizations that have a stake in the
efficient use of its assets. The rapid "spontaneous privatization” process that is already under way also
points up the need for a quick regularization and completion of ownership reform.

30. The proposed middle stage of commercialization of state enterprises under the aegis of state
holding companies offers a distinct improvement over the present ministerial control of enterprises.
Efforts in other countries to place state enterprises under a hard budget constraint and to subject them
to market discipline have not alwaysworked outwell in practice, however. Ithas beenfound very difficult
to insulate state enterprise management from political pressures and the noneconomic objectives of
governments. For the above reasons, we would urge the authorities to consider an even more rapid
privatization process than is proposed in the Guidelines.

Recommendations

ol We recommend that denationalization and privatization be accelerated by taking a mixed
approach that will vary by type of activity and size of enterprise, as well as according to the preferences
of the different Republics. Specifically, we recommend the rapid privatization of small enterprises
through outright sale to individuals, cooperatives, etc., willing and able to acquire them and to accept the
risks of entrepreneurial activity. The privatization of larger enterprises will necessarily take longer and
could proceed along essentially two paths: (i) the direct sale or leasing of divisible products lines, stages
of production, or service activities to individuals, cooperatives, etc.; and (ii) conversion into joint stock
companies under the initial ownership of state holding companies created for the purpose, with
privatization proceeding through the market sale of shares to individuals,financial institutions, and other
enterprises and organizations, either directly or through mutual funds.

32, In the service sectors, the Government’s proposal to sell the assets through open and well
publicized auctions is an excellent one and should proceed as quickly as possible. We agree also that
buyers should be allowed to make payment in installments to permit both rapid sale and a wide and
equitable distribution of the assets. Particularly important isthe denationalization of transport, storage,
and distribution services, where assets--e.g., trucks, warehouses, retail shops--are easily sold off one by
one, and where the existing commercial monopolies can therefore be rapidly broken up.

33, With respecttolarger enterprises with multiple product lines, orwhose production processes
are divisible, we would encourage the process of sale or leasing of discrete parts of enterprises that is
already taking place. The sellers or lessors could be either the newly formed joint stock companies or,
in advance of the completion of conversion, existing state enterprises. Sale would be by open and well
publicized auction and would require a significant equity downpayment by the new owners, equivalent,
say to 15% or more of the purchase price, allowing them tofinance the remainder with interest atnormal
terms.

34. Leasing arrangements could be used to privatize enterprises of all sizes. Monthly lease
payments could be established by auction or, alternatively, made equal to an estimated straight-line
depreciation of the assets, plus a negotiated return to the lessor; the life of a lease would be based on the
expected life of the covered assets. While leases were in effect, the original assets would be held as
collateral by the lessor. No new state or lessor investment would be made in the leased enterprise; any
replacement or new investment would be the responsibility of, and would be owned by, the lessees, who
would also be responsible for arranging its financing without state subsidy or guarantee.

35. Lessees would be free to organize their enterprise as they see fit--joint stock company,
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cooperative, individual proprietorship, etc.--and to alter their product lines and methods of production.
It should also be possible for lease contracts to be sold to other individuals or organizations, subject to
antimonopoly laws and regulations. Otherwise, lease holders would lose their interest in protecting the
value of the leased assets. At the end of a lease contract, the value of the original assets would have been
entirely depreciated, and any new assets would be fully owned by the lessee. Enterprises that become
unprofitable during the life of the lease, whether because of mismanagement or changing market
conditions, would be allowed to fail.

36. Toensure against arbitrary and opportunistic behavior in the valuation of assets, it might be
desirable to establish a review procedure for sales and leasing contracts, vested in independent
government agencies answerable to the Union and Republican Parliaments. Toavoid undue delays in the
privatization process, as has occurred in other countries undergoing similar reforms, the review should
be limited to questionable cases. These could be brought to light by a requirement that all such
arrangements be publicized in the newspapers, identifying the sellers and buyers, or lessors and lessees,
the assets covered by the contracts, and the terms of the sale or lease.

37. As long as they continued under public sector ownership, large enterprises should operate
as joint stock companies. Shares would be owned initially by state holding companies, independent of the
line ministries, and charged with operating the entities under their responsibilities as commercial,
market-oriented enterprises and with husbanding the long-term value of their assets. Such enterprises
should be accorded no preferential treatmentfrom the state, however, by virtue of their public ownership.
Moreover, to encourage competition, ownership of enterprises producing the same goods or close
substitutes should not be concentrated in the same holding company..

38. Over time, as financial savings and markets grew, it is expected that the state holding
companies would sell their shares to individual and institutional investors, including mutual funds,
pension funds and insurance companies. Alternatively, or in addition to selling off their holdings
enterprise by enterprise, holding companies could, in effect, convert themselvesinto mutualfunds, selling
shares in their total respective portfolios. In appropriate cases such intention could be written into their
charters, including a statement of intentions regarding the period over which the assets would be sold or
the holding company itself would be privatized.

39. The Guidelines propose that priority in the buying of property and shares be given to labor

collectives, and that their members be accorded various forms of financial assistance to help them to

become owners. We would note in this regard that the experience of labor-managed enterprises in other -
countries has been disappointing. Workers in control of their own enterprises have tended toconcentrate

on the maximization of their own incomes with a relatively short-term time horizon, with the result of

limiting the employment of new workers and decapitalizing the assets of the enterprise over time. We

recommend, therefore, that substantially less than a controlling ownership be made available on a

preferential basis to an enterprise’s own workers, and that these shares be distributed to workers on an

individual, rather than collective, basis. Workers would thus enjoy the same ownership rights of other

shareholders, including the right to sell their shares (as well as to acquire new shares) in the market.

40. Another issue concerns the treatment of the debts of existing enterprises. Should these be
assumed by the new owners? As a general principle, debts not attributable to existing assets--i.e., the
monies have been expended on consumption or wasted on investments of little or no value--should be
written down and not passed on as a burden to the new owners.” Insofar as the debts correspond to
valuable assets, however, these should be assumed by the new owners of those assets, as if they had
borrowed the funds themselves. In the case of valuable leased assets, the debt liability would remain
(along with asset ownership) with the lessor, but the related debt service would be included in the lease
payment.

“Implications of this debt write down for the financial sector is discussed in Section --.
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Imposing a Hard Budget Constraint

41, Enterprises, whatever their ownership, will only respond to market signals and to the
pressures of competition if the owners and managers are truly held responsible for the financial results
of their decisions. Market discipline is obviously undercut when there is a "soft budget constraint”; i.e.,
when losses are covered by transfers from other enterprises, the state budget, or soft loans from the
financial system. The imposition of a "hard budget constraint” means making enterprises financially
independent of these sources, including stopping loans from the financial system on anything other than
normal commercial terms. This financial autonomy needs, of course, to be accompanied by a managerial
autonomy which permits enterprises to adjust to changing constraints and opportunities; i.e., to adjust
prices, outputs, employment and other inputs in response to the signals given by the market. We strongly
support the Government’s intention, as outlined in the Basic Economic Guidelines and agreed in all the
major reform proposals, to put a halt to budget subsidies to enterprises, to force the restructuring of
enterprises that can, by that process be made financially viable, and to liquidate chronic loss-makers.
Also consistent with this objective and worthy of support is the intended reform of the financial system,
which is also to be put on a self-sustaining, commercial basis (see Section --)."

42, The Guidelines correctly state, however, that time will be required by many enterprises to
adjust to the new economic conditions, and it is proposed to create Union and Republican stabilization
funds, with independent administrations, to provide financial support of different kinds to properly
evaluated and justified restructuring efforts. This should helpavoid unnecessary declines in employment
and output, but there is also a risk that such special financing arrangements could become a substitute
for, rather than a complement to, the needed restructuring. Consequently, the funds that are provided
will have to be allocated under rigorous criteria. As the stabilization funds are to be financed from
budgetary resources, macroeconomic stabilization objectives will limit the resources available for
restructuring programs.

43. Finally, it is important that the imposition of hard budget constraints on enterprises be
accompanied by the elimination of existing differentialsin the tax treatment of enterprises inaccordance
with their size, branch, mode of organization, or other factors. Competition in a market system should
take place on as level a "playing field" as possible.

Demonopolization

44, Production in most branches of Soviet industry is highly concentrated, with a large number
of important products being produced at a single factory. Even where there is more than one enterprise,
moreover, the industrial branch ministries tend to view the enterprises under their control as cogs of the
same wheel, assuring that their activities are coordinated, rather than competitive, and transferring
resources among them in complex processes of cross subsidization. This tendency to huge scale and
extreme concentration reflects, in large part, the preferences of central planners, whose abilities to
process information and enforce directives depends on keeping the number of entities they deal with as
few as possible. Such monopoly power, however, cannot be tolerated in a market economy.

45. Thus, the emphasis given by the Guidelines and other reform plans to the demonopolization
of Soviet industry, as a prerequisite to efficient market operations, is fully warranted. We would see
demonopolization occurring as an outcome of the market process itself as well as being the result of
administrative actions taken prior to privatization. For tradeable goods, as long as quantitative
restrictions are removed, imports could effectively set and enforce ceiling prices on similar products that
are produced domestically. The cost of foreign exchange on the auction market plus likely tariff

UThe importance of this reform further highlights the urgency of rapidly eliminating existing price
distortions. Otherwise, the needed imposition of a hard budget constraint would have the undesirable
result of making many relatively efficient enterprises financially inviable, while encouraging the
expansion of enterprises made profitably only by virtue of the distorted prices.
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protection would initially make competitive imports relatively expensive, but prices tariff protection
should decline over time. (Sce paragraphs _ for a discussion of trade and exchange rate policy as a
source of competition.) Insofar as domestic monopoly powers were not limited by import competition,
enterprises enjoying monopoly power could be expected to exploit that power by raising their prices
further, and there would be a period in which they succeeded in garnering abnormally high profits.
However, in a market economy, these high profits could attract new entrants who would provide the
needed competition. Thus, at least in those activities where new entry was relatively easy,
demonopolization could be expected to take place over time as a result of market forces. However, price
controls and "excess profits" taxation would discourage market entry. Consequently, by seeking to limit
the benefits to the monopolist, such an approach might serve to perpetuate the monopoly.”

46. On the other hand, it must be acknowledged that, with the predominance of monopoly or
oligopoly on both sides of most Soviet markets, and the absence of a commercial tradition, the lag in
market response to opening opportunities might be considerably slower than in established market
economies. Foreign investment can help. In addition, governments in market economies have a major
responsibility for promoting and protecting competitive market conditions, and the Soviet Government
should act quickly to introduce an effective framework of antimonopoly laws and regulations along with
the institutions to enforce them. This should ensure the freedom of new enterprises to enter an industry,
help prevent collusion among enterprises, and discourage predatory behaviors that would lead to the
monopolization of an industry (see Section --). This is an area where the experiences of Western
countries can be an valuable resource to draw upon through bilateral or multilateral technical assistance.

The n f -Owned Enter
47. Establishingfinancial discipline by imposing ahard budget constraintisanessentialfirststep
to strengthen he management of state enterprises (see paras. __-__). In addition, a central factor in the

poor performance of Soviet state enterprises has been the absence of any stake, on the part of those
making the fundamental decisions regarding the enterprises’ activities and policies, in the efficient use
and future value of its capital assets. Once enterprises are converted into joint stock companies (paras.
__and _), the authorities will still need to face the question of how this need to represent the interests
of owners in the assets of the enterprise is to be instilled into both the public holders of enterprise shares
and the enterprise managers that they employ.

48. The commissions or State Property Funds set up to hold and manage state shares in the
enterprises not yet fully privatized must be charged with representing owner interests. They would, in
effect, be holding companies. They should not be able to cross-subsidize some enterprises with the profits
of others or otherwise relax the hard budget constraints on any enterprises. Nor should they have the
ability to tilt public policies and the enforcement of regulations to give their enterprises a competitive
advantage over others.” These holding companies should make clear that the primary objectives of their
enterprises were to maximize productive efficiency and profitability, consistent with protecting the value
of enterprise assets, and they should monitor and assess enterprises’ performance in this regard. But they

2High profitability may also be the initial result and reward for introducing a new product or method
of production. The proposed tax on monopoly profits, if it wrongly identifies the sources of unusual
profits, could thus weaken the incentive for innovation.

This change in the manner and mechanism by which government relates to the enterprises under its
ownership would replace the present control exercised through the branch ministries and various
functional agencies. These would either be eliminated (their numbers have already been greatly reduced,
and others are slated for elimination), or their responsibilities changed to broad sectoral planning and
policy analysis.
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should not interfere in the daily management of the enterprises.* In the interest of limiting owner losses,
the holding company would also see to the restructuring of enterprises, where this was desirable, and to
the liquidation of chronic loss-makers in its portfolio and to the auctioning of remaining assets.

49, Given the complexity of supervising the activities of large numbers of enterprisesindifferent
sectors, we would expect that the holding companies would exert their ownership rights through boards
of directors. Board members would be appointed and held responsible for their performance by the
holding companies. The boards would be directly responsible for setting enterprise policies monitoring
performance, and hiring, evaluating, rewarding, and, as necessary, dismissing enterprise managers.
Enterprise managers would have full responsibility for the management of the enterprise, including the
power to determine the organization of production; to set the offer price, quantity, and composition of
output; to hire, reward, and dismiss workers; and to manage the enterprise’s finances.

The Traini f Enterpri

50. The shortage of trained and experienced managers is likely to be the most serious bottleneck
to rapid improvement in enterprise performance in the Soviet Union. A large number of training
programs of varying quality have sprung up in recent years in the Soviet Union, ranging from short
courses in how to attract joint venture partners to full management curricula. Some of these programs
are being carried out in collaboration with foreign educational institutions. Such contacts should be
encouraged and expanded. Given the enormous needs of the USSR’s rapidly reforming economy, this is

an area of high priority and could be a useful focus of external assistance.

A sindicated in the Guidelines, the social responsibilities of ente rpriseswould be progressively shifted
to government at its various levels. To the extent that state enterprises continue to be charged with the
execution of social programs, these should be paid for from the government budget rather than the after-
tax profits of the enterprises.
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Financial Sector Reform

The Banking System

51 The Soviet banking system under central planning was viewed as an integral part of the
central allocation system. The primary function of the State Bank was to hold enterprise deposits and to
allocate credit toenterprises in accordance with the requirements defined by plan production targets, and
to monitor subsequent resource use by the enterprises to make sure it corresponded with central
directives. Meanwhile, the State Savings Bank (SSB) monopolized the collection of household savings,
which it redeposited in the State Bank for relending to the government and to the enterprises. Allforeign
exchange operations were conducted on behalf of the state by the Bank for Foreign Trade (later the Bank
for Foreign Economic Affairs--BFEA). Reforms introduced in 1987 added three specialized state-
owned banks to the system--the Industry and Construction Bank (ICB), the Agriculture Bank, and the
Social Investment Bank (SIB)--to channel credit to enterprises in their assigned sectors. Although these
banks also hold deposits from the enterprises in their sectors, the bulk of their loanable funds is still
supplied by the State Bank.

52. The Soviet banking system is currently evolving on two tracks: the division and
commercialization of the state specialized banks and the rapid proliferation of new, small commercial
and cooperative banks. Both tendencies, which could eventually merge into one unsegmented banking
system, are consistent with the development of an efficient, competitive financial sector and are
supported by the Basic Economic Guidelines. As in the enterprise sector, however, both suffer from
gaps in the legal and regulatory framework and from uncertainties about their ownership and ownership
rights.”

T ialize k

53. The specialized state banks currently account for some 95% of total credit in the Soviet
Union. Their evolution and financial soundness are, consequently, fundamental to the efficiency of the
financial sector and to the stability of the monetary system. The Government has announced its intention
to transform these institutions into independent joint stock, commercial, universal banking institutions,
operating strictly within the limits of their own resources and the funds they succeed in mobilizing, and
completely responsible for their own profits and losses. The Guidelines enter caveats, however, that it
might be necessary to retain one state bank with budgetary support to channel concessional resources to
activities "in the state interest", and that the Savings Bank would remain a state bank.

54, As a step toward their commercialization, the process of transforming the specialized banks
into joint stock companies has already begun. Shareholders are initially expected to consist largely of
state organizations, including the Finance Ministry, other ministries at both the Union and Republican
levels, Republic and municipal governments, and state enterprises. The situation of the banks is
complicated by conflicting ownership claims by Union, Republican, and, in some cases, municipal
governments. It now appears that the specialized banks are likely to be broken up along geographical
lines. The Russian Republic has declared its intention to liquidate the branches in its territory of the SIB
and to pass the premises and equipment therein to a new commercial bank, whose owners will include
the Moscow City Council.

55. A major concern with regard to the commercialization of the specialized banks is the
unknown quality of their loan portfolios. While the banks now have greater freedom to allocate credit
than when they were under the strict control of the credit plan, their loans have, by and large, continued

5This Sectionfocuses only on the resource mobilization and allocation functions of the banking system.
The control of the aggregate volume of money and credit is treated in Section --.
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to go to traditional borrowers, responding both to personal relationships and to the still important role
of state orders in the resource allocation system. Supervision by the State Bank, once intensive in
ensuring adherence to the credit plan, is now largely limited to the quarterly receipt of balance sheet
information and annual reports. Any portfolio problems that may exist are hidden by the virtually
automatic rollover of credits practiced by the banks and the accrual of interest, so long as principal
payments remain, in this way, up to date. That problems existis evidenced by the recent writeoff of R 70
billion of Agriculture Bank assets and reports that further writeoffs are forthcoming. The quality of bank
assets will also inevitably be affected by economic reforms in the real sectors and the significant impact
they are likely to have on the relative profitabilities of different enterprises.

56. The uncertainties of the present situation make it a particularly difficult time to launch into
commercial banking. This difficulty is magnified by the almost total lack of experience in the specialized
banks in the types of decisions faced by commercial bankers in managing the multiple risks involved in
financial intermediation. With the exception of the SSB, the specialized banks have substantial familiarity
with their sectors and their borrowers. Soft budget constraints have reduced the importance of analysis
of credit risk, however, while interest rate risk has simply not existed (see Section --), and foreign
currency risk has been of concern only to the BFEA. With the bulk of funds coming to them from the
State Bank and from mandatory enterprise deposits, the banks have also not had to concern themselves
with deposit mobilization and liability management. SSB, on the other hand, has operated as a pure
deposit bank, offering savings accounts to households having few alternatives for safeguarding and
earning interest on their savings. Although it has recently begun to do a small amount of consumer
lending, SSB passes virtually all of its deposits to the State Bank. In this way, household savings have
been the major source of financing for the budgetary deficit and for the credit lines of the State Bank to
the other specialized banks. SSB’s commercialization is thus inhibited by the current lack of alternative
noninflationary mechanisms for financing of the fiscal deficit.

The Commercial and Cooperative Banks

57. The formation of new commercial banks under cooperative and joint stock forms of
ownership began with promulgation of the Law of Cooperatives in 1988. By September 1990, these
institutions numbered more than 400 and accounted for about 5% of total bank credit. These banks enjoy
considerably greater freedom than do the specialized state banks in their lending decisions, the interest
rates they are allowed to pay for enterprise deposits and to charge on loans, the salaries they can pay to
employees, etc. On the other hand, unlike the SSB, their deposits are not insured, acceptance of
household deposits cannot exceed their capital, interest rates on such deposits cannot exceed those
offered by the SSB,and the lack of a real estate market has made it difficult for most of them to acquire
well located premises of adequate size and expansion potential.

58. The CCBs report themselves to be conservatively managed, well staffed with personnel bid
away from the specialized banks, and highly profitable. Although still very small in comparison to the
specialized banks, their appearance constitutes a welcome source of competition in the system.
Nevertheless, some aspects of their development could create problem for the future soundness of the
financial system.

59. A large proportion of the CCBs have been established by a particular industry or group of
enterprises with the explicit purpose, set down in their charters and by-laws, of serving the credit needs
of those enterprises. As a result, loan portfolios tend to be highly concentrated. Shareholders also
commonly include the specialized banks, other cooperative banks, branch ministries and other agencies
of the Union, Republic, and local municipal governments. There is some concern that the newly
organized commercial banks could, if they provided loans to their owners on anything other than regular
commercial conditions, prove to be ways for enterprises to get around the "hard budget constraint". The

“Until --, the CCB’s were free to negotiate interest rates on household deposits. The above limits were
evidently imposed to protect the deposits of the SSB.
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concept of conflict of interest does not appear to be well developed in the Soviet Union, and there are no
regulations to avoid it.

60. Auditing, prudential regulation and supervision of the CCBs is the responsibility of the State
Bank, and a special department of the Bank was established two years ago for that purpose. Detailed
prudential standards have since been issued by the State Bank, which has also assumed the authority to
seek corrective measures in cases of noncompliance.” This authority is now being challenged by
Republican authorities, however. Dispute over this and other issues has held up passage of new banking
and central banking laws for two years. The quality of supervision is, in any event, suspect, given
important shortcomings in current accounting standards (for both supervisory and internal bank
management purposes), the shortage of qualified examiners and other staff, particularly at the
Republican and regional branches of the State Bank. There is also evidence to suggest that exceptions
to the prudential regulations have been granted by the local branches.

R mmendation

61. Macroeconomic stability, especially in a market economy, is highly vulnerable to public loss
of confidence in domestic monetary assets and in the banking system. For this reason, bank failures are
potentially far more disruptive and are treated more seriously by governments than the failure of a real
sector enterprise. For this reason also, the Soviet Government should proceed as a matter of urgent
priority to clarify and strengthen the legal and regulatory framework for the banking system. Particular
attentionis needed to strengthening and enforcing (i) capital adequacy standardsfortheformation of new
banks and for permitting existing banks to continue at their present levels of activity; (ii) limits on asset
concentration in loanstosingle or related individuals, enterprises, and industries; and (iii) rules regarding
loans to the banks own officers and employees. This reinforcement of licensing and regulatory standards
might result in a slowing of new bank formation and in the merger or disappearance of some existing
CCBs, but the result should be the emergence of a stronger and more stable banking sector. In the
meantime, ownership rights and the legal status of different forms of organization would also have been
clarified, for banks as well as other enterprises, putting the CCBs ona level competitive playing field with
the specialized banks.

62. Bank supervision, including on-site inspection, also needs to be intensified. Before this can
be done, however, accounting standards have to be upgraded, with particular regard to the treatment of
late and doubtful loans and requirements for loan provisioning; and an intensive training program needs
to be mounted for accountants and supervisory personnel, including auditors and examiners. A nucleus
of people with the essential basic skills already exists in the State Bank and its various branches, but
their analysis needs to be refocused.

63. Likely reclassification of the assets of the specialized state bankscould force a reassessment
of their overall financial solvency, or that of many of their branches, and cause a slowing of the process
of denationalization. Instead of being passed on to new owners (whether state, private, or mixed), bad
and doubtful assets should be written down and /or shifted to a special state agency for their subsequent
collection or liquidation. The government should, in effect, take responsibility for the inherited bad
debts, and the new owners should be responsible for subsequent operations. The magnitude of this
problem cannot be known until these banks have been subjected to comprehensive portfolio audits, and
the dust has settled on the real sector reforms.

64. In the meantime, the credit needs of the economy would still have to be met, including credit
for newly emerging enterprises. We recommend that, during this period of clarifying and rectifying the
financial status of the banks, the government proceed with the transformation of the ICB, SIB, and
Agriculture Bank into joint stock companies, and that share ownership be vested in special state holding

"Thus far, three CCBs have been forced to restructure or toclose. These have resultedfrom currency
and other violations, however, rather than failure to comply with prudential standards.
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companies established for the purpose. Those companies, as in the case of industrial enterprises, would
exercise the state’s ownership rights, ensuring that managers are held to the new performance criteria of
commercial lending and that the requisite training is being provide to bank managers and staff. Only as
the banks are placed on a sound financial footing, in conformity with the same regulatory standards
applied to commercial and cooperative banks, and adequately staffed for their new functions, should
ownership be fully denationalized. In a number of cases, it might be decided to liquidate particular bank
brancheswhere the market were deemed adequately served by other institutions,and viable restructuring
appeared doubtful or excessively costly.

65. During this transition period, the SSB could, as suggested by the Guidelines, remain under
state control as the principal mobilizer of household savings to the other banks and to the government.
As the government’s financing needs were both reduced and increasingly satisfied through a growing
securities market, and as the specialized banks were progressively commercialized, the SSB could expand
its own lending activities through the interbank market and increasingly directly to private sector
customers. It, too, would be put on a commercial, self -sustaining basis, the foundation of managerial and
staff skills having been laid during the transition period. A corollary of this evolution would be the
withdrawal of the State Bank from its credit intermediation role; in the meantime, it will have developed
its indirect tools of monetary control.

66. Finally, we would urge the Government to reconsiderits plans to retain one of the specialized
banks under state ownership as a vehicle for channeling preferential credit to state-designated activities.
Although such institutions are commonly found in other countries, the experience with them has notbeen
good. While originally conceived as development-promoting institutions, their ability to dispense credit
on subsidized terms has frequently turned them into vehicles for political favoritism and bad loans.
Instead of mobilizing additional resources for development, their lending practices have resulted in a
heavy drain on state resources.

67. As a general principle, we recommend that a clear distinction be maintained between
activities to be determined by the state, and financed through the budget, and activities best left to market
determination and to the financial system. Overlapping the two tends to undercut both decision-making
processes. This suggests that, where there is a public interest in promoting activities that are unable to
service credit on full market terms, any subsidies be provided from the state budget, where they can be
reviewed in the normal budgetary process, rather than financed from the earnings of banks.

The Devel e uriti lar ntr 1 Savi nstituti

68. The Guidelines indicate the Government’s intention in the near future to support the
creation of stock and commodities markets and related brokerage companies, as well as insurance
companies and other institutions characteristic of developed financial systems. Although of lesser
urgency than the strengthening of the banking system, the healthy establishment of such institutions is
important,among other things, for the development of long-term instruments of investmentfinance, risk-
sharing and the transfer of ownership rights, and improving the tools of monetary policy. The
development of secondary securities markets greatly contributes to the mobilization of resources for
investment by providing the long-term instruments required by investors while helping to meet the
liquidity needs of savers.

69. Plansarealready in preparation for the establishment of securitiesexchanges in Moscow and
Leningrad."” The only securitized claims in the system are a relatively small volume of government debt
instruments, some bank certificates of deposit, and a limited number of shares issued by joint stock
companies. The nature of ownership rights conferred by the latter and the negotiability of shares remain
unclear. Insurance in the USSR is currently dominated by the State Insurance Company. Since 1988,

8A commodities exchange of sorts is already functioning in Moscow. At present, it is essentially a
trading room where participants can meet to make barter deals.
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however, a number of new companies have been organized as cooperatives or other forms. Pensions,
meanwhile, continue to be funded from the state budget; a payroll tax on enterprises has gencrally been
insufficient to cover payouts to retirees. As of January 1, 1991, a new pension system is to come into
effect, administered by an independent institution and financed by a substantially increased payroll tax.
Surpluses, if any, are to be managed at the level of Republican branches.

70. Important gaps in the legal and regulatory framework affecting securities markets need to
be filled before substantial and stable development of these markets is possible. First and foremost,
legislation is required to establish the legitimacy of financial claims and the rules and mechanisms of their
enforcement. The salability of financial claims must also be clearly established, if secondary markets
are to play their role in assuring the liquidity demanded by most potential buyers of long-term debt or
equities. Laws, regulations, and enforcement mechanismsare alsoneeded to protect savers and investors
against the potential monopolistic, collusive, or manipulative behaviors of brokers and large market
players and to assure that issuers of securities provide full and accurate information, upon which
prospective buyers can make intelligent judgments regarding the likely returns and risks involved.”
Market intermediaries should also be required to disclose any financial interest they may have in the
securities they are intermediating. Itisimportant that the regulatory authority have the power to impose
sanctions and that it be an independent agency, insulated from political pressures in its activities. This
is particularly important in the Soviet Union, where the owners of many securities issuers may continue
to include government agencies.

i It will probably take two years or more before formal, well regulated securities markets for
the trading of enterprise debt and shares are in place in the USSR. The issuance and trading of
government debt instruments could begin much earlier, however, given the relatively low risk to buyers.”
We would recommend in this regard that the government shift its focus from the long-term end of the
market and work to develop the market for medium-term instruments. These will be of greater
immediate appeal tosavers, given pastexperience withgovernment bondsand the inevitable uncertainties
of the Soviet economy in the next few years.

72. In the meantime, the informal issuance and trading of securitiesis likely togrow. We donot
recommend that government try to stifle this activity, which can play a valuable role in mobilizing risk
capital and giving liquidity to the ownership claims arising from enterprise denationalization. Without
a satisfactory regulatory framework in place, however, government should not officially endorse or
sponsor this activity, and should clearly publicize the risks involved to its participants.

Interest Rates

73 Just as price flexibility is a crucial element of competition in the real sectors in a market
economy, interest rate flexibility is essential to competition in the financial sector. Financial institutions
that are most successful in channeling resources to high-return investments will be able to mobilize the
greatest volume of funds by offering the highest interest rates to savers. In their competition for deposits
and borrowers, moreover, financial intermediaries are forced to keep their spreads and costs of

®Disclosure standards may initially fall short of those applied in more advanced Western financial
systems, given the present state of development of accounting practices. The quality of both will need
to be raised over time, however, to international levels, if Soviet financial markets are to be made
attractive to foreign savers.

wGovernment debt in the Soviet Union has not, in fact, carried low risk historically. Payments have
frequently been suspended, and interest rates lowered unilaterally. Asa consequence, government debt
issues are viewed with distrust, and the terms of a recent issue had to be substantially revised (halving the
amortization period and doubling the interest rates) to attract even modest sales. It goes without saying
that the government must establish itself as a dependable borrower if it is to attract voluntary financing
in the financial markets.
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intermediation as low as possible. The market determination of interest ratesalso permits the buyers and
sellers of financial instruments to exercise their preferences among the various maturities, risks, and
returns available to them according to the individual needs of theirfamilies and enterprises. On the other
hand, the absence of interest rate flexibility in the face of changing economic conditions has led in many
countries toflight from holdings of domesticfinancial assets, threats to the solvency of banks, and serious
losses of international reserves.

74. The Basic Economic Guidelines point to the importance of interest rates inencouraging both
household and enterprise savings, reducing the monetary overhang, controlling the demandfor consumer
goods and reducing wasteful investments. The Guidelines thus call for a sharp increase in administered
interest rates on both deposits and loans. Deposit rates will be positively related to length of maturity,
and the interest on loans for investment will be raised to 15%. The Guidelines suggest that the new
administered rates would remain in effect for about six months, the time necessary to stabilize aggregate
demand. After that, it is implied that interest rates would be freed to market determination, with the
expectation that they are likely to fall somewhat from the administered levels, permitting a gradual
recovery of investment spending.

75, We concur with the approach suggested by the Guidelines. Interest rates are currently well
below market-clearing levels in the Soviet Union and contribute both to excess aggregate demand and
to resource misallocation. Given the uncertainties attached to economic reform, the absence of effective
banking supervision and regulation, and the high degree of market concentration in the financial sector,
the simple freeing of interest rates could lead to substantial overshooting of equilibrium levels,
contributing to uncertainties and to the further disruption of enterprise and bank finances. We
recommend an administered increase in interest rates to market-approximating levels, controls later
being relaxed once expectations are stabilized.

76. We also agree that rates should be restructured to provide a positive yield curve to both
saversand intermediaries. To achieve the stated objective of protecting the value of savings deposits, and
thus motivating households and enterprises to hold them, interest rates on those accounts should, at
minimum, equal the rate of inflation, and lending rates should compensate the banks for their
intermediation costs, including a reasonable profit on the capital employed ™ Atthe present time, this may
require a nominal lending interest rate higher than the 15% proposed in the Guidelines. The indexing
of term deposits and loans would provide an alternative mechanism for assuring the maintenance of their
real values.

BFor reasons described elsewhere (para. 14), official inflation indices in the Soviet Union significantly
understate actual inflation. If savers’ deposits are to be protected, it will be necessary to take account of
not only the price increases based on fictitious producer claims of improved quality but also the increased
proportion of consumer goods mow being bought in the free markets and cooperative stores at
substantially higher than official prices.
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Legal Reform

17 Ingeneral terms, the effective functioning of a market-based systemdepends on theexistence
of clearly defined property rights, the freedom of market participants toexchange property rightsthrough
a system of legally enforceable agreements, and the existence of a system that provides reliable and
predictable enforcement of such agreements. A large number of laws intended to set the foundation for
a market economy in the Soviet Union have been passed in recent years, establishing, for example, new
principles of enterprise ownership and organization, taxation, the financing of pensions, etc. How many
of the established principles are to be interpreted remains to be clarified, however, in the elaboration of
subordinate laws and regulations. Moreover, inadequate attention has so far been given to such crucial
areas as property law, contract law, and the system for civil dispute resolution.

78. Consequently, the legal basis for the proposed reforms remains confused and leaves
economic actors uncertain about the meanings of the laws passed, the resolution of apparent conflicts
among different laws and regulations, the applicability of particular laws to their own circumstances, and
the consistency of what appears legal under the new economic laws with what is considered illegal under
the criminal code. The most fundamental problem is the lack of a clear structure of legal authority--
i.e., which levels or agencies of government have the authority to legislate or to issue binding orders,
superseding the laws and orders of other levels and agencies, over which matters. Soviet legal theory has
traditionally failed to delineate the respective authorities of state bodies. The issueisgreatly complicated
now by the ongoing effort to reach a new definition of relations between both the Union and the
Republics and among the various regions and governmental units within the 15 Republics. The discussion
that follows focuses on several crucial facets of the legal framework for market activity: property law,
enterprise law, contract law, the resolution of commercial disputes, and the criminal code.®

roper igh

79. Until quite recently, ownership law in the USSR was strictly divided between socialist
ownership and personal ownership, the latter largely limited to family belongings, including the tools
needed to farm small private plots or to engage in permitted handicraft or other individual labor
activities. Personal ownership was not to serve as the basis for illegal or "unearned" incomes.” Socialist
property, ownership of which was vested in the State, could not, in general, be alienated to individuals
and only rarely could be used as security. The penalties for stealing, converting, or negligently wasting
state property were notably higher than those for similar crimes against private property.

80. Over the past couple of years, the Constitution has been amended, and several pieces of
legislation have been passed (e.g., Law on Cooperatives, Fundamentals of Legislation on Leasing), which
substantially alter property rights. Under a lease-purchase option, for example, enterprises and other
economic organizations may now purchase and own productive assets that once belonged to the state.
It is not clear, however, what rights the owners under these arrangements have to freely dispose of the
acquired facilities. Similarly, land users can now be given a life tenure in land and can pass those use
rights to their descendants; whether the rights can be bequeathed outside the family is unclear, however,
and there is no provision for unrestricted purchase and sale of land or land-use rights. The use of liens
on property is now generally authorized in principle, but no subordinate legislation has been passed which
defines the conditions of an enforceable lien or pledge, the procedures for foreclosure, or registration

24 fuller discussion of these issues and other relevant topics are discussed in the Chapter -- of the
Background Paper.

BThe precise definition of "unearned” income has always been somewhat elusive. Illegal income for
individuals has included entrepreneurial activities involving hired labor, sale or lease of property, sale

of goods above permitted price levels, and any variety of middleman or trading activity.
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requirements for encumbered property. Finally, the law states that all forms of property in the Soviet
Union will be equally protected, but provides no discussion of the means of protection. Effective
protection depends on a clear definition of the rights to be protected and on the provision of effective
remedies in the event of infringement. Neither of these yet exist. )

81. The Basic Economic Guidelines point out that "privatization" does not necessarily mean a
switch to private (individual) ownershipalone, but rather referstoa more general process of transferring
ownership of state property to collectives, cooperatives, shareholders, foreign firms, and private
individuals, all of which are to be autonomous and responsible for the results of their activities. These
various modes of ownership and organization are to compete with each other on equal terms. While there
appears to be wide support in the Soviet Union for the expansion of individual property rights, there is
still considerable resistance to the concentration of large amounts of property in private hands. Effective
market relations do not, of course, require that individual property rights be unlimited or unregulated.
It does require that the desired rights and restrictions be set out clearly and in detail. Without such clear
legal statements, potential market participants will be deterred by uncertainties about the legality of their
actions and the enforcement of their rights.

Enterpri W

82. A principal focus of legal reform in the past few years has been passage of laws defining new
forms of business activity--cooperatives, leasing arrangements, joint stock companies, small businesses.™
While this approach has permitted the rapid creation of new business opportunities, it has also created
some inconsistencies, left some gaps and anomalies, and invited subsequent contradictory amendments
which have contributed to confusion over the Government’s intentions.

83. Oneexample concerns the 1988 Law on Cooperatives,which permitsa cooperativeenterprise
to be formed by groups of three or more persons. It may hire labor, lease or purchase business premises
and equipment, and operate without limits on its scale of production. Cooperatives are allowed under
the Law to charge freely negotiated prices on their output, except when producing under state contracts
or using state-provided inputs. In these cases, prices are subject to centrally set prices and /or markups.
In response to negative public reaction to the higher prices charged by cooperatives, and evidence of
diversion of state supplies to sale by cooperatives at higher prices, the Law was amended in 1989 to permit
Republics to impose price ceilings on basic goods regardless of their source and placing restrictions on
imported goods sold by cooperatives. Local authorities also have often refused to register cooperatives
and have attempted to close them or interfere in their activities. Cooperatives remain subject to a variety
of restrictions on the range of activities they may engage in and the prices they may charge, restrictions
not shared by other forms of organization.

84. The 1986 Law on Individual Labor Activity was intended to expand individual involvement
in the production of handicrafts and consumer goods and services. It contains a list of activities which
are specifically authorized or prohibited, alongside a general statement that whatever is not explicitly
prohibited is to be considered legal. The scale of such activities was clearly meant to be limited, however,
and could not involve the use of hired labor. The law also requires that such activities receive the
permission of local authorities and gives the latter substantial leeway to set conditions and fees for
licensing and registration. Restrictions also continued on individual property ownership and on access
to credit facilities.

85. These restrictions on individual activity may have been made moot by the August 1990
Decree of the USSR Council of Ministers on Small Enterprises by "citizens, family members, and other

%These laws have included the Law on Individual Labor Activity in 1986, the Decree on Joint
Enterprises and the Law on the State Enterprise in 1987, the Law on Cooperation in 1988, and a new Law
on Enterprises, a Decree on Joint Stock Companies and Companies with Limited Liability, and a Decree
on Small Enterprises in 1990.
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persons jointly engaged in labor activity". While the reference to joint activity leaves the question in
doubt, other passages in the decree refer to "individual” small enterprises, to the "founder or founders”
of small enterprises, and to "individual...and other types of small business". This decree is still too recent
to have been clarified by subsequent regulations or events. Such clarification will plainly be required for
individual entrepreneurs to begin playing an active role in the development of the economy.

Contract Law and Dispute Resolution

86. In contrast to a centrally planned economy, where the obligations and rewards of producers,
their suppliers, workers, and financial institutions are defined and enforced by central directives and
clear, vertical lines of authority, a market system depends on voluntary transactions and relationships,
governed by contracts which clearly set out the rights and responsibilities of the contracting parties. The
confidence that buyersand sellers, owners and workers, borrowersand lenderscan have in such contracts
depends on the existence of a supporting legal framework and system of contract enforcement that
provides clear, predictable adjudication of disputes that may arise under the contracts, with penalties to
those who breach their contract responsibilities and compensation from them to the injured parties.

87. The basic principles of contract law in the Soviet Union, as elaborated in the civil codes of
the Republics, are essentially consistent with market activity. However, these principles are broadly
expressed and have never been elaborated in a detailed commercial code to govern business and financial
transactions. Nor have the principles been directly applied to the inter-enterprise relationships under
the planning system, where standard, mandatory contractswere handed downfrom above. Consequently,
Soviet managers, lawyers, jurists, etc. are generally inexperienced in contract formulation and litigation.

88. Since 1957, the responsibility for court organization in the Soviet Union has rested with the
Republics, and all lower-level courts are Republican courts. At the same time, Soviet courts have
traditionally been subordinate to the Supreme Soviet and the Council of Ministers, and have not had
authority to review or reverse legislation or regulatory acts of government bodies. Court rulings, in turn,
have been relatively weak and subject to reversal. Civil cases involving disputes between business
enterprises or juridical persons have been under the compulsory jurisdiction of state arbitrazhrather than
the courts.® Civil processes were thus not designed to meet the needs of commercial litigation, and there
are no rules and procedures in place to address complex discovery questions, protection of commercial
information, multiparty disputes, etc.

89. Recent laws have begun to strengthen the independence and power of the courts, and they
are increasingly being used to appeal infringements of individual and enterprise rights by government
officials. They are also being given increasing jurisdiction over civil disputes (e.g., disputes involving a
joint venture). Few steps have yet been taken, however, to provide the courts with the clear and final
authority they need to resolve serious cases or to prepare court personnel to deal knowledgeably and
efficiently with the new types of cases they will be encountering in the market economy. Until the courts
have that ability, parties atdispute will have to continue to rely on discretionary administrative resolution.

90. Itis obviously of paramount importance that the overriding issues of Union, Republican and
local authority be resolved to eliminate the current uncertainty over which law is to be applied to a given
case, and which court has final jurisdiction. Itis also important that the relationships among the various
courts be defined in terms of rights of appeal, jurisdiction for multi-Republic issues, etc. Given that the
resolution of these questions is likely to take some time, consideration might be given to an interim

“The state "arbitrazh" is not a system of arbitration in the Western sense, but rather an instrument of
the state administration to review and decide disputes between state enterprises and to ensure that their
decisions and state regulations generally are enforced. The arbitrazh system is described in greater detail
in the Background Paper (paras. ).
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accommodation regarding these jurisdictional and relational issues to permit the overall reforms to
proceed in an environment in which economic agents can be confident that judgments made today will
not all be reopened at some future date.

91. The recruitment and training of court personnel is also a matter of some urgency in
anticipation of the greatly expanded case loads thatwill accompany the expansion of the market. Western
technical assistance in this training, aswell asinfundamental questions of court organization and funding,
the protection of judicial independence, civil processes, and the organization of nonjudicial mechanisms
for dispute resolution, could make an important contribution to the entire reform process.

92. Meanwhile, the state arbitrazh are the only bodies that have experience with large
commercial disputes and knowledge about the conditions and the traditional contractual and economic
relationships that have existed among Soviet enterprises. Although long applied in an intrusive and
coercive manner, such experience is invaluable to practical resolution of the disputes that will arise.
Ultimately, it would seem desirable that arbitrazh and the courts become integrated into a single system.
Whether or not thiseventually happens, the relationship between the courtsand the arbitrazh needs quick
definition. It is vital that economic actors know where to turn for contract enforcement and what the
standards to be applied are.

im ly Law

93 As argued elsewhere in this report, the principal forces breaking down monopoly in the
Soviet Union are likely to emanate from the denationalization and privatization of enterprises, the
liberalization of prices, opening the economy to greater foreign trade, and the improvement of
transportation and communications. The preparation of antimonopoly law is under way but is still at
an early stage. Existing drafts draw many of their ideas from Western antimonopoly laws and contain
appropriate provisions against cartel agreements, false or deceptive claims about one’s own product and
false statements about a competitor’s product, mergers that threaten to lead to monopoly, and abuse of
a dominant position in an industry (e.g., limiting production to create a shortage, refusing to deal with
a prospective customer who has placed a proper order, imposing "tie-in" conditions on a sale).

94. The drafts also call for the creation of an Antimonopoly Commission to enforce the law.
Some of the powers being proposed for the Commission--e.g., the imposition of price controls and excess
profits taxes--would run contrary to the market discipline of market power, through the entry of new
enterprises, and should be reconsidered (see paras. _-_ ). One area of considerable concern is the
current tendency of many enterprises, engaged in the same or different activities, and financial
institutions to join together in "associations’, to promote mutual business interests and, frequently,
interlocking ownership. While it is normal in all countries for various trade associations to form for
discussion of topics of mutual interest (¢.g., future market prospects, recent technological developments,
government tax and foreign trade policies, etc.), they should not be allowed to become devicesfor limiting
competition and controlling entry to the market. This is an area where antimonopoly laws and policies
need to be clarified.

95. The antimonopoly law that eventually emerges will presumably be applied through the court
and /or arbitrazh systems, which, at present, are unprepared to make the kinds of sophisticated economic
analyses and legal judgments that will be required. It might be advisable to create a specialized tribunal
for hearing antitrust cases. In any event, external assistance in drafting the final law, in organizing the
enforcement authority, and in training the administrators and judges involved in this complex area would
make a valuable contribution to the creation and maintenance of competitive markets.

Th iminal
96. The Soviet Union has traditionally sought to discourage undesirable economic behavior not
only by directly controlling economic activities but also by criminal or administrative sanctions for

prohibited behaviors. While the severity of these sanctions has diminished in recent years, there are still
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a number of articles in the criminal and administrative codes that criminalize activities that are both
necessary and desirable in a market environment. Other articles properly identify undesirable and
criminal behavior, but the manner in which they are written leaves them open to excessively broad
interpretation.

07 A new draft Fundamentals of Criminal Law was issued for public discussion in January 1989.
The draft would eliminate the current differentiation between crimes against state property and those
against other forms of property and would decriminalize a number of activities. Nofollow-up action has
been taken since the appearance of the draft, however, and the objectionable sections of the Republican
criminal codes continue to stand. In the RFSFR code, widely used as a model by the other Republics, it
is criminal to produce or sell poor quality or otherwise substandard products, tofeed bread or other grain
products meant for human consumption to animals, to operate asa commercial middleman, or to engage
in speculation, defined as the buying and reselling of goods for profit.*

98. The problem with the first "crime” is that it leaves the definition of quality to the arbitrary
judgment of a government administrator. In a market economy, however, the judgment would be made
by the potential buyers of the product, who will "punish" its producer by buying from his competitors
instead. The use of bread asfeed for animals results from distorted administered pricing and would not
occur in a free market. The activities of wholesalers and traders, who are essential to the efficient
functioning of markets, are made criminal by the provisions against middlemen and speculators; these
provisions of the Republican codes must clearly and quickly be removed if market activity is to flourish.
Thisisexplicitly recognized in the Basic Economic Guidelines, which calls forthe immediate introduction
of wholesale markets to replace central allocation, and for the decriminalization of such activity.

m ion

218 It is likely to take two years or more to put in place the full legal foundations for a market
economy in the Soviet Union. Suggestions and recommendations toward that end are made throughout
the report, inasmuch as virtually all the policy and institutional elements discussed here depend on a base
of clear legal principles, established rules, and dependable enforcement. It would be utopian to expect
that a full blueprint for legal reform could have been designed and installed in advance of launching the
reform in other areas, and it would be both unrealistic and undesirable to try to delay the process now.
Inevitably, much of the legal framework will be constructed through the passage of laws and legal
interpretations in response to problems as they arise. However, certain elements of the framework are
crucial for market activity and deserve the Government’s urgent priority.

100. Simply stated, the conduct of market relations requires clearly defined property rights,
including the ability to sell such rights. Development of the financial system further requires the ability
to borrow against the security of property. As briefly described above, recently passed fundamental
principles and the Basic Economic Guidelines support expanded property rights, but both these
statements and recent legislative acts--e.g., the Fundamentals of Legislation on Leasing, and on Land,
and the Draft Law on Pledge--do not appear fully consistent with one another, and they leave the scope
of property rights and the salability of property and property rights ambiguous. The right to dispose of
property and property rights needs to be clarified, if a substantial expansion of nonstate enterprise is to
be supported. At the same time, the rights of individuals with respect to property use should be made
equivalent to those of other entities. These principles could be achieved through appropriate
modification of the Union-level fundamental principles legislation.

101. More complicated, however, is the necessary accompanying clarification of the means for
protecting property and property rightsvis avisboth other private parties and the state itself. The normal
means for such clarification would be through the respective Republican civil codes, a process that will

#Speculation is functionally the same as operating as a middleman but usually involves state-
subsidized goods.
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take considerable time. In the interim, it may be possible to improve the definition of key property rights
and their protection through specific Union-level legislation. The draft Law on Pledge, for example,
could be a vehicle for clarifying the registration and enforcement of liens and for resolving the
inconsistencies between these provisions and those of the current land and resource legislation.

102. Soviet jurists recognize the need to elaborate a consistent body of contract law, and a
committee has been established to draft new principles for adoption at the Union level. All-Union
legislation on specific topics--e.g., an all-Union statute on fraud--would help toencourage unif ormity and
to guide civil code formulation at the Republic level. The necessary process at the Republican level,
however, of amending civil codes and developing provisions appropriate for modern business practices
will be a slow one. In the interim, it is advisable to develop and authorize specific types of contract
through specific legislation--e.g., the Law on Pledge. Such laws could elaborate the standards, the
requirements for written form or registration, and other matters necessary to allow business to be
conducted under that contract.

103. The reliability of contract enforcement depends on a clear assignment of judicial
responsibility and a supposition that the court’s decisionsare final and not subject to arbitrary reopening.
The courts are now beginning to play a larger role in the economic affairs of the Soviet Union, and new
legislation often provides a right to recourse to the courts to protest inappropriate actions by state
officials. For the courts to function effectively, the relative jurisdictions of the court and arbitrazh
systems must be defined. To the extent that the arbitrazh maintains some jurisdiction over economic
disputes, its role in this regard must be clearly separated from its current law enforcement functions.
In any event, the third-party reopening of judgments must be explicitly limited.

104. Whatever the precise outcome of the current negotiation of anew Union compact among the
several Republics, a substantial shift of legal authority and regulatory power from Union and from
Republican-level bodies to local bodiesis contemplated in the Basic Economic Principles aswell asin the
other major economic reform proposals. Because of their limited responsibilitiesin the past, local bodies
have not developed the institutions, skills, and experience necessary to many of these tasks. Systems for
the registration of property and encumbrances thereon, for the registration of local businesses, etc. must
be developed. Substantial programs of training and technical assistance are required.

105. Also needed is a major educational effort regarding the meaning, advantages, and
requirements of market economy. Many local officials in the Soviet Union appear to conceive the move
to market processes as meaning merely the decentralization of administrative controlsin order to protect
narrow local interests. The consequent segmentation of the national market could be as damaging to
economic efficiency as central planning and ministerial administration.
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ENHANCING THE SUPPLY RESPONSE OF SOVIET MANUFACTURING INDUSTRIES

I. The Current Situation

1 Soviet manufacturing industry now contributes about 36% of NMP, which is
considerably higher than typical shares of manufacturing in output found in other countries (including
those in Eastern Europe). There are some 46,000 enterprises including some 600 large firms with
book value of capital over R 200 million each, 1,600 middle-sized firms with assets of R 50-200
million, 6,000 smaller firms with average assets of about R 25 million, and 38,000 firms with average
assets of R 2-3 million. Total employment is 35 million or 32% of the labor force, almost half in
machinebuilding, and almost 75% of employees are in firms with over 1000 employees. Most
enterprises and "amalgamations” of firms are under Union or Republican ministries (there are some
15 civilian national ministries plus 9 defence industry ministries) although some smaller firms are
under regional and city governments. The investment share of energy plus industry has remained
fairly constant at about 35% of the total, but there has been a considerable shift towards energy and
the share of manufacturing has declined, to 21% in 1986-90. Machine building is the most important
subsector; this with metallurgy and chemicals constituted 55% of output in 1989. Trade in
manufactured goods is a small part of output, and exports to non-socialist countries are less than 1%,
which is extremely small even allowing for distorted prices.

In many respects, including labor and capital productivity, product quality, energy efficiency and
environmental impact, Soviet industry is performing poorly. The ca pital output ratio (book value to
output) rose from 2.0 in 1975 to 3.5 by 1987 reflecting (despite distorted prices and valuations)
diminishing returns from large-scale investments. By most measurements, labor productivity is only
40% of US levels and overmanning is estimated at 100% in many enterprises. Shortages of industrial
products, particularly consumer goods, are widespread (a recent survey found that 243 out of 276
basic goods are in short supply) but at the same time some goods produced are not in demand. In
1988 industry accounted for 40% of energy consumption; the corresponding figure for OECD
countries is 23%. In recent years hundreds of polluting firms have been closed, sometimes abruptly,

and sometimes with disruptive effects on the producton chain.
2" A number of factors adversely affect the performance of industry:

(a) Until 1987, pervasive central planning stifled competition through creation of
monopolies and denied management incentives to control and improve operation.
Despite recent reforms (para 3) and substantial erosion of the allocation system,
especially for inputs, which has resulted in a rapidly-growing barter economy, the
economy operates much as it did in the past. In 1987, the establishment of
cooperatives was allowed to foster competition, but state trading monopolies continue
to act as barriers to their acquiring material inputs, and the republics prevent them
from entry into a wide range of businesses.

(b) While an exceptionally high degree of autarky has insulated industries from
international competition, the industry’s excessive extent of vertical integration has
inhibited competitive subcontracting, compromised the potential for scale economies,
and reduced flexibility in manufacturing.

(c) Lack of enterprise authority to procure inputs, distribute outputs, and set product
prices has caused poor product quality and inefficient operations. In 1988, state
orders accounted for about 89% of output and, although the intention was to bring this
down to 35% in 1989, state orders in manufacturing ranged from 40% to 100% in 1990.
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Allocated inputs often do not meet product specifications, contributing to low quality.

(d) Prices do not reflect market signals. Relative prices are severely distorted, with prices
of capital goods low relative to those of consumer products. The controlled
distribution system has severed the essential trade relationship between the producer
and consumer. Enterprise managers lack measures of efficiency and tools for
improving it. Cost accounting is not employed to measure efficiency and profit
centers are unknown.

(e) Contributing technological factors include old machinery, inadequate quality control,
incomplete technology transfer (high engineering content but deficient management
and production techniques), and poor means and measures for environmental
protection and labor safety.

(f) In the command economy, manufacturing enterprises have no system of gathering and
analyzing information regarding the needs of their clients, an essential system for
successful performance of firms in market economies. There is also a dearth of
general information about business development, financial markets, etc. When
coupled with the inadequate communications network in the country, the Soviet
manager has a serious disadvantage when it comes to reacting to changes in the
business development and identifying new opportunities.

(2) Physical infrastructure is rather poor, but even more important is the lack of a
supporting service infrastructure. Among the most important lacks are financial and
independent consulting services.

3 Under the reforms of 1987-1989, central plans became guidelines, and enterprise
autonomy increased marginally (limited freedom in foreign trade, allowance to retain foreign
exchange under a distorted system, authority to lease works and services, and the right to limit
production). However, enterprises were not given sufficient autonomy - or placed under hard budget
constraints - to enhance efficiency. Results of these part measures have been disappointing and in
some respects the economic situation has deteriorated. Measures to convert military industry for
civilian use have been initiated, but so far, neither a genuine transfer of technology nor widespread
commercialization of military production has taken place. Recent (1990) reform measures, such as
the Enterprise Law, the Small Business Law, and the Joint-Stock Company Decree attempt to address
these problems, but a far more comprehensive approach will be needed.

I1. Elements of a Successful Market Economy

4, While there appears to be a genuine commitment to the objective of transforming the
Soviet economy into a market economy to improve efficiency, it is less clear that there is a common
understanding of what this means. Key elements for the industrial sector are: allocation of resources
is of prices set by supply and demand; profits to help allocate resources; enterprise
autonomy; competition, with new entry and mechanisms to facilitate exit; and supporting
infrastructure and services, including information, finance and a cohesive legal framework. There is
considerable potential for improvement in Soviet industry. Most raw materials are in abundant
supply, the workforce is skilled, technicians and engineers are highly qualified, and the managers are
capable of learning the techniques of a market economy. To realize this potential requires the
dismantling of the (already ineffective) central allocation system, the removal of controls which have
constrained initiative and supported inefficiency, acceleration of privatization, promotion of private
sector development and the provision of the basic services which are essential for a working market.

II1. Policies for Sustainable Improvement
5. Macroeconomic and Regulatory Framework. The enabling framework for industrial
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efficiency generally coincides with the environment for overall economic efficiency which is discussed
elsewhere in the report. In most respects, there is little to be gained by delaying the implementation
of reforms as far as the industrial sector is concerned. In particular: all input and output prices, with
the exception of certain prices (such as energy) which may need to be adjusted in stages towards
market levels. should be liberalized, with imports and exports allowed subject to declining protective
tariffs; pending full convertibility, access to foreign exchange should be widened through auctions;
state enterprises should be corporatized to facilitate reorganization, restructuring and privatization;
new entry to both production and distribution activities should be liberalized and direct budgetary
supports ended to facilitate exit of uncompetitive firms from the market; appropriate banking and
capital market structures should be developed, and the current practice of establishing banks owned
by enterprises or branch ministries should cease; wage policies should be decentralized, at least to the
Republic level, and wage control on private businesses lifted; and income taxes should be uniform for
all types of industry.

6. Industrial Policies and the Role of Industry Ministries. With the dismantling of

central planning and the allocation system, numerous branch ministries become redundant and should
be dissolved. Instead, a ministerial structure is needed which will support and regulate industrial
activity while being totally separated from production cycles. The most appropriate structure would
appear to be one Ministry of Industry at Union level and single Ministries of Industries in each
republic. Important functions of the ministries, in the long-term, would be to: formulate and
administer industrial policy; review and monitor long-term trends and international developments,
and disseminate information; promote Soviet industry abroad; develop and update product standards;
work with concerned agencies in applying safety and environmental standards; and assist regulatory
agencies in developing and monitoring controls on monopolies and anti-competitive practices.

7. There will be important additional functions during the short-term transition to a
market economy. Specialized temporary agencies will need to be established to assist with programs
of industrial restructuring which encompass six major elements. First, to increase competition and
flexibility, most of the multi-plant large enterprises should be broken down into independent
enterprises, and all state enterprises should be transformed to joint-stock companies. Social activities
of enterprises should be separated from productive ones and transferred to local governments.
Second, to privatize existing enterprises, recourse to several methods, rather than exclusive use of any
one, will increase flexibility and the pace of the effort. Ownership rights must be clarified with a clear
understanding that owners try to maximize returas to capital. Small enterprises and viable
medium/large enterprises should be privatized as rapidly as possible, and emphasis should be placed
on private sector development by fostering entry and growth of small businesses. Third, to minimize
the inevitable drop of industrial output which the proposed reforms entail, there will be need for
restructuring those enterprises which will remain in the state sector. Among these, some will adjust
by themselves, a second group will need assistance in restructuring to become competitive, and a third
group, which will never be competitive, must be liquidated. Certain industries (such as steel,
petrochemicals and machine building) may be identified as facing critical adjustment problems,
especially given the drastic changes in the composition of demand towards consumer goods and away
from these subsectors envisaged in current reform plans. For these industries, subsector
restructuring and downsizing rather than simply enterprise-specific restructuring may be required.
Fourth, for restructuring to have a positive impact, there is urgent need to institute basic and follow-
up specialized training courses for managers to expose them to the essentials of operating in a market
environment. Fifth, although there is no justification for major state-financed investments in
industries destined for privatization, the state has a responsibility in the interim to maintain certain
productive capacities and assist enterprises to become profitable in the new environment. To the
maximum extent possible, funding of such investments should be found by the enterprises themselves,
and hence, the bulk of available state funds should be allocated to improve communications and
transport. Sixth, restructuring will unavoidably result in layoffs on a large scale, because of
liquidations and the restructuring of seriously overmanned enterprises. Programs for retraining,
unemployment insurance and social safety net systems are essential to reduce the negative impact on
the population and facilitate redeployment.



8. Acceler rogram for Deliv f Priori . While all of the above
measures need to be taken as a part of the comprehensive reform strategy, there is a particular need
to improve the supply of consumer goods. Consumer durables, because of the ease of their
segregation from other activities, offer an attractive starting point. The following measures, seen as a
first phase of an overall reform program and proposed for immediate implementation, could
eliminate the shortage in these products while at the same time demonstrating the responsiveness of a
free market in a widening and important area of the Soviet economy. Many of the existing producers
of such goods are departments of large enterprises whose primary products and main priorities are
geared towards heavy and armaments industry. Such departments should be separated legally,
financially, and if possible, physically from their parents, converted into autonomous joint-stock
companies, and privatized or leased out as rapidly as possible. New entry, whether of domestic or
foreign firms producing durables or their components, should be facilitated. Input and output prices
should be freed, existing state orders eliminated in favor of market relationships, and freedom given
to import final products or components, subject to tariff protection for a defined period.

I1V. The Role of External Assistance

9. There is a tremendous need for material and technical assistance for the upgrading of
the Soviet industrial sector, but at this stage, preference must be given to measures which support
reform rather than investments in new machinery and equipment. In particular, assistance could be
directed to: management training; private sector development; industrial restructuring; institutional
support for the new Ministries of Industry; and environmental support to assist industries to address
critical problems.



AGRICULTURAL REFORM IN THE USSR:
CRITICAL ISSUES AND STRATEGIES

1, Agriculture is a key economic sector in the Soviet Union accounting for about 20 percent of
GNP and 19 percent of employment. Over 100 million people or about one third of the country’s
population depend directly or indirectly on the sector for their livelihood. The area cultivated --from
the fertile "black-soils" in the center of the country to poorer quality soils to the north and the
irrigated lands in the south-- cover about 230 million hectares, giving the USSR the most extensive
land wealth of any country in the world. Most of the land is planted in grains and fodder crops, while
overall, half the value of production comes from livestock products. Ninety-seven percent of the land
is farmed in the public sector, about equally in large state or collective farms. In spite of the highly
favorable resource endowment, the USSR is a net importer of food, with imports averaging just under
US $20 billion per year, of which about one half is grains and sugar.

2 Entering the decade of the nineties, soviet agriculture is at a critical juncture. Recent
deterioration in agricultural marketing has compounded the chronic problems of the sector:
inefficiencies in production and processing, deficiencies in distribution and waste at all stages
between producers and consumers, and low returns to investment. The deterioration in marketing is
due in part to fragmentation of the political and economic linkages of the administrative command
system, and in part to the decline in the willingness of farms and processors to accept fixed
government prices and rubles for transactions. The result has been shortages in cities and the growth
of autarky and barter. Availability of food in Moscow, Leningrad, and the industrial cities of the
Urals is lower than average this fall, and supply can be expected to deteriorate further in winter and
spring. Moreover the rupture of internal trade has interrupted delivery of packaging materials and
loss of perishable crops has increased. These problems are compounded by inflationary pressures
caused in part by the growth in food subsidies, which have now reached 12 percent of GDP and, with
recent and planned procurement price increases, could, by some estimates, attain 20 percent of GDP
in the coming year.

3: The visible worsening in the food economy comes paradoxically at a time when the grain
harvest is exceptionally good (due to extremely favorable weather), estimated at between 230-250
million tons, compared to an average for the last five years of 204 million tons. This year’s growing
food shortages amidst unusually abundant supply and dramatic increases in food subsidies illustrate
the extent to which the chronic problems of the traditional command structure have impacted the
economy.

4. The problems in the food economy, although visible before, deepened in the 1980s. When
corrected for fluctuations in weather, grain production in the late 1980s did not increased much above
1976-1980 average levels despite high levels of investment while the costs of production, even crudely
calculated without true account of capital costs, have nearly doubled. Imports of grains have grown
over the same period from about 22 million to just under 40 million mtons. Although difficult to
estimate, agricultural GDP growth has been well below general economic growth and probably
averages less than 1 percent during the 1980s. Losses are officially estimated to be between 20 and 30
percent of production for grains and to even exceed 40 percent for perishable commodities. In mid-
1990, the poor financial status of most farms and processing units forced the government to forgive 73
billion rubles of debt to the agro-industrial complex and more debt forgiveness is expected shortly.

5 The chronic problems of the sector are rooted in the structure and incentives governing
production and processing. Over the last 25 years, growth in production has occurred under the
centrally planned system, but at high budgetary costs and increasing forfeiture of opportunities to
produce and consume other goods and services. Because prices and costs have had little economic
meaning, the command structure of managing agriculture has resulted in misallocation, waste, and
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destruction of the environment through overuse of inputs. Neither managers nor workers on state
and collective farms have strong incentives to improve productivity, reduce costs, or preserve capital
and land. Wages are standardized and state quotas at fixed prices determine the allocation of
resources. Furthermore, prices are set such to penalize low cost producers. Inputs are also assigned
and farm managers have little choice over quantities, quality or timeliness of delivery. The state
monopolies that supply inputs and process outputs have little incentive to serve either the farm’s or
the public’s interest. If costs exceed earnings, the state usually offers financial relief either through
the budget or the banks.

6. The Soviet government, having invested heavily in the sector for decades and experimented
with various reforms --from brigades to leasing--, has come to the conclusion that the sector’s
problems cannot be solved under the current structure of central command. The solutions to the
sector’s and the food economy’s problems lie not with tinkering with the existing system but in a
radical restructuring of the agricultural economy and the economic incentives which govern it. In
most circles of policy making, the debatable issue in the Soviet Union is not whether to reform the
structure but on its sequencing and depth. Major issues being discussed are whether to continue to
administer some prices or fully liberalize prices and whether to permit private land ownership.

T The prospects for success in a radical reform of the sector are favorable. The natural
resource base of Soviet agriculture is rich, the people employed in agriculture relatively well educated
and skilled, and the physical infrastructure, although inadequate, provides a foundation on which
improvements can be made. The potential for growth in the sector is very substantial through
improving the use and allocation of existing resources. Moreover, agricultural growth may be
achievable before improvements in industry are realized and may therefore provide early tangible
evidence of the fruits of reform to a market economy. But the political problems are formidable. The
steps needed to realize this potential challenge rooted beliefs on the role of the state and its
ownership of land and industry. It would also require a major retail price reform that, during the
transition, could potentially impact severely some segments of the population. But there are few, if
any alternatives.

8. The proposed strategy focuses on three critical issues --price reform, privatization, credit and
investment-- and suggests ways for dealing with these priority areas of policy. The strategy for these
areas recognizes that Soviet’s agricultural potential can only be realized through a decisive break with
the past. Studies of the political and economic process of reform in other countries indicate that up-
front action must be substantial to demonstrate to investors and the public that government’s
commitment to the reform process is strong. Fundamental to the proposed strategies is a dramatic
severing with the inherited institutions of collectivized agriculture through the liberalization of prices,
the ending of state orders and the establishment of full private ownership of land (or a form of user
rights that equivalently bestows the rights of ownership). The state would however continue to play
an important role --by providing and enforcing the legal framework to underpin a largely private
agricultural economy, in reducing price uncertainty associated with the transition to a very different
relative price structure in agriculture, in funding investments in public infrastructure, and in
establishing a social safety net in rural and urban areas. In other words, the role of the state would be
redefined from one of control and ownership of production, processing and distribution to one more
of support for private farming and the market.

9. The proposed strategy for the agricultural transition shares many elements in common with
the recent official plan. It deviates most from the current range of debate in the Soviet Union in the
sequencing of price reform through emphasizing the immediate need for rapid liberalization of prices,
including retail food prices. Retail price liberalization is proposed along with instruments to increase
the acceptability of higher food prices to consumers, and to spare vulnerable groups of the population
from hardship. The proposed strategy also differs in emphasizing the dependence of the sector’s
future growth on the introduction of full private ownership of land. The proposed land reform to
private individual or cooperative ownership, however, is phased, and its pace, somewhat cautious.



10. The overall strategy for the agricultural transition includes the following elements:

(1) Price liberalization and termination of state orders replacing them in part by selective
purchases by the state.

(i1) Creation of a safety net to cushion the impact of higher food prices on vulnerable groups.
(ili)  Demonopolization of agricultural trade and gradual removal of non-tariff barriers to trade.

(iv) Phased withdrawal of the state’s role in direct provision of agricultural inputs and rural
construction materials.

(v) Privatization (either through establishing individual, joint shareholding or cooperative
ownership) of most processing, of wholesale and retail trade in food, and of small-scale
transport (mainly trucks).

(vi) Land reform through the disbanding of state and collective farms and the establishing of
private individual or cooperative farms with the legal rights of full private ownership of land.
Includes establishing either separate cooperatives or joint stockholding companies for the
service assets (tractors, buildings etc) or their sale to farmers.

(vii)  Reform of agricultural credit and establishment of new criteria for agriculturél investment
and of procedures for evaluating alternative investments. Implementation of infrastructural
investments and financial systems to recover at least partially their costs.

(viii) Creation of an inter-republic council with participation of the international community to
monitor changes in food supply throughout the Soviet Union, and channel international
logistical support (in the form of targeted commodity shipments) for the transition to a
market oriented agricultural economy, if such support is needed.

(ix)  Technical and financial assistance to the Union and Republics during the transition. Broad
areas of technical assistance are in banking and credit, project and economic analysis, trade
systems and policy, food monitoring, and management and marketing of agroindustry.
Investments in rural infrastructure and agroindustry will need to be substantial. In particular,
rural roads and communications are required for efficient distribution and marketing.
Irrigation and drainage systems need to be upgraded and improved in efficiency. Priorities
and directions for public investments will have to be established through a comprehensive
review of investment needs.

11. The international community and the Soviet citizenry have much to gain from a successful
transition to a market oriented agricultural economy in the USSR. Several kinds of international
assistance could contribute substantially to the effort, reducing both the time in transition and the
disruption associated with it. The sequencing of assistance will be an important determinant of its
productivity.

124 In the earliest stage, the international community can provide commodity assistance
(donations, concessional sales, or financial assistance for food imports) tied to the liberalization of
retail prices. The assistance would go to organized public feeding and direct distribution programs
and to targeted areas with unusually high free market prices (to assist in buffering unusual
overshooting of newly liberalized prices). The objective of commodity aid would be to facilitate retail
price liberalization, and thus relieve a constraint on further policy reform. The commodity aid should
be tied to full retail price liberalization, and would not be used to introduce a partial, administered

T



increase in food prices. The effect of the aid should be monitored carefully to ensure that it does not
overly depress producer prices.

15 Technical assistance in evaluating agricultural financial institutions and investment criteria,
monitoring food supply and setting the legal framework for land reform and privatization of farm
assets would also be useful in the early period.

14. After the legal structure for private enterprise is in place and liberalization of prices (retail,
wholesale, and producer) is well underway, investments in rural infrastructure and agricultural
processing will be highly productive. Projects to rebuild rural infrastructure and modernize
processing should follow, and not precede, price reform, land reform, and privatization of
agricultural assets. The opportunity cost of investment funds, both domestic and foreign, during the
transition is extraordinarily high. Projects should be undertaken only after rigorous analysis indicates
that they will be productive in the new economic environment, and will contribute to further progress
of the transition.



THE USSR HOUSING SYSTEM AND ITS REFORM

1. Widespread housing shortages and rigid allocation mechanisms in the USSR constitute an
obstacle to labor motivation, mobility and productivity. While the state owns the physical assets,
households save and accumulate liquid assets which they cannot use for housing; meanwhile, the state
cannot muster the resources to produce suitable units and maintain them. Reorganization of the
housing sector and the restructuring of the economy should be pursued in parallel since they will be
mutually supportive.

1. Current Housing Conditions

2. With the neglect of housing during the Stalin era and war destruction, the USSR emerged with
an extremely low per capita housing availability of 4 m2 of usable space in the 1950s. Thanks to
massive housing production efforts, especially in the 1960s the current level is now 15.8 m2 of usable
space per capita. This is still less than half of the space availability in Western Europe and with major
quality shortfalls. The housing stock is estimated at only 18% of reproducible assets, about half of
OECD levels. Housing availability differs between republics and, within republic, between cities.
The Western and Baltic republics enjoy better housing. Large (especially capital) cities are better off
than small ones and rural areas. Even so, the shortage of housing in major cities is such that prices
per square meter as derived from exchanges exceed construction costs by a factor of four (in a
balanced market this ratio would be close to one). Although this ratio would decline as the market
broadened, it suggests that the economic return to additional investment is high.

3. The quality of new housing is low, and with the present nominal rents the existing housing
stock is deteriorating steadily. Maintenance is heavily subsidized yet less than 40% of minimal levels.
The rent control system is basically unchanged since 1928, and rent bears no relation to location or
quality. Today households spend less than 3% of their income on reat and utilities which is less than
their monthly expenditures on alcohol and tobacco. Rents would need to be raised over ten times to
achieve economic cost recovery. Production and rent subsidies are linked to size, quality and location
of apartment units and not to the socio-economic characteristics of households. Housing rather than
wages is a major source of inequality. Some estimates suggest that about 45% of the population still
shared facilities in 1984, and the ratio of new units to household formation (including divorces) has
actually deteriorated, from 70% in 1975 to 60%, so that the backlog is expanding.

4. The financing and production of new housing is highly centralized and dominated by industrial
housing monopolies using techniques abandoned in the West by the 1960s. They produce a very
limited number of apartment types ill-matched to household diversity, and their high break-even
output renders them especially unsuitable for rural areas. Individual housing has been marginalized
to small cities and rural areas and its share of city floor space has fallen from 33% in 1970 to 22% in
1988, although almost 70% of rural housing is individual. The quality of individual housing is very
low; for example, only only 12% of such houses have a telephone. Recently, the share of private
housing investment in rubles has risen to 13.1% in 1989, but it is still small.

5. Housing allocation mechanisms are unfair and increasingly corrupt. In 1988, the percentage
of all families on waiting lists ranged from 12% to 36% according to city, even though registration is
restricted by norms and residence permits or ?

"propiska". Housing queues have been increasing lately
and 18% of all Soviet families have been on the lists for 10 years. The liabilities accumulated by the
government through the waiting lists and the principle of a "socially guaranteed housing minimum" are
very important issues in considering housing reforms and privatization plans. The housing situation is
a major obstacle to labor force mobility, stability (especially in new industrial cities and Siberia), and
economic development.



2. Housing Reforms as Part of Structural Reform

6. Housing reforms are needed for macroeconomic stabilization, efficiency, equity and social
stability. Macroeconomic stabilization requires the reduction of state deficits, including housing
subsidies. The evidence available from other socialist economies in Eastern Europe and China
suggests that housing subsidies in the USSR could easily range between 3% and 6% of GNP, and
could be higher given the predominance of state housing. In 1989, financial assets per household
averaged 5,170 rubles of which 4,070 rubles were held in savings account (equivalent to about 5 month
of total income for worker households or 16 months of an individual cash wage). This compares with
the official construction cost of a standard 55 m2 urban housing unit of 16,500 rubles. Using an
unspecified methodology, the Shatalin report estimated the effective demand for housing at 70-75
billion rubles, or somewhat less than half of involuntary savings, although only part of this demand
appeared to be related to portfolio restructuring.

T Regarding efficiency and equity, reform is needed to improve labor mobility and to
restructure employment incentives toward productivity-related cash wages rather than access to
housing. This requires that wage policy be reformed in parallel with rent and price reforms.

8. A diversified housing supply and an efficient housing industry must be promoted through
competition among producers of housing and sources of construction materials. Changes in building
techniques, faster completion schedules, more flexible urban planning and regulations and
performance-oriented norms could cut housing costs by 30 to 40%. This would also free firms from
providing housing, an activity in which they have no comparative advantage. Infrastructure use and
energy efficiency in cities could also be raised.

3. Reform Strategy

9. Economic conditions in the existing stock and new housing production interact constantly.
Market-oriented housing reforms must therefore deal with both simultaneously. There are four
major areas of concern: (1) property rights, privatization and free exchange, (2) rents, sale prices,
subsidies and fiscal policy, (3) financing, and (4) production. A fairly detailed framework for reform
has been developed for other socialist countries, and it is generally applicable to the Soviet Union.!

10. P r i nd Privatizati From an economic perspective, major increases in
rents should precede change in property rights to create incentives to buy. However, from a political
perspective, this may not be the shortest path toward successful market reforms and starting with
property rights may be better. The World Bank’s experience over two decades is that tenure security
is the core component of a housing market system and that the clarification of property rights induces
better pricing and cost recovery. In the housing area, property rights reforms imply at least three
contemporaneous changes: (1) a strengthening of ownership rights; (2) in the opposite direction, the
conversion of "permanent and guaranteed" administrative tenancy rights to fixed-term renewable
rights; (3) the free and unrestricted exchange of existing units and leases, with monetary
compensation permitted. Sound rules for listing, information systems, and brokerage services should
be developed.

11. R ri ubsidi Subsidies to production presently include subsidized loans and
operating subsidies to builders, subsidized prices on building materials, underpriced or free land and
subsidized infrastructure. These subsidies and allowances should be re-channeled away from the

5 The Framework for Housing Reform in Socialist
Economies, Report based on the proceedings of the World
Bank Seminar of June 12-13, 1990, Washington D.C.
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construction industry, directly to households as far as possible, and targeted to needy social groups.
Rent increases moving toward full economic rent should be coordinated with both wage reform and
the privatization of various segments of the state-owned stoek. The sale of newly produced units
should be started very quickly. Sale prices would take into account current shortage conditions, but
could not be freed abruptly to short-term scarcity levels.

12. Financing Whereas many aspects of reform should be implemented in a decentralized way by
lower levels of governments, housing finance must be developed from the national level as an integral
component of financial sector reform. Particular attention must be given to the financial viability of
long-term mortgage loans. During the transition toward market level wages, special mechanisms may
be needed to improve affordability while minimizing subsidies.

13, Production Introducing competition among producers will be easier as households gain
greater control over financing decisions, subsidies are redirected, markets for building materials
develop, and access to land is facilitated by local governments. Preferential treatment for large state
firms should be eliminated. Reducing the unit scale of urban planning, as well as significant changes
in existing building codes is needed to accommodate greater diversification of housing types and
smaller more flexible housing projects.

4. Organizing for Market-Oriented Reforms

14. The introduction of a market-based housing system will be a lengthy process for the Soviet
Union. It has not begun to organize for the coordinated development of market mechanisms.
Housing is managed as a social service subordinated to other priorities and with fragmented and
uncoordinated administration. Nowhere are economic, financial, legal and technical issues related to
housing considered together. The implications of housing reforms for the reorganization of central
and local government institutions are major, and radical change cannot be attempted successfully
without an appropriate institutional infrastructure.

15 In particular: Understanding of the implication of developing a housing market is uneven,
including among reformers, and few appreciate the nature and magnitude of the legal, institutional,
professional and financial infrastructure that must be developed to support a housing market. The
assignment of responsibility and legal ownership of assets between different levels of government is
unclear. Also, the analytical tools for policy analysis have to be developed and a suitable information
base is not available to support decision-making and track the process of reform.
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The palicy of perestroika, endured and approved by the Soviet people, has fread up poverful forces for renewing our
society., Its implesentation hes wrested the country froa torpor and stagnation. Fundasental pregress has besn sade in
{nternetional cooparation, and digarnasent has sterted, fo a resull uf pulitical cefarse ab home, @ wide-ranging precoce
of desccratization and glasnost is moving repidly forward, the political rights of citizens have Ueen broadaned, and the
sovereignty of the pecples has been strengthened. L1 this s laying the groundwork for lifting our entire society, snd

especially its ecanony,

@it the same tise, the painful legacy of the adainlstrative-coesand systae, the Inconsistency end indecisivemess of
the econowic refors measures that sre being taken, frcluding aistakes {n the conduct of the scomoey, and disrespect for Ue
laws have provoked e doop econoric crisie in the country.

The condition of the econosy cantinues to worsen. Production volume is declining, aud econceic links are belng
hroken. Separatisa {s intsnsifying. The cansuser sarket has been devastated. The budget deficit and the govermeent's
solvency have reached critical levels. antisocial phenosena and criainality are o the rise. Peogle's lives are becoming
aare and sore difficult, their intarest in otk is falling, and faith in the future {s callapsing, The econosy is in a
very dangerous position: the old adainistrative systea of nanagement_has been destroved, byt the tew {ncentives for work

in sarket conditions have not yet been created, Ensrgsticmessures, bascd-gn-fubbo agrecsent, to ctabilize the situation
and accelerate progress toward o sarkat cconasy ore needad.,

1. The Choice Has Been Mada

There are no alternatives to shifting to the aarket, The world's entire expericnce fias demonstrated the vitality
and sffectiveness of & market ecanory, The conversion of our society to it 16 dictated entirely by tho inlcrests of the
individual, and its goal is to creste & socially oriented econosy, to turn all production toward seeting the needs of tlic
consuaer, to eliminate shortagee and the disgrace of lines, ta aske the econcaic fresdon of citizens a reality, ad Lo
create conditions conducive to {ndustriousness, creativity, initistive, ond high productivity.

Conversion to the aarket does not canflict with aur psople's socialist dolce. Only the sarket, coabired with a
husanistic orientation of the entire society, is {n & position to satisfy people's nesds, distribute benefits and social
rights and guarantees equitanly, &na consolidate litwruy awd Uoevurely.

The sechanises of self-regulation that characterize the warket promote econowic equilibrive, with optisue
coordination of the activities of all producers, and ensure the retional use of sanpower and saterial and finencial

resources. Tha market reguires & production apparatus that is flexible and receptive to the achieveaents of acience and

technology.

Conversion to an ecoromic systea based on sarket relationships will persit en aryauic linking of our economy vith
the world sconony and will give our citizens actess to all the achievements of world civilization.

The difficult but utterly crucial sea change which we pust undertake s the ceplacesent of atate tutelaze,
dependency, leveling, apathy, and wisaanagesent, born of the adainistrative-coasand systes, with treodon of econoric
activity and the respansibility of enterprise personnel and individual citizens for their wellbeing, well-organized and

herd work, end cospensation linkad to results.

Through an all-Union rarket, & single econonic torritary will be created, integrating all of the cauntry's

republics and regions. and the shift to the market will establish en econosic basts tor sovereign republics to unite

voluntarily in a renewed and strong tederated Unian,
fin efficiently operating market econory requires the following basic conditions, which must bo created in tha
course of the transition period:
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- saxinca freedon of econoaic activity. The foundation of the econoey is the fres producer of goods
aultiplying his sssets and, by that very fact, the national wealth, Recagnition of the inportant sociel role of the moat
sctive, skilled, and talented pecple—workers, peasants, gngineers, sakreprencurs, and organizers of production--and

encoursglng thee in cvery vay,

- the full respansibility of econamic organizations, entrepreneurs, and all vorkers for the results of their
econoaic activity, based on the equality of all types of ouncrship, The very neaning of the refore of property relations
lies in its clear identification of those hearing saterial responsibility for the results of their eansgesent and in the
search, as the econowy develops, for the sphere in vhich sach fore of ownership works best]

B coapetition among producers as a K3jor factor for stisulating eccnoaic activity, expanding the variety and
jsproving the quality of production in accordarce uith the needs of the consuser, reducing costs, and stabilizing prices.,
for healthy cospetition to eserge, the ecanozy aust be deronopolized and an appropriate production structure nust be

established,

= freedos of price foreation. Market gechanises cen function effectively only if sost priccs are set freely
Ly e parket, balanoing cueply and decand. Cousrneont contral nf pricna is peraisaltide anly in o limited srhero]

- renunciation by the governsent of direct participation in econoric sctivity (except in certaln special
fields);

= expansion of market relationships to thase fields in which they display the greotest effectivaness in
cosparison with aduinistrative foras of control, Rt the seac tise, the econoay will retefn a significent nomserkel sector,
eabrecing thase types of activity in which cosaercial criteria alona are inadequate (defense, public health, education,
wluine oird cultured;

2 openness of the ecanoey and consistent integration of the cvanuey [nta the world sconozic systes, A1l
econonic organizations are entitled to conduct foreign ecoroeic operations, Forsign fires, on equal teras with all ather
producers, operats in the dosestic market in accordance with the existing lexs and generally accepted international rules;

o provision of social guarantees to citizens by all lovelo of goverment, vhich acans both offering all
citizens equal opportunity to achieve 2 dignified life through their aun labor and savings end supporting the disebled and

sacially vulnersble sesbers of society.

\hile the econoay assures a high Level of econonic efficiency of production, however, it nust be regulated by the
state and society, chiefly fros the standpoint of preventing such negative plenosene a5 {nflation, unemployment, axcessive
diffarences in wealth, instability of production, and unequal regional develcpment. Hith its sacroeconosic policy, the
state fosters & climate conducive to econoeic activity, sbove all {n directions corresponding ta the interests of society.
The activities of state agencies regulating the ecancey ert based on a clesr derarcation of leyislative, executive, and

judicial powers.

The choice of converting to the sarket--a choice of crucial historical significance ta the country--has been sade.
The vhole question now is how to get there, how to choose the sefest and most correct ways. The crisis is so acute thet we
sust act vithout delay. We must show resolve and determination that is ngt reckless or adventuristic, but rather based on

reelise and faith {n our pecpls.

These Basic Directions have been draun up on the basis of prograes developed by the Surbachev/Yeltsin warking group
and the Bovernsent, teking into account suggestions nade at sessions of the USSR and republic Supreae Soviets. The changed

ezanonic situation in the country has alsy been taken into cansideration,

Githout avaiting steps to rehabilitate {ts finanzes, L econory hes begun the precess of raizing

Tn arkuality,
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sose republics and regloms, Lie prices tur certalu categurios of goads. Thia hod glven @ push to inflation, which is
spilling over inta retail prices. In these circuastances, inflation sust be curbed, particularly ot the retail price
level. Steps must be teken at the seac time to rehsbilitate the monetary and financial systes quickly and, on that basis,

o0 nove further toward market prices.

These Basic Directions are intended a8 the basi¢ for coordinated action by all republics and all Union agencies to
stabilize the econosy and shift to a sarket egorowy. In this process, every sovereign republic has the opportunity to
develop and implenent @ package of concrete msasures for conversion to the market in light of its own socic-gconowic
situstion ond national erd historical realitias,

7, Econosic Interrolationships in a Union
of Sovereign Republics

he sconomic interrelatiomships awsrg sovereiga republics are built on a recognition of the stete sovcreignty end
equality of the republics ond, at the same tine, of the integrity of the Lnion a&s & federation, with the understending that
the faundation of the ecanosy is the enterprise and the task of the stats {s to creats the most favaratls concitions for

the functioning of entcrerists.

The republics requlate through legislation the cumership, sxploikakion, and disposition of al] the natinnal wealth
an thair tarritarise, which ranctitutas tha matarial hase nf their state savareignty.

To carry aut the tasks cosson to all the soversign republics, joint property af all the republics (Unien property)
{s set up, to be adainistered by Union agencles. They provide unifors regulation for the econonic systes on the bosis of

atill-murpuly lagialolive emd of adiced mcosures ta conbat unfoir cospatition, and thcy protcct conauesr inkecrgato and

regulate and equalize the conditions upan which fhe republics begin their move to sarket conditions.

The republics bear the hasic responsibility for developing their territories and corduct econosic palicy,
independently shape their econoeic management structures amd their systess of republic and local taxes, levies, ond
required payeents, and decide how to regulate prices, incoee, and the social protection of the people.

The role of the autonosous republics and other national structures in the ecomoay of the USSR and of Lhe Union
republics will grow considerably,

In their sutual interest and on & valuntary basis, the sovereign repuhlics enter the Union and fors o single
sconosic territory and an all-Union merket, cerrying out an agresd policy for the support of free entreprencuriel activily,
for the conduct of autuzlly benoficiel ecancric relations, and for the defense of the sarket.

The republics belonging to the Uniom jointly develop the bases of their comson cconomic policy ond epprove
legislation regulating the systes of {nter-republic relations, detersine procedures for resolving econoric quarrels amd
conflicts, and conduct agreed policies on prices, incoxe, eaployaent, pension benefits, and sacial guarantees for the
citizens. To adainister feintly those areas of activity which require agreed palicies, they create Unlan ggencies of

adainistration.

To create & single all-Union parket, the republics dalegate the following pawers to the adeinistrative agencies of

the Unien:

- jeplesentation of agreed credit, monetary, and forelgn exchange policies, designed to enhonce the

purchasing power of the ruble as the only legsl means of paysent on the territory of the Unfon, Nonperaissibility of

lieitations on the ovesent of ganatary resgurces within the Uniang

= Union-uwide regulation of the prices of those key ra¥ saleriels, fuods, guuds, and services selected by

ayreesent agong all the sovereign republics;
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- developaent end {uplesentation of unifore custows legislztion to protect the all-Union market.
Inperaissibility of quotas, Linitations, or custoss barriers affecting the movesent of an agreed list of goods within the

Union;

= developsent of a strategy for toreign econddic policy. Establisheent and use of an all-Union panetary fund and
fulfilleent of the responsibilities of the UBER to the {nternational comsunity;
- establigheent of single patent, welghts and mecwurss, ard setsorologteal services, satting of all-Union

standards and adoption of {nternational standards, and organization of all-Union. statistics end of @ sirgle eccounting
systea, ' .
In addition, in the oosaon intarests of the socic-sconamic develorment af the republics, the adeinistrative
agencies of the Unioa:

- dérau up long-ters forecasts of the country's ecanoric and soctal developeent and establish and execule

sajor econcaic progreas of all-Union significance;

- dovalop and implesent meacures of all-lUnion significanca far tha scalngiral pratsetine af tle panglel.
< creats the econonic conditions for saintaining the ability of the Uniom to defend {tself, guaranteeing its

state security, ond tighting orgenized cring.
all-Unfon adsinistration is established for those spheres of activity aad specific prograss which, by theic nature,

require vnifors sansgesent on an sll-Union level. These are: .
= sajor fundasental research and scientific end tachnological developsent projocts;
- defanse prograus,
- the single fuel end energy systea;
= transportation by main reilroed line, by sea, by air, and by pipelinc;
- atoalc anargy,

2 epace oystens and research;
= the all-Union systea of cossunications, inforsation, and data processing;

- the state's all-Unlon systea to prevent ond act {n eeergency situations,

The powers delegated ta the Unian adeinistrative ayencies sy not be chenged without the egreceent of the sovereign
republics, At the seee tise, the sovereign republics are econcaically lisble for violations of Urwir accepted obligations.

The Union tudget is based on Unian (federal) taxes; the tax retes ond taxable objects are detersined by agreement
vith the republics. The Union budget revenues derive also fros other receipts obtained through the Unjon's execution of
its povers. This enatles the Union to plan its expenditures an the basis of ity anticipeted revese and to bear

responsibility for its financial policies.

I sddition to expenditures relating to the functions essigned to the all-Unfon level, the tnion budget conteins a

regional developeent and support fund and provides resources to service the USSR's state dosestic end foreign debt and for

2 reserve fund.

By autusl agreesent, the sovereign republics may finance es wall the execution af other econoaic, scientific-
technical, sociel, and ecologicel progrews ou 3 tilateral or multilatersl besis.

ating to tho powers delegated to it, o Union
oreign debt, to conduct e agreed all-
ko Unlon lovel—and & sat up ferelgn

In order to finance the foreign econosic activities of the Union rel
Monetary Fund is created with sufficient resources to service the USeR's state
Union foreign exchange policy, o provide support for the functions assigned to
exchanga roserves at the Union level.

To coordinate ssasures carried out by all the republice, an Inter-Republic Econoric Committee Is established under

the Council of the Fedsration.
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and Cenversion to a Market Ccanoey

Esphasis aust be placad From the very start of the refors on rohabilitating finances and the credit and sonetary
systes, while supporting the econoeic links and saterial flows that have cone imto being. ARt the same time, the rise in
prices—-the csergence of a spontanecus inflationery spiral=-=is held in check, On this basis, a broad transition to sarket
prices that takes Into account the then current social and econoafc conditions will be carried out in the future.

The {odicated wessures, ccabined with state support and the introduction of incantives for the production of
consuser goods and services for the poople snd with growing isports of these goods, should bring sbewt & norsalizsticn end
revival af the consuesr sarket end its saturation with goods and services. This would comsiderably alleviate the people's

social dissatisfaction and greatly facilitate the subsequent steps in the conversion to a market ecanoay, strengthen
evaterial self-intarast, end provote econosic and labor involvement.

Decisive steps sust be teken af the same tise to de-governesntalize and de-sonopolize the econoay and develcy
entrepreneurial activity am compstition, so as to create the conditions within a short period of tise for applying sarket
wechanizes of sclf-rogulation. Only they can be expected to linit inflation, encourage the growth of production in volume
and varicty, reiec its quality, and reduce costs. Until they are sutficiently strong, financial aad credit palicy «ill
have to reeain tight and, in soae spheres, direct edeinistrative action will be required to prevent unsanaged iaflation.

Hence, during the transitional periud, the structurel reorgonization of the econosy will have to be limited to the sost

urgent measures.

This ditticult path sust be covered in the slortcat passible tise. Experfence with the application of
stebilization prograss in other cuuntrica end the estinates and forecasts sade regarding our oun conditions indicate that
about one and & half or two yoors could be required. This is the period of time for which the President of the country has

been granted supplesentary powera.

After this perlod, & full-fledged market and an active structural and investaent policy would begin to develop and
an upswirg in production and in its efficiency would begin, teying the groundwork for & better life for the Boviet people.

During the relatively briet period in «hich the governing sutharities of the Union, the republics, and localities
can count on & saidate of public trust, the economy must be stabilized and the changes that open the daar to earket
relationships and bring sbout a visible isproveeent fn the econoaic situation and in pecple's living canditions sust be

isplesented.

The tasks of stebilizing the cconosy and shifting to the parket ere carried out in four stages.

8tace [ - Progres of Eperaency Measures

At the very start, the introduction of laws spacifying the basic principles and directions of the ecanoaic refars
is announced and, more importantly, a package of messures to stabilize the econoay begins to be implesented, with a viev

to:

= retiabl | {teting finances and sonetary circulation by cyrtalling the state budget deficit, controlling

monctary issue, reorganizing the banking systen, and rehabilitating enterprise finances,
- pratacting the poople's monetery savings theough an increse in the interest rates patd by savings hanks,

balancing the people's incose and expenditures, and gupporting the production of consuser goods, thus reviving and
norgalizing the coneuser market;
= stab!lizing sutual deliverios and, insofar &s possible, preventing & decline in production;
L de—govermentelizing and privatizing property and carrying out land refora;
stabil{zing forcign cconosic relations.
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The sest difficult task at this stege {s curbing the Inflation that has started--1initing the rise in wholesale and
purchase prices, gredually ralsing the state prices for fuel, rav saterials, and conotruction saterials, and controlling
the level of state retail prices for sass consusption goods. 11 this w1l have to be done in such a vay o3 1o linit the
rise in the budget deficit steaming froe the increase {n purchese and vholesale prices while at the soue tise preventing
uncontrolled inflation, and to improve the equilibrive betwsen goods and money for purposes of a subsequent accelerated

transition ta the market.

Stage 2 - Btrict Eiﬁgnﬁjgl Constraints and 8 Flexihle Bvstes Pri jon

This stage consists mainly of 2 consistent, gradual tremsition to markst prices for @ broed renge of industrial and
technical production and cansumer goods. {he measures taken in Stege 1 should prevent the fros rising excessively.
Subsequently, inflation is controlled by aeans of tight tinancial end credit policies.

Strict state pricing is eaintained at this stage for ma lesy theu one third of all goods--fuel, rau materials, and
Cbuilding] sateriale--which is important for regulating the overall price level, and retail state prices on the essential

consumer goods saking up the people's subs{stence ba

gt the sase tise, the de-governsentalization process is expanded, saall enterprizcs are privatized, end a merket
infrastructure s developed.

Special eeasures are adopted to rechannel capital investaent and other recacurces to industries producing for the
people; fncentives are strengthened for developing and expending thee.

The first result of tha esergency Reasures and of the literalization of prices will be seen {n a warked isprovesent
of the situstion on the consuser aarket, especially with respect to goods sold at supply and desand prices. The mare
strictly and cansistently measures are taken in the area of financial and credit policy and to elininate price-fixer
desand, the less prices will rise. Goods will appear for fres sals. This is the first positive result that can he
anticipated from the refora, and it sust susolutely be echicved,

Seecial sechenisas for the social protection of people's incoses, including their indexation to retail prices, oro
introduced in the transition pericd. Stens to suppart the sacielly volnerable segeents of the population ere begue ot the

sane tine,

In this regerd, the Union repubtics and local governagnts can take varieus measures to regulate prices, incuding:
Lueporary price frcczco on R33c censuaption geods if their prices rire exressively, rationing of certaln goods, using thelr
budgets ta cospensate producers and merchants for ths losses suffered, and social pratection of peuple’s {nconas.

In order to raintain production and econeaic links, & state contracting systes s created to plece state ordors on
s centractual basis, to distribute the production delivered under those contracts, and to regulate the prices for it.

= igh 0 rkat

The sain task at this stage is ta achievo a basically stable market for both consuser and producer goods,
broadening the dosain of market relationships and refining the new systea of ecorosic links.

Canflicting processes will be taking place in the ecancsy at this tlee. On the onc hand, it con be anticipated
that the market will be supplied more ond sore fully with goods, The sarket infrastructure will Le taking shape at an
sccelerated rate, end the impact of the entrepreneurial spirit on econoedc activity will be greving. Material resources
vill be used wore economically, and production stocks will be reduced. The resources thus released will help supply the

aarkat with meens of production and stabilize it.
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The esphasis et this stage will be on developaent of the housing market, Ue refors of labor coapensation the
reorganization of relations between enterprises and local coviets in the social sphere, and 2 further liberalization of

prices.

The creation of & housing sarket 1s a necessary aspect of the transition to & sarket econosy. It will hring into
circulation one of the aain cosaadities that can sbsorb a Jarge part of the dewond for widch the population hes seans of
paysent . therehy helping to balance the consumer market end strengthen the incentive ta work,

The systea for cospensating labor must also be reorgantzed, This will wean sbolishing resulotions and establishing
a state afnisoe wage for all enterprises, regardless of type of ownership, based on the sinieus consumer budget end taking
sccount of the new level of spending on housing end, overall, on the wider range of goods and services cbtained at market
prices with one's owm incone, A realistic minimm wage will be 8 sajor instrument for the soclal protection of wurkers.

At the seee tine, limits will pe resoved on the possibilitics of earning monay.

1n conjunction with these seasures, the republics and local authoritics work to relieve enterprises of any
excessive or unequelly distributed burden relating to the saintensnce of social fecilities. This will fecilitate the
enterprizes’ enlry lnly aa ket clabionships and whrengthon thoir sempebitivenans.

Uith the successful iwplesentation of the preceding stages, proctically all of the essential conditions for 2
tably functioning econoty «ill exist--budgetary and price equilibriva, a well supplicd market of consuser goads and
services, & Rodern banking systew, end & foroign exchange asrkot.

The canditions that ecerge from the housing refors will prosote the forsation of o lebor market. The unions will
becone stranger defenders of the vorkers' interests, end associations of entrepreneurs and mansyers will be forsed. [t -
vill be possible, an the basis of agreesents between thee, and with the state playing & regulatory role, to set up & laber
parkst and exercise public suparvision aver incoss and pricc dovclopments. :

Financial and credit canstraints will be removed as conpotition, entrepreneurial ectivity, and grice stablization
. develop. Changes ln taxes and interest rates will be made o proagte business ectivity and investment.

L ign

The sain tasks of this period are to consolidate the stabilization of the cconosy and finances, to improve the
consuser aarket, and especially to accelerate the develapeent of the coapetitive market clinate needed for the proper

furctivalng of the self-regubotor—sechantsas—peculionto-a-sarkel coaniiy

D1GRITICAAL Pruyreas Kudly e mode L Uita puidud e e piwpwbindogy 4= gemmmmanbolizing, snd peluablaing Fhe

econoay.

(L] 5[thuu\ BU3L UT LWAW Fur wh g Wb g wwrrwmbe wmbd b,y ey et kb, 4. Abo Locecbos =éd light {adiaban Eand

processing, the agricultural sector, and services.

desand pricing, combined with 2 balanced budget, will create the conditicns for

The predcainance af supply and
gp_ggggygg_of internal convertibility of the ruble. The

sssalvlay ackos.areblen afothe ransitien to o, serket 8conoy”
at market rates, the currencies they need to carry on their current operations.

Internal convertibility of the ruble will create broad appartunities for an {nflow of fureign investsonk, so sorely
needed for our country's structural reorganizetion and technical renewal, end for the developaent of cospetilivn and
elicination of moncpoly conditions on tha domestic market, 1t can be gkated that, given the conditions in our country,
this is a sajor prerequisite if the market mcchanisa is to cperate at full power. The structural revrganization of the
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ecanosy, relying for the First tiae on market mechanisas amd albrauled forcign inveataent, technology, and sanegesent
experisnce, will take place.

¢. HNeasures to Stebilize the Econasy

hese seasuTes 1nClute renapilitatluu ot fluameca awl uf senctary circulabien, cuppart for preduetion end arckienl
deliveries, norzalizativu uf Ure consumer market, and ctabilization of the courtry's foreign econnaie pasitian.

. This is a crucial pert of stabilizstion. It consists of
elininating the excess nancy supply in circulation, bringlng it in line with the supply of goods, and strengthening the
ruble,

It is necessary first of all to reduce drastically the Union and republic Ludget deficits as fros Noveaber and
Deceaber of this year. In 1381, the cosbined deficit of the Union and republic bodgets should not exceed 2.5-3 percent of
the gross natianal product (no sare than 25-30 billion rubles). A deficit of this size can realistically be financed by
borrowing froe individuals, enterprises and organizations, and sbroad.

The extension of credit by the Gosbank of the USSR to cover the budgel deticits is being elininated, In
exceptional circumstances the President of the USSR mey pereit short-ters credits in linited asounts.

Budyslary eapcililure in Uic loot montho of 180¢ end in 1901 is bwing reduced by!

- a further reduction in {ndustrial iavestaent. Projects that are at a low level of readiness, other than
those designed to broaden the production of consuser goads, housing construction, and developaent ¢f the social schere, are

being stoppad;

= a reduction in expenditures on the needs of the Hinistry of Defense of the USSR and the KEB, in particuler

by reducing weapons procwreeant and qi_l,ltary_;mnsf_v'ut{'inn 1t is expected that a portion of these savings will be used ta
raise the pay of arwed forced persannel and build housing for them;

- the tersination of financing for expenditures that nc Jonger serve the purpose for which they were intended
aud worc not used In tho ctipulated tiee pertod, including thana fran the contralized financina funds of the ainistries;
the curtailaent of grant end sybsidy payaonts to enterprises, exceft ror o fimitey e un Uie egrsed blalg

i

s a reduction in autlays- tor- the satntenance ot the stave apparatus and a shlrl uf wauy ue yanlealluis wovs
by the budget to a fully or partially self-financing basis.

At tlr same Llwegy slepa aic Laken ta cxpand khe revenuoc of khe unien and capublic hodgats The pracedirn for
calculating and collecting the turnover tax is to be changed and the nusber of gouds on which it is levied is to be

broadenad.

The adopted all-Union tax legislation is retained tor 1981, Individual seondmenls to the cxisting laws eay be
pade, however, an the proposal of Lhw republics,
The establishzent uf tax iuspectoratzs i3 to be cosplcted in ordar to provide for reliahle supervision of tudgetary

receipts.

4t the end of this year budgetary revenue is to Increase through the growth of lurnover tax receipto in connection
uith the shift to desand and supply pricing on & nusber of nonessentiol goods, including igports.
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Effarts are to be aade to nlarge budgetary revenue by selling on the dosestic market large quantities of military
property with civilian user, some of the trucks and passengar vehicles used by state erganizations, and ather state

property and goods.

The vonrgasivablinn nl tha bhanling sjrban sed callem o4& wtbeabln Lumad Le—fie: +mguelubieg e s wwprly =itd

play & cruciel role i rehabilitating sonetary circulation, preventing inflation, ead establishing stricter financial
liatts an enterprises.

To this end, the specialized state banks are to be transforsed into joint-stock comaercial banks, cperating in
equal cooditions with other comsercial banks. Their function §s ta provide direct credit and peyeent gervices to the
econany. [t will perhaps be necessary to retain one stats bank, which with budgstary support would extend credit on
preferentisl terss to stisulate econoaic activity in the {nterests of the state. The Sberhank (Savings Bank) retains its
status as a stats Lank] Uwe atoto guorentees the safety of depasits, if recessary through their {ndexation.

8y this Hovesber, the state banking systes of the USSR is to becose the Raserve Bystes of the Union, consisting of
the Cosbank of the USSR and the central bamks of all the Union republics, which estahlishes unifora, agreed, and
univercally oempulaery rulee for regulating orodit and tho mency eupply, including rosorve reguironcale vu weeciviel bouks
and & discount rete af intercst, The monopoly on monetary issue and the uniforsity of the principles governing bank

supervision are to be retained. The loan fund 18 distributed asang the banks, and there is & shift to a norsal sechenise
of avveleiy laswe Hiwuyds U selo wf barburslca Ly Lbe Recacive Oyalow W cummerulal Uanka un @ noncasn payaent Dasis. in

this way, s the banking system is democratized, its nationwide unity i® enhanced and the use of credit instrueents for

rasulating eoanoeic procuccec ic mado moro offective,

A chenge to requlation of total monetary cirvulation tekes place at the beginning of 133L, The ineffective systea
of cash planning {s toreinated.

Bask Lnterest rotes sre raised, The level of interest retes will honceforth be determined by supply and demand on
the credit market and by the reserve systea's policies. [In this way, money becoaes dear and acquires characteristics that

the seana of paysant in a sarket economy must have.

s these messures are carried out, many enterprises are goiny ta experience financial difficulties. To facilitate
their adjustsent to the new conditions and enable thea to sccunulate their own warking capital and find ways to boost their

efficiency:

= such enterprises will quickly be degovernsentalized, turned into joint-stock cospanles, and broken up,;
2 stebilizetion funds will be established;
the practice of commerciol crodit between enterprises will be developed as an elewent in the new whalesole
parket, to reduce the reliance on bank eredit,
e the practice of flaating bonds to replenish working capital will be encouraged;
= {eresedisbly inefficient enterpripes will be closed,

A significant role sust be played by the stabilization funds, to be established a3 {ndependent agencies at the
Union and republic levela. They can provide enterprises with tesporary finencial assistance in the fora of direct grants,
subsidized loans, credit guarantees, etc. The stabilization funds obtain their resources froa earnarked budgetary
allocations, deductions from enterprizes, sone of the proceeds from the sale of state property, the sale of bonds, and

other sources.

s will be provided on certain conditions, such as requiresents that

Financial assistance froe the stabilization fund
t their nonproduction expenditures be reduced, that

the enterprises be recrganized, that their sanagement be changed, tha
they change the focus of their business, or that they be broken up.
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1. Morpalizing the consyser market, This is the most faportant part of the stabilization progras froa the social
standpaint. To this end, effective uses must be found for the population’s huge manetary averhang and the volume of goods
and services entering the consuser market must grow.

To mest the first of these two needs, it is propused that the range of pald goods and services be broadened. Sales
of housing units, country cottages, bullding saberisls, and various types of state property to the people are to increase,
and a fee will be charged for the long-ters leasing of plats of country lead. Thraugh redistribution of the capacity of
construction orgenizations and through the offering to thes of further incentives, additional residential units and garages
aust be bullt in 1391, and several million plots of country land must be readied for sale to the people.

14 la alas planned bo introduce munduleisol Leat lny fuetp fui L etyuigitiun 1R TRE Dear Tuture (within fixed
periads of tise) by the people of material gnads that are ia short supply~psssenger cars, perocnal cosputers, furniture,
telephones, additional housing, gerden cottages, geroges, plots of country land, etc. This is done with stete guarantess
and at fixad prices.

It is extresaly {sportant also that the people be assured of the safety of their savings, that thefr confidence in
the state be strengthened, and that money be diverted froa the consuscr market. To this end, interest rates will be
raised, espocially for tise deposits at the Bavings Bank (Sherbank).

gt the saae tise, it is necessary to expand investsont by the people in productive facilities--for asquiring seans
of production, stock and bonds, and enterprises.

And wsasures ora 4o be teken to broaden the production of sess cansuaption aoods and paid services. Furthar
incentives, including tox edvantages and assistance to enterprises in expanding their output, will be provided for the

production of consuesr goode.

The transition to sarket pricing—pricing by supply end desand--is to begin with nonessential goods, but with fixed
prices Leing set temporarily for soae categoriss of thesa goods, The share of consuser goods and of raw saterials for
producing thea ln tatal imports will rise, in part through purchases financed by earsarked horrowing on preferentiai teras.
Nurmal commercial invontorics will be enlarged so o8 to curb price rises and cope with desand surges when prices are freed.

Coads now in short supply, including impuitoy fiml Ureir way laryely into the hands af speculators. To prevent

this, large-scale catelog sales of isports are planned.

The retail and wholesale trades, the resteurant trade, everyday services, and many of the enfarprises froe which
they obtain supplies ere to be de-nonopolfzed snd privatized. The work of consuser cooperatives, trading and purchasing
cooperatives, end ather cosecrcial enterprises, particularly those engaged in the shipping and sala of goods {n regions
experiencing probless in supplying their people, is to be sncouraged. Neasures to combaf the shadow econosy and te defeat
efforts by its representatives to prevent the developeent of coapetition on the cansuser garket are to be intansified.

The consuser market is especially sensitive to irregularily of supplies; special'leaaures are needed to prevent
such irrcgulerity during the transitional perfod. The sechanisas of stats purchase orders and state prices and the
contrastual systea ars to bz used to this end. If needed, rationing of a limited number of essential goods may be

undertaken by citics, reglons, or ropublics.

Ensuring the Stability of Econoeic Relatignships This is especially isportant {n the transition period,

considering the unsteble nature nf the sarket relotions that are esorging and the danger of disruptions of production.

Pursuant to a decree of the President of the USSR, the existing econoalc links are to be maintaired in 1331, and

severe penaltles are to be {ntruduced for violeting them. Uninterrupted transportation services are alsc beirg assured.
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ALl mecessary seasures to find foreign exchange resources to pay forelgn fires for deliveries and hasten the
conclusion of contracts for the delivery of {wported. rew and othor waterials and tinished products are to be undertaken.

[t will be the task of the Btate Contract Systes, o be creatad through egencles of Gosanab [State Supply
Cossitteel, Mintorg (Trade Kinistryl, and Agrasnab (Agricultural Supply Comnittae), tu supply productian anterprises with
sufficient naterial and technicel resources to weet thelr state delivery obligations for 1981, Deliveries for the rest of
their output will be arranged through direct econoic relations or through widdloesn, that is, cesaercial wholesale

enterprises.

wmm@gm_ﬂ;_mmuimﬁ. This calls urgently for a repid japrovesent in the
country's foreign exchange position and for the attracting of foreign capital. To create conditions for this, there nust
be (a) a clear progras for the stabilizatian of the palitical and econoeic situation, supported by the repulics and the
sajor social forces in the country; (b) 3 national progrea for cutting militacy spending, reducing the aray and aragsents,
and converting wilitary production; and (c) a new doctrine in foreign ecancalc reletions, vith guarantees far foreign

investors.
{f thess prograss are adopted and imolesented, possibilities will exist to!

- receive aid from the developed cepitalist countries {n various forss, incliding long-ters loans on favorable

terss;
- loase certain fuel and ras saterial deposits and farests and set w joint enterprises ta process these

natural resources with due etteation to current enviransental requiresents;
- sell real property, including unfinished construction projects, at auction, or leesse it
- have the state sell securities guaranteed in various weys, as vell as stock in euterprises and
arganfzations of the {48k bousht by foreign investors;
- begin to exploit eany vaste pattar and used raw material depats with the help of foreign capital;
- attract fareign investaent sach year for sstablishing joint enterpriscs;
- attract foreign investaent to create 8 aodern tourist industry and infrastructure for business.

Yith the proales of foreign indebtedness becoalng scre severs, the “Baslc Directions® call for sassures Lo relieve
it and to use foreign ecanonic support for the Boviet warket during its atabilization perjod. To these ondst

- by sccelerating exports and rationalizing twporis, the country ia to pey off its gverdue debt to forcign
firas by the end of 1390; state orders for the basic Soviet expart goods will be saintained in 1991 and 1992 at & level
sufficient to meet the country's elnisum foreign exchangs requireeents;

= arrangeents will be mado for certain Soviet imports to be paid for in rubles that can be reinvested in the

country's econdey;
- negotiations uith the International Monetary Fund, the European Cosaunities, and leading foreign

governaents on f{nancial and economic support for the process of perestroika and rerket reforn will be cospleted]

- cettlesents vith CEMA countries will be at world prices and in freely convertible currencies as af
Jatwary 1, 1881]
- the econosic assistance provided by the USER to foreign countries will be reduced and shifted to a

cossarcial hasis.

It Is anticipated that the Suprese Saviet of the USSR will set & celling each year oo the fordign debt of the USSR

and adopt a budget to consistent with it.

The {mplesentatien of 3 package of emergency measures to prevent a decline in oll production and curtail

(Translater's note. @ wisprint for ngaintain®?] the production of other export goeds is vital to the stebilization of
foreign cconoaic relations. Considering the practical effectiveness of fareign trade, on the other hand, it is necessary
to strengthen the incentives to export consodities end earn foreign exchanga. The questions of ortgage lew relating ta
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enterprise assets and land sust be resolved quickly, thus ensbling entarprises to recelve securod credits froe foreign
harks for tha expansion of exparts.

0, privati 1t will be

possible to convert to & market econoay end expect the self-reguiating sechaniea of the sarket ta operate effectively only
«hen rast producers of goods—enterprises, organizations, and citizens--enjoy freedow of ecancele and entroprancurial
activity. Timy wwol be Mies to wic proporty polonging ta thas, lesced tn thea, ar franstrrrad to then for their use. do

their production planning independently, choose their suppliers and clients, set their prices, dispose of their past=tax
profits, and gecidge other satters relating to Urelr vwununiv oullvity end the progress of their production.

This will sske it possible nat anly to create the conditions needed for the sarket acthanisa to function, but alse
o eobiline the potorhinl nf huaan invelusaert=—one of the aain rasmrees ohich tn our conditions can have 2 relatively
rapld effect, based on pecple's desire to achieva proper living conditions through their labor and skills. '

Freedoa of econosic activity and the developaent of entrepreneurial activity erc to be proclained in the near
tutyre, with a vies W wnabiliny differsnt orgeniretions ond citizens ko conduct ecanceic activities treely, pareitlioy the

establishaent of enterprises upon their epplication-based reglstration, and forbicding agencies of the stolz Lo interfare
in the work of the enferprises, regardless of their fora of ownership and managcecnt.

These positions are to be edepted by decree of the President of the USSR, which will also contain positions
supporting treedoa of choice awong foras of gunership and sanagement and equality saong all of thee in their cperalions and
{n their sccess to material, financial, inforeational, and other resources of 2 cospetitive, paying basis. The republics
give concrete fore fo these positions in light of their individual circumstances and, jointly with local authorities,
inplesent measures to support and expand economic in{t{ative and entreprencurial ectivity,

The Unlon and the republics will at the saae time adopt 1ists of types of activity that are forbidden, are deemcd
aonopolies of the state, or erc peraitted only with @ state license.

1f free producers of gaads are to okerge &s @ crucial elesent In the serket econowy, sast enterprises aust quickly
be resoved fros state guardianship and privatization musi be {splesented. Privatization is understood to eean not only
transition to private ownership, but a more general process of changing ownership by transferring or selling state property
on various taras to groups of workers, cooperatives, atockholders, foreign fires, or private individuals, These managesent
categories mact the requiresents of a sarket economy cost fully, They ere not only independent in their activity, but
econceically responsible for its rosults, as regards both operating revenue and net worth, This fasters the rational use
of resources and restrains their unjustified application ta consumption rather then to the tmprovesent of productive

potantial.

De-govarnmentalization together with transfer of gunership can he brought elbout in variouws wey3, depending upet the
conditions in the republic or region, the characteristics of the secter or banch of production, the size of the enterprise,

the state of its resources, and other factors,

De-goverraentalization prograss will flow frow Union and republic decisions in the fors uf decrees of the President
of the USSR and of the suprese goveraental euthorities in the union republics. These docurents will specify the goals,
principles, and basic directions of de-governeentalization. They lay esphasis on the principle of equality of all fores of
groperty laid down in the USSR law "On Ounership in the USSR." The right to private property {5 rocognized. Gucranlees
are provided for the right of juridical persans and indlviduals, including forelgners, to oun property.

At the Union level, all concrote work of de-governaentslization is the respansibility of the USSR State Property

Fund. Siniler agencics are eatablished in the republiecs.
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The first de-governaentalization and privatization efforts are pade in those fizlds in which it is scst desirable
to have nonstats entities, These {nclude commerce, the restaurant trade, everydey servicos, repair and canstruction
grganizations, and seall enterprises in other sectors. At the sone time, the process of transforeing large and sediun-
sized enterprises {n various {ndustrial and other sectars inte stack cospanics will begin this year,

To prevent sbuses, including the legalization of wealth obtained {1legally, stata organs and the public will
strictly monitar the de-governaentalization procas. Priarlty in the purchaze of proparty and stockshares {s ta he given
to worker groups and theic mesbers, and they are to be given assistance in various fors, particularly Ehrough use of the

enterprises’ funds, installeent sales, offering of a discount, granting loang, atc.

Broad use should be wade of coapetitions and euctions, aluays conducted openly. To protect the narket value of the
property being sold, this process will be carried aut in stages, in light of supply and desand.

At the present tise, the balance-sheet value of the country’s main funds (excluding the value of land, underground

ad the personal propecty of citizens) totals soue 9 trillion rubles, or about 2 trillion rubles if

resources, forests,
ts o 600 billion ruhles.

depreciation is taken into account. The working capital uf enterpriocs end organizetions azoun
fbout 30 percent of the property {s in Usw hands of the statc.

Therefare, the de-governaentaiization process Cen last @ voiy lung Limes Vurlous ware e acgolarake if, in
consideration of the interests of all citizens, will be sought and tested.

Special measures vill be taken to de-sonopolize the econosy and strengthen cospetition. They will seek to pravent,
linit, snd halt the use by tronsactors of their dosinent narket pasiticn and to prevent unfair cospotition. This work will
be the responsibillity of a specially created fnti-Monopoly Cosmitte, The union republics will establish similar anti-

sanopaly agencies.

At the sase tise as state ownership {s being canverted into ather forms of ownership, the jeb of creabing large
nubers of saall entorprise is being dane.

S

and reforg and distin aatyree of the forsa

aain lines of action nesded o bring aboﬁt a iarkct econosy in the agricultur | do

= {aplesenting land refora and creating conditions for the cffective functioning of various faras of
ounership and panagesent, elininating the sonopoly on land ounership, and establishing a yaried sconuay in the agricultural
sactor;

- elisinating adsinistrative patterns of state cantral of agricultural pruduction and haltirg the

adainistrative setting of cospulsory arders for agricultural cosmodities)
boooting tho prectige of fara labor, strangthening the sntivation of farmers. ond zocouraging in all

possible ways bath the initiative of cossodity producers and healthy cospetition asong thew;
] dasigning and isplenenting specific programs for the develapeent of villages' productive end social
infrastructure with the finenctal support of the stete;

- conducting social palicies that meet the needs and requiresents of villagers and creating socio-econoeic
guarantees of a just status for garsers in the society. The union and autenasgus republics adopt land codes and other
legislative acts of direct effect that regulate land relationships with reference ta the particuler circumatances of the
different reglons of the country and that establish the terss for grenting land fo all those wishing and able to exploit it
effectively ror agricuttural procuction, Republiv aullvi ikiea decido hew ko give offsct ko the unricsr'e right nf free
departure froa state, coaperative, nr other types of enterprises (essaciations? vith a parcel of land and share of the
accusulated assets, provided he will engage tn independent agricultural productivi,

The highaat governzental suthorities in the republics estab] ish committens on land refors ta inventory and evaluete
the land, identify Inefficiently used land, and corry out land arganizing, consultative, and sonitoring funckicns.
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E#forts are nade to transforn {nefficient collective and state faras by granting their lond {n full or in part to
cooperatives, lassees, pessant farss, or {ndustrial or ather enterprises for industrial fareing, for use a3 personal plots,

or tor collective gerdening or vegetable farming.

The exscutive agencies of the Unton and of the union and autonosous republics and the sxecutive comittces of the
Councils of Pecple's Deputies inplesent packages of econoaic and organizational measures to stabilize the country's food

supplies and to ieprove the sanagesent systace of tha agen-indsatrial caeplex. To this ond:

" by egreesent with the unjon republics, new state procureeent prices are set for the major agricultural
coanadities bought chiefly by the state, The cenditions will be created for transitioa W free contract priccs for the
sale of other agricultursl coemedities. A sechanisa iy established for possible adjustwents of procureaent prices in order
to saintain the required equivalency between agriculture and other sectors, BSpecial funds are set v for the targeted
finencing of social and production improvenents on farss operating in difficult natural snd climatic conditions;

- tha productien relations of enterprises and crganizations in the agro-industrial cusvlex with enterpriocs
in other sectors of the econasy &re saintsined. Linits on the ajor paterial and feshrinal tesources centrally allecated

to agriculture and the processing {ndustry for specific uses are set for 1981
= {ncentive messyres for enterprises thet conclude contracts for delivery of agricultural cossodities to the

state are implesanted;
= sufficient capital investaent funds and eaterial resources are pade zvailable for the technical renewal of
enterprises in the flour-ailling, groat, weat, dairy, and other processing eectors and for developent of o storege systes
for grain, fruits, vegatables, and potatoes, prefersbly in the ereas vhere thoy were grown|
> assistance is provided to citizens in the conduct of their private tars plots by affering thes additional
land, selling seed, planting material, young cettle and poultry, and enisol feed to thes, and by freely purchasing the

industrial cosoditics they reisc;
= for aoderats paysent, land for gardening or vegetable-raising is distributed to all city dwellers and

village workers vho o desire.

8ince the union and autonasous republics, pursuant to the laws of the USSR, enjoy full pover within their
territories and are directly respansible for the candition and supplying of the consuser parket, ¢ fundasentally nes
procedure to be folloved for the procuresent of the state's food resources is being established for 1331,

The republic and local governaental authorities, on an economic basis, obtain food cosmodities to supply the
populations of the territories under their control and to sest the delivery requiresents of iz all-Union level.

an all-Union fund is created to supply food for the army and other special conousers, for axport under
intorgevernaental agroaments, and far the estahlisheent and replenlsmcnt of state reserve stocks.

Inter-resublic shipaents of food and agriculturel ras paterial are effected under agracaenty betucen the union

repubics.

Fron the beginaing of 1381, the republics, krays, &nd chlasts sesk actively $o proaote forsa of managesent that are
effective undor serket ccnditions--agro~industrial cosbings, agro-firas, cooperatives, stock and leased enterprises, and
peasant (farser) farss. On callective and state fares, @ far-reaching process of lessing {s used to bring about new
organi:atiunel structures with a high level of independent primary labor collectives, The cooperative nature of the

collective farwa La fully raokored,

port of industrial peasant (fareer) farms and other nev fores of eanagement

The republics carry cul pragrass in sup
ion equal to these of other egro-industrial

in rural areas and provide thee vith econosic and legal conditions of operat
entities. Special attention is poid to thelr establishaent in lahor-short regions.

foanirer are taven in the union and autanceous reputilics, krays, and oblasts to de-moncpolize the purchase and

-, U S (e e
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located in the vary areas where the cosacdities are produced. Pracassing entarprises will operats increasingly a3 free
producers of goeds, buying inouts and selling their products on aarket conditions. The gavarneental authorities will
encoursge in every way the establ{shaent of cooperative wholesale interaediary firas and services, purchase and arketing
associations, and trede-purchase cooperatives. Larga processing enterprises will successively be canverted to stock

companies,

{n market econosy canditions, the role of c§qsuaer cooperatives will grow parkedly as a socio-econosic gysten in
vhich market relaticnships are inherent. Linitations on the growth of consuser cooperatives fu the cities, where thay can

becone cospetitors of state and other traders, ere to be resoved.

fis a conpanent part of the overall eaploysent progras, purposeful measures are taken to foster the sovesent of
fanilies to reglons where agriculture is suffering from a lahor shortage. Settlers will be given saterial bepefits fer the
pave and for starting farming. Fanilies establishing pessant faras will be exempted from taxes and fros paysent for the

land for two to thres years following the start of their work.

rea of price foreation. Free sarket prices are an integrei crowemt ol o sarkel ecdiny< 5-2ake
the shift to such prices less painful, especially in connaction with the prices for consuser gaods and services, it is
proposed thet thay be frocd fros adainistrative contral in stages. [In the first stage, the prices of a grovp of

noncssential gacds will be freed.

At the case tisa, tn prauide sacial erotection for the pecple, state prices are tu Le retained for the goods and
services poking up the miniaus subsistence basket of households (the choice of food iteas and manufactured goods for these
purposes will be detersined), tocal prices rises wiil alsu Le permitled fur cerdaln gooda if Who republice sc decide on
the basis of local conditions. Republic and local agencies provide cospensation, insofor as their resources allow, to
protect people's incoses, place orders for additional production of such goods, and if necessary ration thelr distribution,

§ubsequently, controls on retail prices are resoved for successive grougs uf goods in light of corerete conditions
and the market situation, In 1492, 1t is expected that prices will be controlled for only & small group of esseatial
consuser goods (certain types of bread snd bakery products, seat and dairy products, vegeteble oil, suger, basic asdicinss,
school textbooks, certain children's goads, sote transpartation cherges, and fees for certain local services).

The resoval of price controls sust be accospanied by tight financial ond credit policivs, accelerated de
governasntalization and de-nonopolization of the econcay, and the developsent of compotibiun, enterprise, and a werket

infrastructure.

If prices that have been decontrolled sheuld rise excassively, republic and local agencies way decide to set
‘teaporery 1inits on thes. '

In the transition period, the state cannot ismedistely abandon its policy of supporting low retsil prices on
certain goods and, hence, of subsidizing prices, But the gethed of paying out the price subsidies on goods sust be
fundasentally changed, so that it becoses advantageous to produce and sell those goods and, thus, Low-priced gocds do not

jusediately find theaselveo in short aupply.

Pursuant to the October &, 1330 Oecree of the President of the USSR "On lssediate Measures of Transition te Morket
Conditions," it iz {ntended that the econosy aake broad use of contractusl wholesale pricing. In the case of contracts for
1991, such prices are hased on the vhalesale prices draun up pursuent ta Decree No. T4l of June 1¢, 1988 of the Council of
Ninisters of the USSR, that is, the prices contained {n the price lisls given to enterprisca.

Ir this way, the gruunduark is laid for accelerating the conclusfon of vontracts and the arranging of econoaic
links for next year. To lisit price rises, it is proposed that @ ceiling be set on profitability, with the understanding
that srofits excesding that level will be seized froc the enterprise end be credited in equal shares to the union and

-
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republic budgets. It is also expected that fixed whalesale prices will be applied to verfous row saterials, bullding
saterials, and ather products for industrial and technical wss.

In the present conditions of large-scale financial end sonetary disequilibria, & shift to contractual wvhelesale
pricing could cause axcesslve inflation, an {ntantional boosting of expenses (s0 as tu contribute lces to the budget out of
profits), and a lack of interest in increasing production beceuze profitability is lov,

To prevent these negative trends!

- stegs to rehabilitate the financial and credit systew ere fo be sccelerated in au effort to reduce sharply
the aoney supply of enterprises and prganizations. Nith severc financial coustraints on consusers and uith suppliers
having trouble selliag their products, the level of contractual prices would be significartly lover and the rise of

inflation could be successfully curtailed;
i wato valid slata pricca should bo cok ac coon ac pasaihle an fual and anargy products. on the main types of

rav and building saterials, and on other production for industrial and technica! use for which fixed pricing is to be

retained.

The prices of fuel, encrgy, and rau saterial resources and of certain nass-praduced itess that are traded betuean
republics are to be dotersined on the basis of aultilateral agreessnts asong the republics, taking into account the
propasals of Unlon agencies, so that they can be sent ta the enterprises as soon as possible. It is advisable to raise the
prices of fuel, energy, and other resources gradually, thus preventing sudden rises in production expenditures and in
expenditures in other arcas and giving tise for the tsplenentation of resource-ecanoaizing MEasures)

- special sethods of state contral will be opplied when eaterprises set contractusl prices obove the 1ist

prices.

The formetion of market prices should increasingly take place through cossodity exchanges end trade fairs. The
gevelopatnt of thase cosponents ul o macket infrastructurc should be tpeeded up through use of tax ard nther advaatages to

encoyrags agreesents on transactions on the cxchanges and ot the fairs.

Refors of the Banking Sustee. A strong ruble {s the key to any scceleration of the ecanoeic refores, If the ruble
is tc bacose strong, there wust be a single sonetary systes, and sonetary and credit policy must resain centralized, This
requires & prospt conversion of the USSR Gosbank systes into 2 Union Reserve Systea. The Union Reserve Bystes consists of
& Board of Governors [Soviet upravlyayuschikhl, headed by 2 chairean appainted by the President of the USSR, and of the
USSR Gosbank and the central banks belorging to the systee. The Union Reserve Bysten is & single legsl person, that is,
the wonopoly on menetary issue and the unifarmity of bank supervision principles are preserved.

The country needs a banking system of this sort beceuse of the need for a contralized monctary and credit palicy in
s cantext of sovereignty of the republics and of @ revitalized federated union based on thea.

Under this aperoach, the republics adopt their own banking legislaticn, not conflicting with the agreement on the
Union Reserve Systes. To participate in the systes is to renounce any onilateral requlation or lisitation of rongtary
circulation and credit, In the republics, the central banks are no longer subordinate to the governeents) they report

sanually to the Supreae Soviets, which do not interfere in thelr currenl activitics.

A koy element in the credit refora is the cossercialization of the speciclized state banks. They becose
independent atack companies, with the broadest possible distribution af shares.

Comserciallization assumes that the banks will operate within the lieits of their own and attrocted resources, will
irdependently decide the purpases for which they will lend, at what interest rate and for what ters, will bae subject to the
sage taxes and regulaticns as all ather banks, and will choose their own clientels.
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Kanakary and credit palicy assuse fundarentally nee characteristics in the context of transition to the earket. To
rehabili sanetary circulation and credit, regulaticn of the total morey swpply will replace credit and cash plenning.
The key in the first sonths will be to curteil credit sharply and lisit the growth of the money supply.

the initial stage, the basic cosponent of the systan for regulating mcney and credit will e the rezaval cf &
portion banks' funds and their deposit in the central bank, By sedifying the reserve requiresents, the Reserve
Systes regulate the credit resources of the cosmercial Larks and, hence, influence both the supely of money in

circulatfpn and inflation.

tarest rate policy will be no less ieportant. A new interest rate structure (long-ters higher than short-tera,
lozn rated higher then deposit rates) will be introduced administratively for the firat 3- panths, eith 2 earked riss in
the aver%pe rate level so as to curb credit deaand and reduce noncash manetary izaue,

spates of refinancing will take effect. The smoney resaved froe the banks in various ways will be lent back te
thes at fhterest rates set at levels that support sonetary and credit policy; &s a result, the banks are coepelled to link
their ra Lo Ur cenbral Latk's rote, which sust be the seze fer oll mcebers of the Reserve Bystoe,

ruble sust be defired as the only legal tender on USSR territory. The issuance of other morelary syatols and
and the circulation of foreign currerciss as means cf payaent are prohibited {n order to stabilize the
igg poser of the ruble. The ever wider presence of foreign currency in domestic circulation devalues U ruble.

ion of foreign econgeic ac  Transiticn tc the sarkel requires an open ecomosy in the USSR,
operati i in interrelationship and coepetition with the world econosy. The “Basic Directions” therefore assuke the unity
of the cistoss territery, foreign exchange systes, basic investsent regulations, and foreign econokic policy, together with
2 grouthiin the powers of the inian rapuhlirs in these arsas. For these oursoses. an all-Unicn agency to adeinister
foreign Bconoaic relations, with direct representation of the union republics on its board, {s created

n the context of transition to the garket, the enterprise becoaes the main actor in foreign cconcalc activity,
Forelgn gconosic activity is to be de-governsentalized and decentralized, with coesercial operatiens being left to the
eaterprises, their independence in business patters being assured, and state agencies focusing on regulatinog and

encouraging these operations

Dil, gas, gold, diaronds, precious stones, special technology, and perhiaps a few ather geods on & list agreed with

the uniuh republics, are deesed all=Union expart resources end are Lransacted separately.

Lavernsental foreign ecopomic erganizations become intersediary firss, in stec cases on a stock-holding basis, and

if necedhary are broken up and diversified.

7o stimulate and rehabilitste foreign eccnesic sctivity!

- new custoes and fosign exchange laws are passed as directly enforceable rules, ond the new irvestzent
legisla%m begins to tako shape,
i the differentiated fereign currency coefficients are abolizhed]

I effective January 1, 1981, foreign exchange proceeds are credited directly to the euterprises’ accounts, &
purtim1?ust bs sold to the union and republic budgets, pursuant to rules ghich foster the industrislization of exparts;

= to enlarge the independence of enterprises with respect to fereige exchange, a domestic foreign exchange
:arkei,%nn wvhich foreign currencies may be freely bought and sold at garket prices, is created; republic ord sume
cnn:ercgal banks begin to engage in foreign evchange and credit operations, enterprises are peraitted to borred abroad
itmepengently. using their own aascts es collateral;

= systees te insure enterprises against foreign econosic risks is in operall
ertifies businese schools end consulting firas {n order to

on by March 1981, a union systee

1
of fereign econaeic inforeaticn 1< introduced, and the state ¢
raise the quality of personnel trafring and professivnal services.
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reign econcaic activities ore reguloted chiefly through legal and econcaic instrusents (custoas duties, taxes,
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rkc are aado to attrack an inflow of foraoign capltal for speaifie purposes. The poasible forma of investaant
are broadkned (incliding full ourership of enterprises, concessions, and free enterprise zones), and investment priorities
Efﬁnvxuu Irweataenl yradually Uecomes Ui main channel for attracting foreign runds.

lf'lrwgh the stabilization of dosestic finance, new prices, and the ruble's exchanga rate, and threugh achjevezent
of dowestic canvertibil{ty of the ruble on the dosestic wholesaie and foreign exchange markets, the ruble achieves
convertitility with foreign currencies in stages, Beginning with foreign capital transactions, it later is extended to all
current @rerations of the country's foreign exchange balance.

are veb.

MMWM‘ The shift to the market is the most effective way to crowd out the
shadou econcay.

z::htef geasures for liguidating the shadow ecomomy coincide with the chief directions of the refore. fis the
world's skperisnce shovs, over 30 percent of shedow econoey voluse can be eiisinrated rather quickly through peasures to

eatabl L*E a sarket.

I£ is elso proposed Lhal steps be taken at the republic and all-Union levels:

-’ to set up o atrong tex inspectorats;
{ to provide legal and practical protection for the ownership of seans of production by individuals angd

b
qrOwPSs ar?g for their income fros thuse means of productivn;

= to overcose moncpolisa in the econosy, chiefly by setting higher tax rates, controlling the prices charged
by eonopalies, and other eethods specified in the amti-monopoly legislatiom,

-: to introduce gradually the practice of having citizens file incoee returns each year with the tax
inspec’cnr:pte:

+ to reduce as auch s possible the use of special distribution systess (coupons, orders, clearance sales,

etc.) and to keep any such systems cospletely open and under close control when they have to be used (for nursing infants

or certath categories of ill peopled;
to adopt new crieinal, criminal process, civil, ¢
level of Erininal 1iability for the sost dangercus fores of econoaic crizes.
&

b

ivil process, and administrative legislation, raising the

Sy emgrpEaTRT
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in Conditions of Conversion to the Mar
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he socially oriented market economy which the “Basic Directions” are intended to create & an economic systea in
which edry group and social scgsent of the population receives cansiderable opportunity to reslize its obilities and

aspirats throuch free labor and rising incosme.
13

Eor al] those espleyed in the econoey, the opportunity to choose fresly vhere and through what fores of property or
tanagenéht to apply their knowledge and experience will becose a sajor factor in roising the social tome.

ﬁhe opportunity 1s eserging tn the mex econcnic systaw for these who so desire to start their own business--set up
[ cuaper?tive. own a store, restaurant, or private taxi, or establish a saall enterprise or other fore of business.

1

The frocdoe to choote the fore of work they prefer vill be an important factor in {sproving the living conditions
of peaségts as well. They can choose between a large fare (a collective or gtate fars), a saall leased group fara, or an
{ndividdal farm. It becores pessible for peasants to raise their personal incose rapidly, and their interest in doing so
will be Etrtngthsned by the ever fully return flow of goods from the city.

?he sarket ecanoey will offer intelleectuals considerable oppertunity ta apply their knowledge and skills. The
strengtﬁgning of intellectual property rights will create conditions and {ncentives for the blossoeing of true talent and
origlnality. The freedos to choose how to prganize the work nesded by scciety and to establish a variety of unions and

ua:uiai}am will expand.

% wajor aspect of the new social policy {s the sovement toward raising personal income from labor and strengthening
the role of that incose in satisfying the people's social and cultural needs and needs for everyday services, thus helping
to eli-fhate the dependency syndrose. Geclal consurption funds will be used ta guarantee yhat {s deesed the afniaus
a::cptaﬁle {eval of social benefits to all segeents of the poopulation. @ higher level of consuaption will usually be
provide& on & norpaying basis to citizens who are still or now unable to work--children, the disabled, and pensioners. &Ll
pecpls !,lc o work should raise their living standards sainly be seans of their own labor and personal incose.

The ters real incoee of the population takes on 2 fundasentally naw maaning, The main acquisition of all segsents
of the populaticn froa the transition to the market is 3 full supely of variocus goods and services, the chance of any
consueef to choose freely among thee, and, hence, the appartunity to meot his meeds as fully as possible (within the liits
of his ipnetary seans),

§n addition, the range of goods and services that can be freely 2cquired with that incose will expand
signifigantly. The acquisition of quality heuging, not only as one's prinary plece of residence but in the country 3
well, expenditure on recreation, etc. will play a growing role in the people's spending patterns.

Whe rise in the efficiency of the econosy entails a constant §sprovesent {n the social circuestances of titizens
who havé becose disabled or who for pbjective reasons (e.g., having sany children) Iive {n straltened circusstances. As we
know, p@haiunu and other benefits will soon begin to rise, pursuant to decisions of the Supreas $oviet of the USSR,

fis the transition to aarket relationships is sade, seee population growps will have to be assisted by special
social prograss, The first of these groues is made up of zged and disabled persons living alone and indepsndently,
urphanaiochildren.and tanilies with large pusbers of children. The programs should enable thee to reet their vital
needs==for food, housing, and eedical and other services. Special services should be set up at the regional level (local
SQuietsx to implesent such prograes with significant help fros public and religious organizations.

can really lose fres the shift to the earket--those who are lazy or

In actuality, only twc kinds of peoople
and people engaged in the shadow ecorosy, which is goirg to lose

disoraatized, vhoa the market will force to do better,
puch of 'its econcaic base as the sarket takes shape.
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n concrete terns, it is proposed that the following changes be wade in the eethods and instruments of social
palicy 48 conducted until now:

hgf_gm gt labor compensation. A major result of the new sacial palicy will be a tonsistent growth in the cast of

unpmf:!. Hages will wore ond =more fully reflect the real cost of producing a qualified labor force; this will make
irwestné_-nte in education, training, and the cultural and social developeent of the {ndividual as effective as possible. As

imdicabe mjmime giasambend cagas fae

e s

e

the nebdre nf Inhae Ananenambinn (= tanleannbed, afabe unge aralan ave dabendod 4=

uorkerugat glven skill levels, Hence, they ore cospulsory throughout the Union and in all entarprises, regardless of type
of ownership, Repuhlics and enterprises may set gther mpenutiqn rotes, based on their own funds, if they so desire, but

not beldy the wage scale rates,

En this way, the state wage scale systes will be a factor in the social protection of workers and a pawerful
inmntif} to raisa preductivity.

%The pew wage scale systes should cover both the industrial and the nonindustrial secters of the econoay, S0 that
workers i{n culture, heslth, and educaiion have the sase lahor cospensation gusrantees and do not fall behind {ndustrial
vorkers§

E% pew system for the hiring of enterprise managers under contract is introduced et the same tiee, with the state
wage scdle again eppliceble for setting the floor rate.

£
EMI other queatians of lobar cappcnoation; auch ao the form and ayotce of peyscnt, Lutwaco, owaida, aud raises, oo

gecided "independently by the enterprises, without interference from state agencies. Individual wages are rot lirited, and
thoy ari regulated only by the income tax.

!%ividends on stock in enterprises and other incone from property canstitute new sources of incore. By acquiring
stock, $orkers becoee owners of their plants, factories, state faras, and other enterprises, creating an additional

im:ntifs to work productively.

Enhancesent of sorial sunonret fnr thnse iinahle $n wark apd for shidants A [au an the Pansinne nf Citirans, tn ha
isplesedted in 1990-1933, has been passed.

&

fan {eportant distinguishing festure of the new pension systes is its link to the minisur consuesr budgat and to the
changing conditions of the market econcev. The measures that changs the pension systes will perait the average pansinn tn

rise ah%.r’. 1.5 times.

;ﬁs the econoay hecoses rore efficient, there will also be centralized increases in various allowances connected
with chgldbirth and child raising and for the disebled, Stzte funds will be used to raise student grants significantly.

The republice may view the centrally set pensions, allowances, and grants as minimua gusrantees for the saintenance
¢f the &itizen categories concerned. They are entitled to raise the payments to a higher level if they can locate the

nscar.u!:‘y funds.
ces, and study grants cen be supplesantzd by volunterily {ntroduced payments by

“The systea of pensions, allowan
women, and young people who wish to pursue their studies.

enterprises to their former esployees,

3
Hinj asuser budeet and ecchanise for soeigl protection fros {nflation. fs an feportant {astrusent of the new
social policy, the minimus consumer budget indicator will be actively used. Faeilies with 2n average per gapita income

telov the subsistence einimum will be ¢itgible for imeedlate help froa local and state agencies.

1

no uf esoletance irn conditicna of the markct ccanoay will be the ercokien of morc

for such faailies, the priority will be to allot land to them

,‘fu Lo ogmc Liec, Lhic moitn; wco

favorable conditions for enlarging one's cun labor incose,
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for usﬁﬁna thelr own auxiliary or peasant fars, to extend loens to thes on preferentisl teres, etc. Only in special cases
will th%y bo given direct material essistance and suppart. The minisua consumer budget will consist of selected goods,
serui:eg, and other benefits required by an indivicual to !ive; it must offer not sisply a sinisue subsistence, but a
chence 59 grow and isprove and soee freedoa of consuaer chalce.

¥

{1t e not lesediately possible to introduce such a ainisus consueer budget at this tise, The roassn is not just 3

ol nf e, Thn mmimbey baday lanln bha namdibinen camquizad Lo grommmmbnn {h wdlhanh fnkamciphiong dha ansmans asolab
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hasket g@il] subtequentiv he reuised in accnrdanee with the sennawmil's nnesihilities

i

e elidmes wvonuuss budgol whpted =11l susely bu VLl wbwn bitg pwint Tur Siellor taliulotivna i ure 1epulilliva,

whjch will adopt their own mininue consuser budgets in light of local conditions.
0

?The transition to a parket economy in our country is taking place {n circuastances of a general consuser gaods
shortagé, particularly with respect to state cosserce at state prices, Bix months to 2 year‘uill be needed to norsalize
the cnnéuuer parket by saturating it with goods. In some republics, regions and cities, to assure the guzranteed ievel of
cnnsumpzlan of sssential goods, it wlil he necessary in this period to resort to rationing, as datereined by Soviet
governlgntal suthorities. In the interests of the people, the state will eaintain relatively low fixed prices on essential
goods ¢gring that tise, At the saee tipe, it price rises are not to worsen people’s situation, a systes for protecting
thelr {Ecniz fros inflation will be required. This ls to be done through varfous kinds of cospensation, painly the
1nd:xat{uu of incose to the index of retall prices for gooda in the "consuser Leskel.” This will be June upenly.

£

?
}Fur pensicns, grants, and allowances, {ndexation will be at the rate of 100 percent. For workers with fived
salaried or weges (ailitary personnel, teachers, dectors, scientific vorkers, white collar workers, ete.), it wiil be at 3
rate of fup to 70 percent, taking account of the level of their pay. For self-financing enterprises, irdexation will be

dons th%uugh the laber coepensation fund,

k
iThe indexation systee will be governed by laws of the USSR and the republics.

ngglgzgggj,ggligg. The increase in production efficiency, the ligquidation of hopeless and low-garning enterprises,
ard the treation of new {ndustries and branches will lead to a redistribution of eanpawer, chiefly into the services
sector,’in which new jobs will be created, and into cooperatives and the private sector. In this process some workers will
tesperafily find theeselves outside the sphere of social production, The task is to keep their unesployesnt as short as

passiblé.
éﬁ epecial state esployeent gesvice will he established in the local soviets nct enly to look for vacancies but to
help artange fhew jobs and re-sducation and retraining, glve vocational guidance, and provide material assistance for people

talporaiiiy without jobs. Local soviets will arrange paid public work for the temporarily unesployed, It is of
eptal importance that the enployrent service provide its services to people without charge.

! cial exployeent prograes will be isplesented at the all-Unicn ard republic levels, especially in tabor surplus
areas. 'An eeploysent assislence furd will Le estallished.

?In addition to the currently existing systep of material support for uoeeployed persons, a systea of direct
un:npla?nlent benefits is to be introduced for workere «ho for certain reasons cannot quickly be giver jobs cr retrained,

‘Housing reform. A labor earket basad on the frce eovesent of manpowsr within tfa country and beyond in accordance
with suép!y and desand cannot function properly {# there is no housing market.

i
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principles and conditions for impleaenting o housing refore, now being worked out pursuant to a decree of the
President of the USSR on this subject, will be fssued for public discussion in the pear future.

1

fhe social domaip under warket condjtigns. A crucial task in the transition to a market economy is support by the

Unian ané the republics of ths momarket secter of the econosy, that 1s, of those branches and types of activity which in
principle camnat be guided by coemercial criteria, They include a large part of public health, educatium, culture=miart,
:avirnnogntal protection, fundemental science, etc. The Lranches and types of activity coeposing the nonsarket sector play
a vital fole in the society: they create the scientific, social, and cultural potential for its future developeent and
preserve the historical and soral traditions of the peoples {nhabiting our country.

{
‘his is the only sector of the ecamesy to which finencisl and other constraints are in principle not going to be

extended even in the pericd of economic stabilization.

{n the srea of public health, tho principle to be followed consistently is that of universal availability of the
necessary preventive end curative sssistance, and a netwark of state sedical establishsents that will provide their
services without cherge ia to be developed.

t

ﬁbr gther eedics] services, the policy should Le o cosbine nonceasercial institutions and cosmercial medical
enterpridas, which will provide higher quelity services for pay, engage in all types of “wedicine for the healthy.” and
serve thase who tead care rathar than cire.

ﬁedical {nsurance will be developed to pay for curative, prophylectic, and care services out of special insusrance
funds Fiﬂanced by budgetary allocations and by the contributions of enterprises end citizens.
®

tn the area of scierce, the state assumes responsibility for financing fundesental research, as well as prosising
developnént projects (jointly with interested parties? that could revolutionize technology in iportant economic sectors.

ﬁme Lion's share of epplicd reszarch and developsent will be conducted on 2 cossercial basis. A markei for
acientific and technical procuction will be forsed; the research and development institutions will be reorganized by being
broken ui to eliafnate the sonopoly position of the head institutes and expand entrepreneurial ectivity and cospetition,
The creation of ssall scientific and engineering fires will be encouraged through financial support for innovative and risk

. capital.

In the ares of educstion, the atate will finance a network of yencral and specialized secondary educational
institutions and, to a considerable degree, vocational and technical training institutions, retraining of personnel, and
higher cdﬁcatiunal institutiors. Local authorities will be given the power to ispase spocific-purpose taxes on the people
for educ%?ional purposes, Contributions of enterprises' resources for these purposes sust also pe encouraged.

£
Together with free state institulions, the network of commercial-type schools that offer gspecially high-quality

education and vocational training for a fee will be expanded.

Ih the area of culturc and art, the policy will be to support the preservation and revival of the cultural and

historical heritage, esthetic education, the creative quest, and the developsent of amateur cultural activities.

ty and the state for soclally significant kinds of cultural and artistic

The role of econesic suppart by sccie
of the real attitude cf

activity sust be strengthened. The budget of this branch of endeaver will be the sain indicator
saclety eﬁd logislators to the preservatief of culture. In addition to budgetary financing, everything will he duns ta

encouroge, apending for culture by nonbudgetary sources.

T

taction and ecological security, our country faces especially difficult and urgent
y uill require a radical renswdi of the producticn
on the ecoroey.

Th the ares of environsental pro

tasks. Restoring a fundasentally scund enviromeent in the countr
at.direct expenditure on ecological needs become one of tha main burdens

apoaratus and necessitate th
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# package of seesurge to booat the environeental reliability and sofety of econoaic focilitics eust be devclop=d
and inplzeented without delay, The priority that sust be given to this task results froa the high probability of a growing

accident rate due to the anticipated aging of facilities and production surges.

ghe local soviets will play a vital role under market conditians as they set environsental pollution quatas (at the
louest lav!l actually achievable by existing enterprises), require paysents for discharges within the quata, initially ot a
low lavél (taking into account the enterprises’ ability to pay) but rising repidly based on the level of actual damage when
the 1ine set for terninating envircnaentally intensive facilities has passed, and set fines for sbove-quota discharges

at a la%l aqual to all the earnings obtained by viglating tha quotas set.

To improve radically the use of the environesnt, a payaent (tax) must be prepared and introduced cn the use of
ewironsental resources—land and nonrenewable natural resources--and tha paysents for water uee and foreat exploitation
pust be raised to an econosically justifisble Jevel, A legislatively earmarked share of the tax on use cf nonronewahic
natural ‘resources is to be allocated lu the local Ludgets.

g
T g;gﬁ;g;rgz gng Investwent Policy in Conditions of Conversionto the market

‘The creation of a pedarn econaelc structure i3 a prerequisite to conversfon to & sarket econcay and to its

successtul functioning. The draea in the present eituation i5 that the existing distortions are so deep that every effort
to shift to an econoey founded on market pechanisss is virtually doomed unless the sarket is reforaed structuraily at the

sane tige.
hhe key directions of structural refore arel

- creating an advanced {ndustrial consumer sector 2s a necessary basis for mochilizing the soclal reserves for

econoai¢ growth;

- overcoaing the structural and technological disequilibrium of the econoey-=3 a3 jor reason why the econosy
cortinugs to be so wasteful of resources.

ﬁiﬁig;igg_gz_gggglgg!;nt of the consumer sector of the econosy. Structural investaent policy should reduce

inefficieat construction while concentrating effort and resources in those fields where they yield the greatest returk angd

contribite wost to the social reorientation of the econoay.

PUTTY

;If cosacdity resources are to be released rapidly for the consumer parket, it is crucial that the deeands placed by

enterprises and capital construction an saterial and monetary resources be sharply reduced, To this end!

- investpent prograks new under way thet de not peet economic needs sust be halted;

- sany {ndustrial construction projects that have been started should be halted to force 2 structural

turnabogt and noraalizetion of the constructien sector,

- congtruction projeets wern sk it mlars rEEMIRCER Fre fhmir cneniatiom im ha erradnies wiwn Frese—mirT

e halbdd?

rnranraging Hhe =alitking aff of indenradent hui LWlise arqenizabions

.
s rrmabriekias ezt e deepanaand izrd,

that fogus on nonindustrial and housing construction.
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relea { should be sold, A porticn of thhe capacity say imsediately be put to use to produce goods and services for the
populatipn.

r

Ecrievzr, linite on enterprices' use of their own funds will have to be isposed for some time. This can be done
through ?peciul taxes on investacnts. At the sase time, interest rates on loans for investaent purposes should be raised
to ot lest {5 percent (the efficiency nors). Also, raising {nterest rates on bank deposits and differentiating thes in
accordante with the torw of the deposit would lialt enterprisea’ desand for resources and boost the efficiency of

imshe}tts '

ihe estinated overall effect of the above measures {s that it will cut the budget deficit by 30-40 billion rubles.,
Sone decline in the value of construction and sachine~building output can aleo he expected, but that is a natural sysptoa
of true ptructurel change.

?avinss of energy resources are vilally isportant. The task is to reduce losses and isprove the depth of resource
prucessi?g, thus stabllizing Lhe vuluee of rescurce use for 5-10 years. The practice of erpanding exports of energy raw

laterial? rust be atopped.

it can be anticipated that the policy of restraining the growth of the fuel and energy industries and of keeping
doacstic energy use aloost stable will ultisately hald the annual grokth of our country's capital investment in thase

induatri§= to a moderate level.

fhe industrial infrastructure--transportation, comanications, and the storage of material assets--must play a
special role in structural investsent policy. Hol only could their present state becose a bottleneck in the foreation of
the larkgt, but 1t jeopardizes the functioning of the major Uranches of our econoey. Investment in this field sust nave

the sawe'priority as the production of consuser goods.

o

étraightfur-ard assexsagnts of the possible reduction of investaent resource use tn Lneffective arces by hranch and
mmlev,fin light of the significant progresive changes {n the technological structure of oapitsl {nwoctsent and of tho
anticipsted effect of conversion in the defense industry and econosic refors in canstruction, indicate a slight reducticn
in the v@lune of industrial capita! investsent in the econoey ta the level of the twelfth five-year plan. At the sare
Line, copital {nvesteent fur Ll ieplementation of social prugraes will grow.

ignzgrgigg_gf_ihg_gilitggy:jquﬁtriai cosplex. The corwersion program must be developed as a general ecoromic
prograe #hose content {s deeply intertwined with all eleasnts of the strategy of structural change in the country's

econoey,’

#s a result of {ts l:pietzniqtinn, new industries catering to meeting the econoey's needs for clvilian production
(technolpgical equipeent for the sgro-industrial complex, light industry and trade, gedical technology, ard construction of
civilianéairpianes and ships) will cose into being,

Btifizing the powerful scientific and technical potential of sclentific research fnstitutes and design
nrganiza@iuna, as well as the existing experimental base, the process of reorienting the defense branches of industry
should yie!ﬂ godern, new {ndustries that make it possible to carry out the task of strengthening the socizl orientation of
the ecunény and fostering the scientific and technological progress of key tndustrial branches should ererge.

fhe explottation of the scientific ard technical potentisl of the defense hranches of industry and the industrial
spplication of fundasentally new techniques, resource-saving technologies, and proaising new materials are eajor coeponents
of the integration of these branches' potential with the civil branches of Soviet and foreign industry.

assible te hring vericus fypes of high technology to werld sarkets and supply the dosestic

;
This will sake it p
science-intensive consuser goods and civil praduction,

merket uith especially cesplex,
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Eftoehive vanversion will be pusaille il Ve borilera acparallvyg Ur uvefoime cusplex TToa tne rest CT the eccnoay
are dissintled. This can be cosbinsd with the retantion as linion property and highly centralized sansgerent of the
entcr-pri_sea moat-ciossTy-connected with tie cuuntry’s gerense capabllitics.

L

In connection with the curtailment of ailitary prucurceent, the enterprises in the defense cosplex will experience
diffiwltjes in using and sclling previously delivered goods and materials, in using and converting their production
capacityf; and in implesenting the major inveatwents this requires. These probless will have £o be solved in conditions of
tight fifancial and credit policies, with less reliance on the state budget and sore on the creative search fer sources of

RONEY ané for markets, perhaps abroad, At.the saee tise, the contribution that corversinn will sake to the rehahilitation
of e ectonomy should lie chiefly in proeoting large-scale savings of respurces in the civilian sectar. (Trarslstor's note!
lan not:;swe 1 heve underpteod these last two lines.)

qu_mgs{iﬂtjcn of the structural revrgenization of the sconosy. The driving force of the ecomosic restructuring
procoss gust be the econoalc initistive of enterprises and the entrepreneuris] activity of the population, which require
cffectivg legal end econoaic guerantees. Supported by the state regulatory process, thig powerful force eust De channeied

chiefly to supplying the consuser sarket,

fargo’ced state prograes, especially investesnt prograes, both centralized and decentralized, must play 2 special

role.

éen!:rali:ed targeted statc pregrass (such as in defense and spece) should be based on rigorous pregrae docueents

approved :‘iiy he Supreee Soviet of the USSR (lists of titles, estisates, basic gevernsent orders, etc.). For decentralized

p.—ograzs%foud, housing, environmental, health protection, etc.), the principles governing thea (inciuding the basic
econcaic ‘regulators and benefits, if they are uncer the furisdiction of Union agencies) and the amcunts to be allocated

frum the }Jnloa budget are approved at the all-Union level,

fnitinlly, under conditions of the deficit, it will be necessary, sisultansously and on an agreed basis, to carry
out the budgatary financing and material and technical supplying of state prograas,

8. Rcarganization of the Hanagement Syatcs

f_he transition to sarket reletionships and their effective functioning will be possible only if state power is
strong afd efficiently organized. This is cleer froa the experience of all countries that have sanaged to estatlish an
advanced Warket econosy end high living standard for their people.

3

;
In light of the deep crisis besetting the country atd of the spread of destructive processes, the path te
astatl(stment of an authoritative, strong governgent lies in achieving public agreement and uniting ail social forces that

lold dcerﬁ the fate of the country end ils propie,

Va gust move decisively loward new sbructures of stale and cconomic management, directed at foraing a market-type
econcny 4nd fostering the effective interaction of union, republic, and local agencies. To this end, the designirg and
isplessnfation of the econosic reforss and of the prograes of transition te sarket relationships sust without delay be eade

a special” function of state adeinistration.

In this regard, eaxinuw use must U esde of the pavcr2 rocently granted to the President of the USSR Ly the Supreee
Soviet of the USSR, The role of the Council of the Federation, which must draw up and f{mplesent decisions agreed to arang
the repuiilics through all-Unien ard repubilc zoencies of governsent, should be enlarged. To this end, an Intar-republic
Econosic i:mit'tec, cosposed cf plenipotentiary representatives of the republics along with specialists and scientists, is

to be established uncer the Council of the Federation.
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gha structure and functions of the executive power, both at the highsst level and elsewhere, sust be interpreted in
. light of the nev tasks and expanded responsibilities of the President of the USSR and the Council of the Federation. lhe
structure of the state's power and adainistration at the Union level will ba decided through the conclusion of the Union
parccas, The gevermaent of the USER should use its powers to carry out measures for stabilizing the ecoromy and shifting
to & narﬁet econoay, BSome renewal of the structurc ond cosposition of the governsent will be needed for this purpose.
tbove all, the republics aust be represented ta the executive sgencies of the USSR to create an indissoluble link between
the all-Infon and republic govermaental authorities, 2

B vertical chain of corsand should prosptly be restored asong-the various executive organs, making the governeents
and exec?tive comalttees of the soviets [councils) at the different levels responsible to both their own soviets of werkers
deputies and to superior exccutive agencies. Decisions sade by superior agencics in matters of their cospetence are
binding on lower agencies. A law fo this effect, as we knos, wae recently adepted by the Supreee Soviet cf the KEFSR, @
sisilar law, awending earlier legislaticn cf the USSR on local self-governaent, is being considered in the Suprese Soviet

of the U§3R.

Things sust be done in such a way thet the new structures consistently and irreversibly replace those organs that
& dual fob needs to be cane--faraing the strurtures nf the market

ieles Ul Lie auministratlve bystes, yet not anticipating events or

aue come into being in the

do not sest the reavirements of 2 warket econosv.
cuuisey B uslig e L oy wul yrauually MWic gye
hrpat—ing_‘niutlug linke withnut raneidsring the svtent tn uhirh the prersquisites far doing so h

ecanosy.t

A nusber of all-Union and republic agencles will have to be created in the pear future to carry out the new
functions eserging fros the shift to the market. A state contracting systes aust be developed--a complex of organizations
that piace orders for goods needed by the state, select contractors, and draw vp and conclude contracts. fiso needed are @
State Property Fund of the USSR, & Gtate Supervisory Inspectorate cf ocurities, a State Inspectorate of Prices and
Standards, a Regional Developeent Investzent Fund, an All-Union Foreign Exchange fFund, an Econceic Stabllization Fund, 3
Fund to Prosota Employsent of the Population, an aAnti-Honopoly Cosalttee of the USSR, a USGR Btate office of Insurance
Supervision, a Pensicn Fund of the USER, 2 Coanittss to Prosote Seall Enterprises and Entreprancurial fctivity, and sieilar

orgenizations {n the Union republics.

ﬁith the support of the state, prograss pust be pushed to establish stock and cosecdity exchanges, insurance,
auditing; holding, and brekerage coepanies, consercial banks, trading houses, cossrcial middleman fires, comsercial centers

and coapinies, suction houses, fairs, etc.

e

n the crucial periocd while the country's econcey i3 being stabilized and the market econoay is coering into being,
the role of the highest governeental crgans of the USSR and of the repubiics 2s legislators of the new econceic conditions

will gru;ii.

éills have been intraduced in the Suprese Soviet of the USSR to create systess of social guarantees, index manetary
incose, restructure the banxing system and adeinister eonetary circulation, and create a Custoss Code, They are scheduled
for cons}deratinn in the current and next sessions of the Suprese Soviet.

o isplesent the agreed guidelines for the fynctioning of the all-Unicn earket, the Supreze Saviets of the union
and autonosous republics and thelr governeents myst effect a cosprehensive series of measures, {n particuler the following:

entelizing and privetizing republic end {ecal property;

- de—governa
3 expending and supporting entrepreneurial activity;
- de-zonopelizing the cconcey ard reorganizing the existing structures,

= creating organizational and economic conditions conducive to the developrent of @ sarkeb infrasiructure;

- purauing atructural investrent policies;
# liberalizing the system of gricc fureallon;

v regulating the income and social suppert of the populetion,
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The highest legialative bodies in the union and sutonoeous republics sust also set up their osn regional systems of
subordindte edeinistrative orgens to coordinate the {aplementation of the progras of transition to a sarket econoey at the

actual uérk site.
t

fhe republics also have the wajer job of identifying and appraising ell state sector property. They eust arrange
auctions%for the sale to citizena of such property, in particular unfinished construction projects, uninstalled equipeent,
buildingépatcriala, weans of transportation, and enterprises and organizations engaged in cowmerce, the restaurant
buaincasi or the provision of everyday services.

tt {s & speelal task of remblic agencies to draw up Lle bexic puidelines for 12nd-and heusing-refora and-izpleaent
thee andito put into practice the prograes for support of entreprensurial activity, the agro-industrial cosplex, and the
nonur‘né sector of the economy.

éuided by the unifore principles for the functioning of the all-Union market, and in ofcer to achieve the prospt,
coordinafed fsplesentation of the finarciel rehcbilitation measures, the Council of finisters of the USSR ard the
governaggts of the union republics eust shortly sake the dscisions called for by tha progras:

% tightening eonetary, credit, financial, and foreign exchange policy, sainly to curtail the budget ceficit,
etabilizé sonotery circulation, and strengther the ruble]

- setting forth the principles ungerlying state regulation of prices for the main geods and services:

- requiring strict observance of the unifora cusioas rules and forbidding the use of quotas and other

Jisitet{dns on the froc acle of guou> withiin Wie counliy;
? ealabllatiiny unlfur g wclludulvyleal bases fur gutuanllng aud revurdTreeplng,

: &easures to rehabilitate the econoey and shift to the market and the tisetable for cerrying thee put are directly
1{nked té the polftical stability of the society and the proper functioning of the organs of governsent and adeinistration,
The actual state of affairs calls for prompt changes in the mechanises for saking and implerenting decisions and ir the
forss and asthods of operation at all levels of the legislative and executive sstructure, and for a heightening of the
personal ‘Tesponsibility of officeholders invoived in the isplepentaticn of these program measures.

g e A ST
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May the best team win

N A dacha outside Moscow a team of

eight economists has been been eating,
sleeping and working six days a week on a
new reform strategy for the Soviet Union.
Most mornings, the team has travelled to re-
port to Mr Nikolai Ryzhkov, the Soviet
prime minister. The result is to be a modi-
fied version of the programme Mr Ryzhkov
failed to get approved by parliament earlier
this year. If Mr Boris Yeltsin, the president
of the Russian republic, has his way, all this
work will be for nothing.

Mr Yeltsin has his own, bolder reform
plan. Enter a second team of economists,
this one headed by Mr Stanislav Shatalin, a
father figure among Soviet reformers. Mr
Shatalin has a weak body (one lung missing,
a recent heart attack) but an energetic mind
which darts nimbly between his twin
passions: economics and soccer. He also
plays a skilful midfield role between the two
star players in Soviet politics, Mr Yeltsin
and President Mikhail Gorbachev. He has
the respect of both. Mr Gorbachev has ap-
pointed him to his 16-member Presidential
Council; Mr Yeltsin was happy to have him
head the team that is revising his pro-

gramme for Russia’s “500-day” rush to a
market economy and adapting it for the en-
tire Soviet Union. This week the Shatalin
team’s programme was presented to the
Russian republic’s parliament.

Which team will Mr Gorbachev sup-
port! He has spent the past week trying to
find a way of backing both—first meeting
Mr Yeltsin and apparently veering towards
him, then talking of the desirability of com-
bining the best elements of both teams’
work. But the time for such compromises is
running out. Mr Yeltsin declares the two ap-
proaches to reform to be incompatible, and
calls again for the resignation of Mr
Ryzhkov's union government. He has
started the countdown for conflict: if Mr
Gorbachev does not accept the Shatalin
programme, he says, the Russian republic
will press ahead with it regardless, starting
on October 1st. :

It might not be the only republic to do
so. Presenting the Shatalin programme to
Russia’s parliament on August 3rd, Mr Ivan
Silaev, the Russian republic’s premier,
stressed that other independent-minded re-
publics had helped the team’s work (unlike
central bodies such as the de-

Russia’s Yeltsin is in a hurry

THE ECONOMIST SEPTEMBER 8 1990

-fence ministry, Gosplan and
the foreign-trade bank, which
had refused to co-operate).
The idea is that a Soviet-wide
- market should be created by an
“economic alliance of sover-
eign states”. The republics,
rather than the central Soviet
authorities, would be the lead-
ing actors. This shift in empha-
sis would be institutionalised
right from the start of the 500-
day programme, which would
look roughly like this:
Days 1-100. An “inter-repub-
lican economic committee”,
reporting to President Gorba-
chev, would be set up to co-or-
dinate reform. It would stand
above the myriad Moscow
ministries, most of which
would be phased out of exis-
tence. The sale of state prop-
erty would begin. Farmers
would have the right to leave
their collective farms with an

allotment of land and assets. There would be
big spending cuts: foreign aid would be re-
duced by 76%, the defence ministry's bud-
get by 10%, the hitherto untouchable kGB’s
by 20%. A two-tier banking system would be
introduced: a federal reserve made up of the
republics’ central banks, and commercial
banks formed from specialised state banks.
During 1991 many prices, though not those
of basic commodities, would be freed. There
would be a single exchange rate for the rou-
ble, which would be the only legal tender in
the Soviet Union.
Days 100-250. Price liberalisation and
spending cuts should be bringing some bal-
ance to the market. Wage indexation would
begin from mid-1991. The number of joint-
stock companies formed out of large state
enterprises would grow to 1,000-1,500.
About half of all small shops and cafés
would be privatised.
Days 250-400. Towards the end of this pe-
riod about 40% of manufacturing industry,
half of the building industry and 60% of
trade should have been turned into joint-
stock companies, sold off or leased. A cur-
rency market would be set up with a view to
making the rouble convertible.
Days 400-500. The economy should be
picking up. By the end of the 500 days, 70%
of industrial enterprises, up to 90% of the
building industry and retail trade should no
longer be in state hands. :

This schedule is staggeringly ambi-
tious—which is one of the three main ways

Ryzhkov’s Soviet speed is slower
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in which the Shatalin programme differs
from Mr Ryzhkov’s. The Ryzhkov version
begins with macroeconomic stabilisation,
partly through price rises, and would put off
the removal of many central controls until
1992. The revised Ryzhkov plan, it seems,
fully accepts the reintroduction of private
property, but lacks the uninhibited push to-
wards market economics of the Shatalin
programme. That is the second main differ-
ence between the two.

Mr Gorbachev might fancy his chances
of reconciling the two programmes were it
not for the third and trickiest difference.
This concerns the relationship between the
centre and the republics. Under the
Shatalin plan, the republics would dele-
gate—probably rather limited—economic
authority to the centre; Mr Ryzhkov envis-
ages keeping more power with the central
agencies. Much as he might like to side with
his prime minister in this, Mr Gorbachev
may in the end have to give way. In the tug-
of-war between the centre and the republics
over control of prices, taxes, the rouble and
“strategic” resources such as oil, Mr Yeltsin
can probably tug hardest.” His strength
comes from his personal popularity and the
sheer size of the republic in which he is

threatening to apply the Shatalin pro-
gramme regardless.

Unless Mr Gorbachev can reach a quick
agreement with Mr Yeltsin, the Soviet econ-
omy is set to explore new depths of confu-
sion from next month. If the Russian repub-
lic and the central government are issuing
conflicting laws, whose rules will factories
obey? Who will control sales of Russia’s oil,
or its gold or diamonds? Foreign bankers
and businessmen are liable to find their
dealings with Moscow horrendously compli-
cated by the legal limbo.

Even if the two men do manage to settle
for a common programme, the outlook for

Soviet consumers this winter is bleak. The-

latest addition to the list of shortages is
bread, that trusty staple of the Soviet diet.
Nobody quite knows why bread is suddenly
hard to get; the blame is variously put on
bad distribution, panic buying and farmers’
failure to deliver enough grain—either be-
cause they are trying to get better prices or
because they are using it as animal feed,
which is also in short supply. Whatever the
reasons, it is a measure of what is wrong with
the Soviet economy that the bread shortage
is happening just as the country is experi-
encing a bumper harvest.

Soviet troops in Germany

Bringing the boys home

FROM OUR BONN CORRESPONDENT A Lot

LOT of them will not like it, but Soviet
soldiers in East Germany may be on

trains home to an uncertain future sooner

than they. think. Officially, President
Mikhail Gorbachev and the West German
chancellor, Mr Helmut Kohl, have agreed
that the Russians will be out within four
years. That is pretty quick, considering that

ble. But the locals have suffered for years
from the nastiness of occupation: requisi-
tion without compensation, low-level

flights, late-night manoeuvres, wild shooting
practice causing even distant civilians to
scurry for cover. Now at last the aggrieved
can make their voice heard, even—unthink-
able a year ago—in open demonstrations be-

the Soviet army has been on
German soil for 45 years and
there are more than 500,000
people (around 350,000 mili-
tary men plus dependants) to
shunt back east. But probably
not quick enough. Worried of-
ficials on both sides fear there
will be big trouble if the Rus-
sians are not gone soon.
Already some East Ger-
mans are using their newly-
won freedom to let off steam
against their erstwhile “protec-
tors”. They have daubed bar-
racks’ walls with Russen Raus
(Russians Qut), barred Rus-
sians from local shops, even in
some cases roughed them up.
Some gratitude, Russians
moan, for the Gorbachev pol-
icy which made bloodless revo-

fore the Soviet embassy in East Berlin.

Meanwhile the morale of the Russians
in East Germany is sagging badly. Reports
abound of growing alcoholism and petty
crime among the lower ranks, unrest among
officers. Small wonder, for nowhere else in
the ex-Soviet empire is the evidence of ideo-
logical and economic defeat so blatant.

The Soviet forces will soon find them-
selves “guests” on territory which, as Mr
Gorbachev agreed in July, is to become part
of NATO, hitherto the arch-enemy. That
thought is hard for military minds to get
used to. And the Russians now see western
goods pouring into East Germany, where
even before the communists were booted
out the living standards were higher than
those in the Soviet Union.

Officers can afford some of the new
goodies too, thanks to monthly pay of
around DM1,000 ($630) which they collect
in hard D-marks since German monetary
union in July. Housing is decrepit and
cramped, but at least they have roofs over
their heads. In the Soviet Union, because of
competition for accommodation from other
army divisions trekking home from Eastern
Europe, they cannot even be sure of getting
that. Hence a recent sit-down strike near
Magdeburg by officers and wives who got
wind of a scheme to send them to live in
tents in the Caucasus this winter, Wives
were stopped from sending an appeal to Mr
Gorbachev from a military post office, but
got it away all the same from a local East
German one. :

Some Russians have bolted across the
(almost non-existent) border to seek politi-
cal asylum in West Germany. So far only a
few such cases have been reported, but So-
viet and West German officials fear the
numbers could jump after the Germanies
merge on October 3rd. Neither side wants
that embarrassment, nor still greater fric-
tion between civilians and soldiers. Such
things could unsettle the atmo-
sphere for the planned Ger-
man-Soviet efforts to intensify
economic ties.

Could the Soviet pullout
be squeezed into, say, two years
instead of four? West Germans
reckon that would make the lo-
gistics of getting people and
equipment out a problem, but
hardly an insuperable one.
They also agreed in talks with
the Russians in Bonn on Sep-
tember 5th to arrange a rapid
building programme for the re-
turning forces and their fam-
ilies, and to retrain Soviet sol-
diers for civilian jobs. But there
is no full accord yet on who
should pay what. The West
Germans, via the East German
exchequer, are already paying

lution in East Germany possi-

Double time, out of step, going home

DM1.25 billion to cover the

THE ECONOMIST SEPTEMBER B 1990




~ WORLD BANK OTS SYSTEM
OFFICE OF THE PRESIDENT

,‘.,
U T s AT

W »:'

CORRESPONDENCE DATE : 90/08/10 'DUE DATE : 00/00/00
LOG NUMBER : 900813017 . FROM : Michel Camdessus
SUBJECT : Enclosing a copy of his letter to the Prime Hinister re contacts
~ with territorial subdivisions of the U.S.S.R. : s
OFFICE ASSIGNED TO FOR ACTION Mr. Thalwitz (D-lZOZ)i

ACTION.
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'FOR YOUR INFORMATION
FOR YOUR REVIEW AND RECOHMENDATION
- FOR THE FILES e
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INTERNATIONAL MONETARY FUND
WASHINGTON, D, C. 20431

CASLE ADDRESS
INTERFUND
MANAGING DIRECTOR =

August 10, 1990

Dear Barber,

I am sending you, for your information, a copy of a letter I sent
to the Chairman of the Council of Ministers of the U.S.S.R. regarding
contacts with territorial subdivisions of the U.S.S.R.

With best regards,

Sincerely,

("U\

Michel Camdessus
Attachment

Mr. Barber Conable
President

The World Bank
Washington, D.C. 20433
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INTERNATIONAL MONETARY FUND
WASHINGTON, D. C. 20431

CABLE ADDRESS

MANAGING DIRECTOR INTERFUND

August 9, 1990

Dear Mr. Prime Minister,

I should like to inform you that I have received several requests
for informal meetings from officials of Republics of the U.S.S.R. These
requests are generally to discuss the economic situation in the Republic
and possible reform projects.

I have replied in all cases that, as an intergovernmental
organization, our contacts, even informal, take place with the national
authorities of a country; in the present case, this would be the
Government of the U.S.S.R. Contacts with other authorities within the
country would need to be established at the initiative of, or through
the national authorities of that country. In the context of the study
of the economy of the U.S.S.R. which we are conducting, we would be
interested in such contacts and the possibility they offer to increase
our knowledge and understanding of the Soviet economy, but I leave it to
your discretion whether such contacts should take place.

I am sending a copy of the letter to Mr. Sitaryan and I am advising
the World Bank, the EC, the OECD, and the President-Designate of the
EBRD of our position on this matter.

Sincerely yours,

Wau_ﬁ—j

Michel Camdessus

cc: Mr. Sitaryan

Mr. Nikolai I. Ryzkov

Chairman of the Council of Ministers
of the U.S.S5.R.

Moscow, U.S5.S.R.




The World Bank 1818 H Street, N.W, (202) 477-1234
INTERNATIONAL BANK FOR RECONSTRUCTION AND DEVELOPMENT Washington, D.C. 20433 Cable Address: INTBAFRAD
INTERNATIONAL DEVELOPMENT ASSOCIATION USA. Cable Address: INDEVAS

8 August 1990

Mr. Henning Christophersen

Vice President of the

Commission of the European Communities
Rue de la Loi 200

B-1049 Brussels, Belgium

Dear Mr. Christophersen:

Thank you for your letter of July 17 to Mr.
Conable regarding cooperation between the Commission
and the Bank in connection with the studies of the
Soviet economy.

As you may know, Messrs. Attali, Camdessus,
Paye and Mr. Conable met with Mr. Lamy in New York on
July 21. Mr. Lamy brought them up to date on the
status of the Commission’s work and they agreed that
they would fully share information in the future.

I understand that the Commission’s mission
will complete its work in Moscow in early September, so
the meeting now scheduled to take place in Washington
in mid-September should be a good opportunity for us to
be brought up to date on the Commission’s work. We
agree that the Annual Meetings also offer a good
opportunity for further discussions, since Messrs.
Attali and Paye will be in Washington as well as, of
course, Messrs. Camdessus and Conable.

Slncere i yours,

By Ba Rao
Acting Vice President,
Development Economics

cc: Mr. M. Qureshi, OPNSY
Mr. E. Stern, FINSV
Mr. S. Fischer, DECVP
Mr. J. Holsen, PADSS
Mr. A. Khanna, EXC
Ms. L. McLaughlin, EXC

ITT 440098 « RCA 248423 » WUI 64145 Y-7040
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WORLD BANK OTS SYSTEM
OFFICE OF THE PRESIDENT

CORRESPONDENCE DATE : 90/08/10 DUE DATE : 90/08/28

LOG NUMBER : 900820013 FROM : Sylvia Jay

SUBJECT : Requesting clearance of Mr. Attali’s reply to Mr. Christophersen
on the collaboration of the EC & 4 Institutions study on USSR

OFFICE ASSIGNED TO FOR ACTION : Mr. Thalwitz (D-1202)

ACT ION:
APPROVED
PLEASE HANDLE
FOR YOUR INFORMAT |ON

L~ FOR YOUR REVIEW AND RECOMMENDATION 710 EXC (A. Khanna)

FOR THE FILES
PLEASE DISCUSS WITH
PLEASE PREPARE RESPONSE FOR S| GNATURE
AS WE DISCUSSED
RETURN TO

COMMENTS :cc: Messrs. Qureshi, Stern, Fischer, Holsen, Sandstrom o/r, Khanna
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A recommendation was expected from Mr. Thalwitz to you on the attached
yesterday *8/28). Have you heard anything yet???

Pls. let me know the status and pls. return this copy to me.
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10 August 1990

E:B.R.D.
28 Avenue Hoche 75008 Paris
Tel: 42 89 10 26
Fax: 42 89 34 83
42 89 35 22

To the Personal Secretary of Mr. Conable, President of the
World Bank

Mr. Christophersen, Vice-President of the Commission
of the European Communities wrote to the President designate
of the European Bank for Reconstruction and Development on 17
July (copy attached) about collaboration on the EC and the
Four Institutions studies on the Soviet Union. At the end of
his letter Mr. Christophersen says that he intends to write to
Mr. Conable, Mr. Camdessus and Mr. Paye along the same lines.

Mr. Attali would like to reply positively in the draft
attached but he would 1like to be sure that his three
colleagues in the study have no objections before he does.

Would you be kind enough to let me know as soon as
possible whether Mr. Conable has any objections to the draft
reply?

Many thanks
férg\‘%ﬂ._\s\aﬂ

Mrs. Sylvia Jay
Directeur Adjoint

of the Cabinet of

the President Designate

Secretary of Mr. Conable
1818 H. Street N.W.
Washington DC.

20433 USA
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Jacques ATTALI S P A/y
S y . E/,
T
EBRD
: 28, Avenue Hoche
75008 PARIS
Tel. 42.89.10.26
Fax 42,89.35.22

3 August 1990

Thank you for your letter of 17 July with your helpful suggestions for
collaboration on'the two studies of the Soviet Union, These seermn to me to be
vary sonsible and | shall be glad to cooperate in the ways you suggest.

Jacques ATTALI

Mr. HENNING CHRISTOPHERSEN
Vice-President of the Commission
of the European Communities
Rue de la Loi

B1049 Brussels

Belgium



HENNING CHRISTOPHERSEN e SR IS

VICE PHESIVDENT OF THE GOMMISSION &833
OF THE EUROPEAN COMMUNITIES

~ Doar wn- %u@m itals

The huropcdn Council at its meeting in Dublin on 25 and 26 June requested the
Commission, in consultation as appropriate with the international financial
mstitutions, .to analyze the possibility and desirability of extending short-term
credits and longer-terma support for siructural reform in the Soviet Union. These
proposals will be based mainly on an economic report by the Commission
services. Also, the Houston G-7 summit of 9-11 July has asked the IMF, the
World Bank, the OECD and the EBRD to undertake a detailed study of the
Soviet economy, in close consultation with the Commission.

It is clear that in dealing with the Soviet Union our approach will be different
from the one used in our work on Eastern Europe. It rather needs to be along
the lines of how the Soviet Union can be integrated into the world economy. The
Soviet Union and the West would have to work closely together. In this way
discussions on internal reforms in the Soviet Union and on how possible
assistance can be provided most effectively could go hand in hand.

We would plan to use the same network for the purposes of our consultations
as is already in place for Eastern Europe, linking the Comunission with the EIB,
the IMF, the OECD and the World Bank. to which will be added the EBRD.

We have drawn up provisional plans which include a mission to Moscow in late
August and the preparation of our economic report by the end of September.
In the work of our respective organisations on the USSR we should like to
exchange information and data resources. We would also hope that the meeting
of our network of correspondents scheduled to take place in Washington in mid-

Mr Jacques Attali
Président

BERD

28, avenue Hoche
Paris 8¢me
FRANCE

" Provisional address: Rue de la Loi 200 » B-1049 Brussets - Belgium - Telephone dired line 23 . ., ., telephone exchange 235 11 11
Telex COMEU B 21877 - Teleyraphic addivss COMEUH Biussels



1 0o uu L0 o9 Ad i & LUV A FTOLEN, TR A N R el o =
ey &

o

September could be the occasion not only for our usual exchanges on Eastern

Europe, but also for a discussion of the main issues concerning the Soviet Union.

1 would also suggest that we meet in the margin of the annual meetings of the
. IMF and the World Bank in Washington.

The economic analysis of the Commission services will be carried out by the
Director-General for Economic and Financial Affairs, Mr Giovanni Ravasio.

I am writing in the same terms to Mr Broeder, Mr Camdessus, Mr Conable and
Mr Paye.

i
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THE WORLD BANK
Washington, D.C. 20433
US.A.
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BARBER B. CONABLE
President

August 7, 1990

Mr. Jean-Claude Paye

The Secretary General

Organization for Economic
Cooperation and Development

2, Rue André-Pascal

75775 Paris CEDEX 16

FRANCE

Dear Mr. Paye:

Thank you for your letter of August 2nd, I am entirely in
agreement with the principle that we should utilize the best staff
available in the respective institutions, or obtainable through
consultant contracts, to work on the study of the USSR. No single
institution has a monopoly of expertise in any sector, and I am sure we
all recognized this when we allocated the assignments.

I appreciate that in the spirit of our mutual cooperation you
will not re-open the work program assignments. We would have been
pleased if Professor Simantov could have joined the World Bank group
working on Agriculture as part of the cross-institution assignments we
had agreed on, but I understand that will not be feasible. However, we
welcome the assignment of an OECD staff member, Mr. Kuba, to work with
us on the sector.

I look forward to seeing you in September.

Sincerely,

(Pt (ot
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Jean-Claude Paye re Econ. for Agr. Study part of USSR Ecu. Study
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Dear Mr, Conable,
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OECD

QRGANISATION Foxu ECONODMIC
CO-OPERATION AND PEVELOPMENT

2, rye André-Pasexl
MBT15PARIS CEDEX 14
Tel. 4524 R2 0

Paris, 2nd Augusr 1990

I fael it iy necessary to write you thess few lines afray
yesterday's meeting in Paris of the Committeg of our personal
representatives for the study on the USSR econemy. In that meeting,
your reprasentatives were unusually firm in claiming for your
Institution the sole leadership of the task force dealing with the
agricultural sector of the Soviet Union,

In this respect, you might recall that in our discussions in Ney
York on Saturday Morning two weeks ago, I explicitly reforred to
agriculture as one of the subjects where I thought the OECD had a
comparative advantage. In thg afreinoon meeting that day, Mr, Zecchini,
My personal representative, teconfirmed the QECD interest in that sector

and mentioned that We ware in the

process of contacting en outstanding

expert who retired from the OECD a fey years ago. At ths end of that
sfternoon session, 4t was understood by both euy representatrives that
your Institution and mine would share the responsibility of that

§pecific task forca,

In the following days we succeeded in contacting Professor
Simantov, the former Director of the QECD Directorats for Agricultute,
who iz @ very well-known expert in apvieultural economics and who also

has a long experiance in managing

study projects. Furthermore, ha has

already gtarted Preparing 2 {ramework for the analysis of this sector.
In this respect, it is our View that the selection of the lsaders of the
various tagk forces should not be bazed on their belonging to one or the
other of the four ingtitutions participating in the study, but on their
merits gs economists 85 well a5 managers of 8tudy projects.

”

Mr. Barber Conable

Preaidant

Internaticnal Bank for Reconstruction
and Developuent

1818 H Strest

Washington DC 20433
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In the light of all this, it came &5 a surprige to see that yout
ropresentatives were claiming the sole leadership of the tazk force for
an economist who 3§ not an expert in agriculture, and that they plan to
put in charge of the sub-group dealing with agriculture another

economist vho does not have qualifications which approach thoss of our
candidate,

In the meeving of yesterday, after an uneasy discugsion on this
point, Mr. Zecchini did not wish to pursye this argument a¢ length in
order to avoid difficulties in the extensive coellaboration that has to
be firmly established among the participating institutions in order to
onsure & tuccessful completion ¢f this atudy. We accepted the position
of your reprasentetives in a spirit of co-operation between our two
institutions thet has to extend beyond this study. In any cace, as we
agreed with J. Actali and M. Camdessus, all parts of the report,
including thet on agriculture, must be of high quelity and will have to
be fully endorsed by the four participants,

We will again have an opportunity to discuss our work in Washington
next September and in tho meonwhile I with you & plessant summer.

Yours sincerely,

—

@

Jean-Claude Paye

|
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SUBJECT : Study of Soviet Economy

OFFICE ASSIGNED TO FOR ACTION :(f/ )ADMIN OPERATION /7. Conhmel
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PLEASE HANDLE
FOR YOUR INFORMATION
FOR YOUR REVIEW
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THE WORLD BANK/INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM

DATE:
TO:
FROM:
EXT:

SUBJECT:

August 3, 1990

Mr. Barber B. Conable

R. PiccioVP

30202

Study of Soviet Economy

1. PRE, in consultation with PBD, has estimated the cost of the study at
$750,000. Taking account of internal redeployment of $100,000 I recommend that you
allocate $650,000 from your Contingency to fund the study. This is acceptable to

Mr. Fischer.

2 The work schedule remains as you outlined to the Board on July 31, 1990.
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THE WORLD BANK/INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM

August 3, 1990

Mr. Barber B. Conable

R. PiccioVP
30202

Study of Soviet Economy

1. PRE, in consultation with PBD, has estimated the cost of the study at
$750,000. Taking account of internal redeployment of $100,000 I recommend that you
allocate $650,000 from your Contmgency to fund the study. This is acceptable to

Mr Fischer.

2 The work schedule remains as you outlined to the Board on July 31, 1990.



The World Bank

Washington, D.C. 20433
US.A.

STANLEY FISCHER

Vice President Development Economics ’ﬁ v -
and Chief Economist

Confidential
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WBG ARCHIVED 4 oust 3 1990

Mr. Ernest Stern

Ernie:

In case I don't get to speak to you before leaving this afternoon,
I want to list a few issues arising out of the USSR study.

1. John Holsen will report to you every few days to keep you informed. /;

2. There are clear signs the Fund and the USSR are exploring membership.
First, some of the reports on Fund meetings in Moscow say the Soviets are
interested in membership. Second, and making the issue more immediate, the
Fund "statistical" mission leaving in the next week or two looks --
according to John Holsen -- very much like a membership mission. I suppose
senior management had better think about our reactions to an application
for membership.

3. The Soviets mentioned during their meetings with the Fund last week
that they would like both the IBRD and EBRD missions to start looking for
projects on which we could base lending. This study is hardly the vehicle
to do that, but we can anticipate more such requests while our people are
in the USSR and should decide how to instruct them to respond.

4. John Holsen is having a little bureaucratic trouble negotiating the
terms on which Enrique Lerdau would join our group. Given the importance
of our having a grizzled veteran on the Fund side of the study, I hope that
you will help John make sure we get Enrique on board. I’'ve told John to
ask you for help if he gets stuck. -

My office will know how to reach me during the next two weeks.
ﬁaw
v

cc: Messrs Conable, Thalwitz (o/r), Holsen
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Office Memorandum

Mr. Conable, President July 31, 1990
IBRD

Teresa Ter-Minassian, Leader of IMF < %CK é/
Task Force on Soviet Economy Study b” x&

Minutes of Meetings with Soviet Officials

The Managing Director has asked me to send you a copy of the

notes on the meetings he held with Soviet officials in Moscow last week.

At tachment

The Managing Director
The Deputy Managing Director
Andrews
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Meeting with Mr. Sitarian. July 27. 1990

This was the opening meeting and after an exchange of courtesies and a
listing of further appointments, Mr. Sitarian said that the Covernment was
seeking a professional paper setting out views on the economy. The M.D. said
that it was the firm intention of the four organizations to meet that request
but for rhis all of us would need the assistance of the Soviet experts and an
open dialogue. Mr. Sitarian said that at a later stage, a joint task force of
the four staffs and his own people might need to meet together to consider
recommendations.

Mr. Sitarian briefly outlined his understanding of the E.C. study and
timetable. He said that missions from the E.C. would be in Moscow for much of
August. He assumed that the information made available to the E.C. would be
fully passed on because he wished to avoid any duplication of questions. We
explained the cooperation that had been agreed between the E.C. on the one
hand and che four organizations on the other. Mr. Sitarian then said that the
U.S.S.R. hoped to "partake better in the work" of the four organizations and
stated that Soviet membership of the Bretton Woods institutions was on the
agenda. They were as interested in "in-depth long-term cooperation® as in
assistance,

Lastly Mr. Sictarian said that the Government had "radically" changed
its earlier views on the Fund.
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Meeting with Mr. Arbatov, Academicjan, July 27, 1990

Mr. Arbatov gave his personal views In a very unrestrained manner. He
was extremely critical of the slowness with which the present Government had
approached economic reform. He thought that the lead taken by the Russian
Republic would now force the Union to speed up reform. If it did not do so
then in his opinion the present Government could not last,

He recited at length various examples of the inadequacies of present
policies and gave several main examples of these inadequacies. The central
government would have to learn to negotiate with the Republics; it could no
longer dictate. The army would inevitably shrink in size despite its strong
protests, but special efforts would have to be made to absorxb ex-officers
(he said some 200,000 would account for the core group) into meaningful
work. '

Mr. Arbatov gave as his priorities:

(1) action to deal with the present monetary situation by, e.g., sales

of land or houses, high initial deposits for durable goods at guaranteed
prices, etc.;

(2) action to improve the food situation where the difficulties were
due much more to inadequate transport and distribution than teo inadequacte
output. He gave several colorful examples of waste;

(3) action to improve the supply of consumer goods.

Possibly changes in all these three areas might be more easily obtained
by working through the Republics rather than the Union.

Technology was now inadequate, stocks and investment were excessive and
inefficiency pervaded the system.



Meeting with My. Ivanov, of the Gosplan, July 27, 1990

Mr. Ivanov confirmed that they expected the technical experts of the
E.C. to be in Moscow most of August,

He also asked that the four organizations get all relevant

information from the E.C. to avoid duplication. He looked for final
session(s) in Washington.

The M.D. said that we would do our best to fit in with these
requirements but stressed that the four organizations would need to cover
issues that might not be fully covered by the E.C. We raised the possibilicy
of more small technical visits in August.

Mx. Ivanov then said that the U.S.S.R. hoped for was:

(a) support for market reform and the strengthening of market
mechanisms:

(b) help on technological matters and on management issues:

(e) cthat any "program" of recommendations should be jointly managed
or agreed.

He said that they might arrange for occasional meetings with members
of Parliament but that they themselves would axrange this. He said that they
would considex whether meetings with the Governments of some Republics might
be useful but gave the impression that the answer was likely to be negative.
1t was agreed to confirm the New York decision on the contacts with the press
though they later suggested a TV interview; the M.D. declined. Howewver, in
meetings with the Prime Minister and the Foreign Minister, press photographers
were present but no questions were put or statements made. Nevertheless, they
clearly made statements to their own press.
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July 30, 1990

USSP: Moeting wieh tha Centxral Committeo on Statisties

The Soviet representatives said that they had begun an effort in recoent
yeaxs to make theix statistics conforw tu lutecuatluial standasds. This

effort had been concentrated in the areas of the national accounts and of
txade statistics. Specifically, aggregate figures for GNP had been
calculated since 1987. A more comprehensive effort was underway to shift
from the MPS to rhe SNA system. Data on an SNA hacic were expected to be
collected for 1991, and would be published, hopefully, in 1992 but perhaps
1993. Thereafter, efforts would be made to reestimate the national accounts
far previous years in the SNA framewunrl

Trade statistics had been collected traditionally according to the
classification scheme common to CMEA ¢ountries. The decision had been made
to shift to the Harmonized System, and the conversion key between the two
schemes had been prepared. Trade sratistics would be collected in the néw
format beginning in 1991; data for the CMEA would be similarly treated,.

The Government representatives said that the quantitative data that
they published were reliable but existing price indices (consumer and
producer price indices) suffered from serious shortcomings. The controlled
nature of most prices implied that underlying inflation was reflected in
shoxtages rather than price increases. They had attempted a xrough
measurement of this “"repressed inflation" by reference to the rate of growth
of savings deposits in excess of the rate of increase in consumer prices.
According to this methodology, overall inflacion in 1989 had been on the
order of 7 1/2 percent (versus a recorded increase of CPI on the order of 2
percent).

The Soviet representatives provided the mission with a list of their
statistical publications., They said that they would need special
authorization to release data on the balance of payments, external debt and
reserves, and monetary and fiscal statisrties,

The Managing Director indicated that financial and external statistics
would be essential for the successful completion of the study and that he
would seek such an authorization from the Prime Minister. He also suggested
that a small team from the IMF and the other organizations visit Moscow in
early August to gather the needed data, and work with the authorities in the
Statistics Committee in sorting out any conceptual and methodological
differences, The Soviet representatives agreed to this proposal, and
suggested that the staff be in touch with them soon with specific proposed
dates for the mission.

Finally they said that they expected soon (undefined) to publish the
results of the last census.



July 30, 1990

USSR: Meering with Central Committee on Prices

A meceting of the IMI team with cthe Central Ovuuwittee on Prices was lield
on July 27. The Chairman of the Committee provided a description of the main
features and weaknesses of the existing system of price determination.

The Soviet representatives explained that in the determination of whole-
sale prices (for industrial products) and of producer prices (for agricultural
products) cthe interest of producers were primarily taken into account, while
the interests of consumers weighed heavily in the setting of retail prices.
The budget through subsidies shouldered the burden of reconciling these

diverging interests. The longstanding policy of heavy subsidization of basic
pvvds weaut Lhal cunduwers d1d uwwt huuw Lthie Liue Cust vl producing the subsl-

dized goods, on the one hand, and that domestic prices of basic commodirties
were much below world prices. For example, the world price of a ton of coal
was around the equivalent of Rbl 28, the domestic price Rbl 10.6; for c¢il the
corresponding figures were Rbl 72 and Rbl 30, respectively. The domestic
price of gas was less thau half that prevailing on world markets; similarly,
the domestic prices of most minerals were much lower than foreign prices.

This, of course, opened possibilities for smuggling abroad and leakages to the
black market.

The Soviet representatives noted that wholesale prices had not been
changed since 1985, transport prices since 20 years, and also retail prices of
staple foods such as some types of bread, had not been increased for several
years. As a result, budget subsidies had been ¢liubing steadily, to Rbl 1135
billion in 199C. A major policy issue now facing the Covernment was whether
to liberalize prices in the near term. Some argued that, without supporting
measures, notadly a tightening of financial discipline and a breakup of mono-
polies, price liberalization would ignite on inflationary spiral. The Price
Comrittee by and large shared this view, They felt that, while a significant
spate of increases was unavoidable in the shorct run, liberalization should
proceed very cautiously and be selective, beginning with products of higher
qualicy.

The Managing Director stressed that price liberalization should be part
of a broader policy package aimed at establishing more appropriate macro-
economic conditions, and at opening up markets to domestic and foreign compe-
tition. He felt chat liberalization should begin in earnest in the agricul-
tural sector, where supply response was likely to be more rapid.

¥
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July 30, 1990

USSR - Meeting with the State Planning Committee (GosPlan)

Mr., Grigov, Deputy Chairman of the Committee, welcomed the mission on
behalf of Mr. Maslukov, the Chairman, who was indisposed. He said that he
expected the GosPlan to be a key interlocutor to the mission for the study
on the Soviet economy.

He then listed a number of crucial questions facing the Soviet policy
makers during the planned transition to market economy: how should a
privatization program be designed and implemented? What were the
appropriate extent and pace of price reforms? What mechanisms of the
central control should remain in the framework of a market economy? How
much decision making power in the economic sphere should be transferred to
the local and regional authorities? What were the feasible and appropriate
steps to reduce the budget deficit of the State to the equivalent of about
2 1/2 percent of GDP by 1993? What should be the main features of reform
for the central bank and the commercial banks? Ilow much should interest
rates be increased? Mr. Grigov noted that the Government had made a firm
commitment to introduce more wide-ranging and stronger reforms than in the
recent past. Mr. Abalkin was working on the design of such a program which
would be presented to the Supreme Soviet by September 10. A series of draft
reform bills had been, or were in the process of being, prepared which would
spell out the legal framework of the proposed reforms. These draft bills
included: a new statute for enterprises, a law on privatization, an anti-
monopoly law, a central banking reform law and a new law on social welfare
benefits (to cushion the impact of price reforms on real incomes of the
population). As regarded price reform, it was still being debated. One
could expect political and social difficulties, as a result of increases (or
the liberalization) of consumer prices.

The mission was provided with an oxganizational chart of the GosPlan,
and promised the latest report on the plan. At a subsequent meeting with
Mr. Sitarian the mission was also promised copies of the draft reform laws
as soon as they are presented to Parliament.
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July 30, 1990

Meeting with the Prime Minister, July 28

The introduction explicitly put future relations of the Bretton Woods
Institutions on the agenda.

It was said that the Russian side would contribute in all possible ways
to the study. The Government was making a sharp political and economic
turn, The moving of the economy from "one model to another” was a more
laborious and more difficult task in all respects than had been anticipated.
The change had been made more difficult by the falling away of the rate of
growth, the introduction of incentives in a less than fully coherent manner,
and the psychology of dealing with a population which both wanted vet feared
the unknown.

Now time for a resolute forward move. It was important to6 remember how
low were living standards in the U.S.S.R.--approximately one third of the
level of other East European countries,

The U.S.S.R. wanted no charity, but help and advice. The move to
international market prices in CMEA trade on January 1, 1991 will produce
some pain but was a necessary step. Convertibility (undefined) remained the
geal; at some stage, a formal devaluativu wuuld be necessary.

The Prime Minister went on to say that it was in the U.S.S.R.'s
interests that the report should be solidly based; they would do all that
was necessary on their side., A crucial immediate problem was that of
pricing. Any move would be most unpopular but it had to be done, else the
logical alternative was full rationing. Rationing has always existed
through the allocation of inputs, but confusion had increased with the
effective liberalization of incomes. Now the rouble had leost its wvalue,
even its meaning.

A fundamental issue was "social welfare". A safety net was essential;
uncontrolled inflation had te be avoided. Much work had been done on
studying the experience of other countries, especially in East Europe, and
wide disecussions had heen held wirh American, Japanese, and German
representatives,

Lastly, the Prime Minister stressed that it was essential that the
study’s recommendations be discussed with his people before being finalized.
The Managing Director stated that this was the agreed position of the Heads
of the four organizations.
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July 30, 1990

Meering with the Minister of Finance

The Managing Director, Mr. Whittome and I met with Mr. Pavlov, Minister
of Finance of the USSR on July 27. The meeting focused on the prospects for
the state budget in 1990 and the scope for reducing the budget deficit over
the medium term.

The Minister said that in 1989 the budget deficit (at around Rbl 82 bil-
lion) had turned out substantially lower than the initial budget estimate (on
the ordexr of Rbl 121 billion), The initial budger for 1990 projected a
deficit of around Rbl 60 billion; the expected outturn was now also lower (on

the order of Rbl 50 billion, given the recorded deficit of Rbl 20 biliion in
the tirst sixX months). '1hls had required a very stronpg €Llriort, ana 1t was

difficult to see how the deficit could be reduced further in the short run.
The Minister recognized, however, that at the equivalent of 6-7 percent of
GNP, the deficit remained too high. The medium-term objective was to reduce
it, to the equivalent of about 2 1/2 percent of GDP without imposing wholly
new taxes.

The Minister said that the growth of deficits owed much to mismanage-
ment and the poor utilization of resources. More recently, planning had
effectively collapsed and more independence had been given to enterprises,
with the result that investments and wages grew. The attempt to maintain the
relics of the planning system, while delegating power to enterprises, had
resulted in a fall in revenues and a rise in expenditures. At the same time,
important expenditures such as housing, remained untouchable.

In his view, there was room for improvement in the fiscal performance,
both on the expenditure and the revenue side, especially the former. He said
that subsidies to inefficient public enterprises and to consumers were very
high, and had grown rapidly in past years. The restructuring of public
enterprises, and consequently a xeduction of subsidies, was an essential
elenment of perestroika. The Minister recognized that this restructuring would
involve additional social expenditures, to support the rising number of laid
off workers and retrain them, but these additional costs would be signifi-
cantly lower than the subsidy cuts. It was also necessary to trim back
investments of public enterprises, although a greater effort would be needed
to build essential infrastructures. He saw scope for foreign assistance in
this area, where improvements would facilitate the functioning of the markets.

On the revenue side, the Minister referxed to the recent efforts towards
tax xeform. On July 1, a new personal income tax with a progressive rate
schedule had come into effect. It envisaged an exemption level of Rbl 70 per
month, a flat rate of 13 percent for incomes between Rbl 70 and 700 per month,
and a progressive schedule of higher incomes, with a top marginal rate of
60 percent for incomes above Rbl 3,000 per month. The Minister noted that
since the average wage is around Rbl 250 per month, the flat rate of 13 per-
cent applies to the vast majority of workers. The new tax rate expected to
generate approximately 1 1/2 million returns and the tax administration was



Sel=ply =l 2 S i F = os 52 4 = o S g ot Ed

]

gearing up to enforce it by hiring a substantial number of new tax officers,
vho now numbered about 65,000 and who would be paid relatively well.

A new profit tax on enterprises was to be levied beginning in 1991 at a
combined flat rate of 45 percent (22 percent for the central government and
23 percent for the republics). On the question of sharing of fiscal responsi-
bilities between the state and the republics, the Minister thought it essen-
tial for financial discipline that the access of the republics to credit by
the banking system should be strictly controlled. Therefore, he was opposed
Co any concession of monetary autonomy to the republics. On the prospects for
introducing a general sales tax, the Minister felt that a reform of indireect
taxation (away from the existing turnover taxes and towards a general sales
tax, coupled with selected excises) could only take place in the context of a
major reform of price setting mechanisms, on the extent and speed of which
there was no consensus yet within the new Government.

The Minister said that it was the Government's intention to move to
financing the budget deficit through bonds. For 1990 sales of bonds had
already reached the targected level of Rbl 10 billion.

In response to a gquestion by the Managing Director, the Minister agrced
that a technical team could visit the Ministry of Finance in the first half of

August to review in detail the tax system, tax adminiscration and budgetary
matters.

(4
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July 30, 1990

USSR - Meeting with the State Bank (Gosbank)

The Managing Director, Mr, Whittome and I met on July 28 with
Mr. Geraschenko, Chairman of the Gosbank, and other members of the Governing
Council of the Bank. In response to a question by the Managing Director on
the progress to date in banking reform, Mr. Ceraschenko began by reviewing
briefly the current structure of the banking system. Since 1987 the Gosbank
did no longer engage in commercial banking activities, which were taken over
by the specialized state banks: (a) the Promstroibank for industry and
construction (with assets currently on the order of Rbl 100 billion); (b)
the Zilsotsbank for housing and trade sector loans (with assets of about
Rbl 400 billion); and (c) the Agroprombank for financing of agriculture and
food processing, the largest with assets of about Rbl 260 billion. In
addition, there is a savings bank, which provides consumer loans (Gberbank)
and a bank for foreign trade (Vresheconombank). The Cosbank issues currency
and finances the Government; it also provides general guidance to the other
banks and supplements their funding which for the Promstroibank and
Zilsotsbank comes largely from deposits (which, on the contrary, account for
only 15 percent of the funding of the Agroprombank).

Mr. Geraschenko noted that interest rates were very low (2-3 percent)
and rheir structnre quirs arrifirial. He folr thar it weuld be nocecsaary to
raise them to at least the rate of inflation (which che Statistics Committee
had estimated at 7 1/2 percent foxr 1989), but he did not think that interest
rate move could precede price reform, as it weuld have a devastating effect
on enterprises, which are heavily indebted to the banking system.

Turning to the problem of excess liquidity, Mr. Geraschenko recognized
that the monetary financing of large budger deficits in recent years, and
the accommodating attitude of the banking system towards credit demands by
public enterprises, had been responsible for the large overhang of
liquidity. Currency in circulation was estimated at about Rbl 1,100
billion. He did not favor the absorption of the excess liquidity through a
currency reform which would be costly (it would cost Rbl 5 billion just to
replace the old notes and coins) and could not be prepared wirh rhe
necessary secrecy. He felt that a way to absorb this liquidity would be
sales of prouperties, Lut, for this work, first rents, which had been frozen
for 27 years, would need to be updated,

Mr. Geraschenko attributed large xesponsibility for the deteriorating
economic performance, especially in terms of inflation, to the fact that
wage increases had been substantially higher than productivity gains since
1985. 1In the first six months of 1990 alone, wages had risen by over 8
percent. Mr. CGeraschenko recognized that a less accommodating attitude of
banks and more realistic interest rates would be necessary to reestablish
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como finaneial diocipline on cnterprises, curbluag Luthi eacessive wage
increases and stock accumulation.

Mr. Geraschenko said that two draft laws for reform of the Gosbank and
of the hanking asrriviriac waro Avrvranetly undor proparvaciasn. A difficule

political issue was the degree of autonomy in monetary management to be
granted to republice., In thig context, the Chairman exprececed concern at

the local authorities’ attempts to control the allocation of credir in rhais
recpantive tavme. Alce dobated was the icoue of whether the Gousbankh should

respond to the Government or to Parliament. Mr. Ceraschenko favored the
latter, provided that Parliament authority would be limited to setting broad
guidelines for the conduct of monetary policy, avoiding interference in its
actual implementation.

In a subsequent discussion over lunch, it became clear that the Gosbank
had very little responsibility in the conduct of foreign exchange policy
(setting of exchange rates, administration of exchange controls and
preparation and implementation of the foreign exchange allocation plans).
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Meeting with My, Sitarian & Team, July 28. 1990

There was a final wrap-up meeting with Mr. Sitarian and his team on the
evening of July 28. A wide variety of points were covered:

(a) The ctask force on the Soviet side for macro-economic questions
would be as follows:

Mr. Bezrukov / Gosplan

Mr. Ulanov / State Price Commission

Mr. Baranovsky / State Labor Coemmission

Mr. Ulansky / State Statistics Commission

Mr. Golovatiy / Finance Miniscry

Mr, Mozhaiskov / State Bank of the USSR

Mr. Nouskoe / Daukh Lfuw Puseipu Cevuvwic Affaiis

Mr. Chestnoy / Foreign Ministry

Mr. Yasin / State Comnission on Economic Reform
(ABALKIN’s Commission)

Technical Coordinator: Victoxr V. Rakov
Manager, State Bank of the USSR
12, Neglinnaia sctr.
Moscow, USSR
Telephone: 923.1870
Telex: 411282
Fax: 923 8196
921.6465

(b) Messrs. Sitaxian, Ivanov and Obminsky (who speaks English) would
act as coordinators for this group:

Mr. Scepan A. Sitarian - Ovetrall leade:
Mr. Ivan D. Ivanov, Deputy Chairman,
State Foreign Economic Commission
Mr. E. Obminsky, Deputy Minister for Foreign Affairs

(c) The Soviet side would be prepared to provide all necessary data
including the figures for total military expenditure. If data was requested
that was regarded as particularly confidential such requests would be
carefully studied.

(d) They said that they presurzed that the OECD would continue to use
its own dirxect contacts with the Soviet Foreign Ministry for issues relating
to energy and the environment; they would be welcome to do so.

(e) They suggested that the IBRD and EBRD should use Mr. Obminsky as

thair inirial point of contaot. Somo of thoir queries sosuld be decalc with
by the members of the task force who would have full access to the

institutions they represented, others would be dealt with by specialist
agencies,
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(h) There Yas a core of independent interpreters in Moscow who were of
high Qualicy, They could be hireqd by the four °Tganizations. Arrangement.

(1) Visire Co other organizations, for instance, the cconomie
institutes, could be arranged.

(j) No finajl arswer wag 8iven to 4 GUEry as tq whethey COntacte should
be eéstablished vith any Republics, though for The tipe being the answer j.
firmly Negative,

September given thar 4 Ceam for the p¢ would arrive in Moscow on July 30 ang
Temain 5]] August and chae 4 small Iraliap STOUD might visjic Mosecow also ip

(m) They hoped that discussions On possible Tecommendationg could
begin in October and it wag left open as ro vhether these might (at leasc in

(n) They Stressed thar any significane diff&r&hneg berwveen tha
Conclusions of the Ec study and that of the “four= would much weaken the
impact of both ip the USSR ang they Presumed outside .

fairness {¢ seemed to ys that the Epgrp and IBRD might find j¢ €Xtremely
difficule ¢o keet such 4 timetable

with some urgency.



The World Bank / IFC / MIGA

OFFICE MEMORANDUM

Date: 23 July 1990

ToO: Mr. Conable

From: Stanley Fischer, DECVP (;;f

Subject: Arrangements for Joint Study of Soviet Economy

i B By the time we left the Air France lounge at 4:15 Saturday
afternoon, we had reached agreement with our IMF, OECD and EBRD
colleagues on a broad division of responsibilities for the detailed
studies that are needed in connection with the joint work on the
Soviet economy.

Za The Bank will take the lead in the work on the "financial
system" and on "marketization and privatization." We will also take
the lead in the work on agriculture, manufacturing industry and
housing. The IMF will take the lead in the short and medium-term
macroeconomic work and in that related to public finance. The OECD
will have lead responsibility for the external sector (trade and
capital flows), the employment and social safety net area, and energy
and the environment; they will also do some macroeconomic modeling.
EBRD asked for the lead in some of the sector work, including
transport and telecommunications. The details are shown on the
attached sheet.

3. Organizations will provide cross support in the areas in
which they are interested but do not have lead responsibility. Thus
we will get support from the EBRD for the marketization/privatization
work and from the OECD for both the financial sector and the
agricultural work. We expect to give support to the IMF on macro
work, to the EBRD for the transport/telecommunications work and to the
OECD for the trade, employment/safety net, and energy studies.

4. The next questions concern timing and staffing. We are
thinking of having our main missions in the field at the beginning of
September. The teams would have to prepare preliminary findings for
use at the mid-October meeting of the heads of agencies; draft
"chapters" for the final report would be needed in mid-November.
Preparatory work, which should include a small, short mission to
Moscow to make arrangements for the September mission, will keep us
busy in August. The Fund would like to get into the field by mid-
August, but I believe our schedule is more realistic given the need
for preparatory work. On staffing, it now looks like we will need a



minimum of 10 staff for the Bank-led teams who will make this study
their main concern from mid-August to the end of November. We will
need another 5 staff to support work done by the IMF, OECD and EBRD;
the time commitment is not clear in these cases, but should be
somewhat less than in the case of the 10 involved in the Bank-led
work. In addition, we will want to call upon some consultants
(particularly for the preparatory work in August) and to coopt some
other Bank staff for short periods of time.

5. We need to make decisions on the resources to be allocated
to this study and possible separate funding for travel and consultant
expenses. We are not waiting for these decisions, however, to begin
making arrangements for consultants to assist us in the preparatory
work in August. There is a lot of knowledge available that we need
as a input into our September mission.

cc: Messrs. Qureshi, Thalwitz, Wapenhans, Lari, Holsen
[50072303.DOC]



Staffing of Teams Led by World Bank:
Bank = Support

Team Leader 1

"Economic Organization" Team:
Banking and financial system
Market system, competition & prices
SOE management & restructuring
SOE privatization; new private activities
Legal framework for market economy
(sub-total)

AR RRRPR

"Sector" Team:
Sector-Macro Integration
Agriculture
Manufacturing Industry
Housing
(sub-total)

~kFErFERPAPE

4) (1)

Total staff for Bank-led work 10 4

Support to Others:

To IMF for short/medium-term macroeconmic work
To OECD for labor/employment/safety net work

To OECD for external sector (trade)

To OECD for energy sector

To EBRD for transport/telecommunications sector
(sub-total)

~HHRREREPE

Support from Others:

From OECD for financial sector work 1
From EBRD for "economic organization™ work 2
From OECD for agricultural sector work 1

4

Note: The ten major participants in Bank-led activities will have
substantial report writing responsibilities (as will the team leader).
The commitment that will be required from the five Bank staff who will
provide support to others is less clear (except in case of the IMF,
where the Fund has asked essentially for a secondment for the period of
the study). '

23 July 1990



AGREED "LEAD ORGANIZATION" WORK AREAS:

Short and Medium-Term Issues:
IMF Demand & supply balance; macro indicators

IMF
IMF
IMF
IMF

Budget (consolidated)

Trade, payments, X-rate and debt
Money, credit and prices
External financing requirements

Longer-term(Systemic(Stfuc;g;gL Issues:

IMF

WB

WB
WB
WB
WB
WB
WB

OECD

OECD

OECD

OECD

Public finance

Financial system

Enterprise reform; "marketization"
Competition; price liberalization
Public sector institutions, SOE mgt.
Privatization of SOEs
New private sector activities
Legal system, judiciary (added)
Bureaucracy problems (added)

The external sector
Trade expansion & policies
Capital flows

Labor markets; wages & employment;
social safety net and retraining

Environment

Sectors:

WB

WB

WB

OECD
OECD
OECD
EBRD
EBRD
EBRD
EBRD

Agriculture

Manufacturing Industry (included in above)
Housing (added to OECD agenda)

Energy

Environment (to be merged with energy)
Retraining (as part of labor, social, etc.)

Other "primary industries" (mining)
Transport and telecommunications
Distribution infrastructure

Role of information

Other W eas:

OECD

Macro projections



The Managing Director of the International Mcnecary Fund, Mr. Michel Camdessus

The President of the Weorld Bank, Mr. Barber Conable

The Secretary General of the CECD, Mr. Jezan-Clauds FPaye

The President-Designate of the European Bank for Reconstruction and
Development, Mr. Jacques Attall

July 21, 1290

Dear Mr. President:

Following the msssage that you had addressed to the President of the
United States, the Houston Ecconomic Declaration of the 13880 Econcmics Summit
velcomes your suggeshbion for a sustained sconomic dialogues. It also supporsts
the efforts under way in the Scoviet Union to liberalize and to create a mors
open democratic and pluralistic Soviebt socisty and bo move toward a market-
oriented =conomy.

The Declaration has also called on our respective organizations to
undertake, i1n cleose consultation with the Cocmmission of the European
Communities, a detailed study of the Soviet econcmy, to make recommendations
for 1ts reform, and to establish the criteria under which Western economic
assistance could =ffectively support this reform.

We, the heads of the concsrned organizations, confirm our readiness ko
undertake this study.

We hope that you will find this study of real value and that 1t will
contribute to the procsss of integration of the U.8.8.R. 1in the world sconomy.
Given its complexity and the short period available for its completion, we are
ready to begin the study immediately.

We are preparsd to devote the best professicnal resocurces of our
institutions to the task of undertaking an =ffective econcmic dialogue with
your government during the coming months in order to reach an understanding of
the problems that face your econcomy, and to help as much as we can in their
resolution.

We will b2 in contact with the officials from your government that you
will designate to discuss the structure, timetabls, and other aspects of the
study.



We lock forward to your reply.

Accept, Mr. President, the assurance of sur highest consideration.

POk :

Jacques Attal: Michel Camdessus

(s B

Barber Conabl=

Mikhail 8. Gorbachev
President of the U.S.3.R.



The Managing Director of the International Monetary Fund, Mr. Michel Camdessus

The President of the World Bank, Mr. Barber Conable

The Secretary General of the DECD, Mr. Jean-Claude Paye

The President-Designate of the Eurcopean Bank for Reconstruction and
Development, Mr. Jacques Attall

July 21, 1990

Dear Mr. President:

Following the message that you had addressed to the President of the
United States, the Houston Econcmic Declaration of the 189890 Economics Summit
welcomes your suggestion for a sustained economic dialogue. It also supports
the efforts under way in the Boviet Union to liberalize and to create a more
open democcratic and pluralistic Soviet sccieby and to move toward a markeb-
oriented economy.

The Declaration has also called on our respective organizations to
undertake, in cleose consultation with the Commission of the European
Communities, a detailed study of the SBoviet economy, to make recommendaticns
for 1ts reform, and to establish the criteria under which Western economic
assistance could effectively support this reform.

We, the heads of the concerned organizations, confirm our readiness to
undertake this study.

We hope that you will find this study of real value and that it will
contribute to the process of integration of the U.8.8.R. in the world economy.
Givern its complexity and the short periocd available for its completion, we are
ready to begin the study immediatsly.

We are prepared to devote the best professional resources of our
institutions to the task of undertaking an effective economic dialogue with
your government during the coming months in order to reach an understanding of
the problems that face ddhwev/economy. has i

- o L P NPT W N

We will be in contacht with the officials from your government that you
will designate to discuss the structure, timetable, and other aspects of the
study.



We look forward teo your reply.

fccept, Mr. President, the assurance of our highest consideration.

Jacques Attall Michel Camdessus

Barber Conable Jean-Claude Paye

Mikhail 8. Gorbachev
President of the U.8.5.R.



DRAFT
July 21, 1830

Dear Mr. President:

Following the message that you had addressed to the President of the
United States, the Houston Ecoriomic Declaration of the 1390 Economics Summit
welcomes your suggestion for a sustained econcomic dialogue. It also supports
the efforts under way in the Soviet Union to liberalize and to create a more
open democratilc and pluralistic Soviet soclety and to move toward a market-
oriented sconomy.

The Declaration has also called on our respechive organizations to
undertake, in close consultation with the Commission of the European
Communibies, a detailed study of the Soviet sconomy, to make recommendations
for i1ts reform, and to establish the criteria under which Western economic
asslistance could effectively support this reform.

We, the heads of the concerned organizatiocons, confirm our readiness to
undertake this study.

We hope that you will find this study of real value and that it will
contribute to the process of integration of the U.8.8.R. in the world economy.
Given 1ts complexity sse—tim—cthors—petied—mvrari=i+e and the short period

avallable for ita completion, we are ready to begin the study immediately.

We are prepared to devote the best professional rescurces of our
institutions to the task of undertaking an effective economic dialogue with
your government during the coming months in order to reach an understanding of
the problems that face the sconomy.

> =¥ . % et r—CEacihr o
us—hs= gppolntete—ahiefof miSSiun;yuu Lot i il a—mbached . WoThey will

be in contact with the officials from your government that you will designate
to discuss the structurs, timetablse, and other aspects of the study.



We lock forward to your reply.

Accept, Mr. President, the assurance of our highest consideration.

Jacques Attalil Michel Camdessus

Barber Conable Jean-Claude Paye

Mikhail 8. Gorbatchev
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The World Bank/IFC/MIGA
O FFICE MEMORANDUM
DATE: 20-Jul-1990 12:27pm
TO: Sven Sandstrom ( SVEN SANDSTROM )
FROM: Bilsel Alisbah, PAAVP ( BILSEL ALISBAH )

EXT.: 80161
SUBJECT: EBRD
Sven:

Mr. Pissaloux doesn't seem to receive all the messages I sent
him. He called again today to discuss assignments of Bank staff
to EBRD.

I again explained that visits and very short-term missions
are fine and can be worked out bilaterally with the units
concerned in the Bank. Anything longer will require
reimbursement but we can provide bridging arrangements. I also
explained that we can not use trust funds for this purpose.

He gave me the impression that Mr. Attali may still write to
Mr. Conable requesting some gratis assistance.

He also mentioned that in addition to Mr. Jahr, they would
also like to have Thierry Baudon for about 4-6 months.

Bilsel

cc: Mr. Wapenhans (re Thierry Baudon)

ce W. A. Wapenhans ( W. A. WAPENHANS )
CC: Richard Lynn ( RICHARD LYNN )

L]

.
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The World Bank

Washington, D.C. 20433 !
USA.

BILSEL ALISBAH
Vice President
Personnel & Administration

July 12, 1990

Mr. Pierre Pissaloux
EBRD
London, England

Dear Mr. Pissaloux:

As I mentioned over the ’'phone yesterday, the World Bank looks forward
to continued collaboration with EBRD. To this end, we will be happy to assist
any of your teams which visit Washington to explore specific topics with us.
Very short term assignments, of the type that Mme. Bendjouya has undertaken,
can be arranged by EBRD directly with the Vice Presidential Unit concerned in
the World Bank. Longer term assignments of two to twelve months should also
be feasible but would need to be on a reimbursable basis and would, of course,
depend on the availability of the individuals concerned. As I indicated, to
the extent that payment is an issue of timing, we should be able to work out a
satisfactory arrangement.

I am looking into the issue of Trust Funds and the availability of
Mr. Karl Jahr, and I will get back to you early next week.

Sincerely yours,

fhi]

cc: Members of President's Council
Mr.Kohli



5 % INTERNATIONAL MONETARY FUND
3 3 WASHINGTON, D. C. 20431
3
e
%T CABLE ADDRESS
MAMNAGING DIRECTOR INTERFUND

July 19, 1990
Dear Barber:

I would like to confirm the place and timing of our meeting this
coming Saturday to discuss the preparations for the study of the Soviet
Economy. I propose that we first meet among ourselves for about one and
one-half hours for an initial exchange of views on how to organize this
complex project. Afterwards, we would meet with Mr. Lamy for a first
consultation with the Commission of the European Communities. In the
afternoon, our personal representatives would continue the meeting to
agree on the concrete aspects of the organization of the work. There
will be numerous matters to discuss and it would be desirable that they
be prepared to continue the meeting on Monday, July 23, at Fund
headquarters if this should prove necessary.

For purposes of our work, I am in broad agreement with the tenta-
tive list of topics sent by Mr. Paye, which could be taken as the
starting point of our discussion. In that specific context, however, I
will raise a few concerns that we will need to address for purposes of
organizing the study and you may wish to do the same.

For our first meeting, I suggest we focus and decide on the follow-
ing four subjects: (a) distribution of tasks among our institutioms;
(b) work methods; (c) possible timetable; and (d) draft of joint letter
to President Gorbachev.

In order to expedite matters, I am attaching a draft of a letter to
President Gorbachev and a proposal for work methods. The tentative
timetable proposed by Mr. Paye will need modifications in light of
distribution of tasks and of my proposed work methods.

Finally, we will need to discuss modalities for each of us to
secure the endorsement of our respective Boards or Governing Bodies to a
final report that we shall prepare, and for its transmittal to the G-7
and the Soviet authorities.

Sincerely,

”/(rdu(,
Michel Camdéggﬁg““

Attachments

Mr. Barber Conable

President

International Bank for Reconstruction
and Development

Washington, D.C.



DRAFT
July 21, 1990

Dear Mr. President:

Following the message that you had addressed to the President of
the United States, the Houston Economic Declaration of the 1990 Economic
Summit has called on our respective organizations to undertake, in close
consultation with the Commission of the European Communities, a detailed
study of the Soviet economy, to make recommendations for its reform, and
to establish the cfiteria under which Western economic assistance could
effectively support this reform.

We, the heads of the concerned organizations, confirm our readiness
to undertake this study. We have met today in New York to discuss the
modalities for carrying it out and the possible distribution of work on
the basis of our respective experience in dealing with macroeconomic,
structural, and other economic reforms. Given its complexity and the
short period available for its completion, we are ready to begin the
study immediately.

In order to fulfill this responsibility, we will need the full
cooperation and support of the Government of the Union of Soviet
Socialist Republics. We therefore ask you, Mr. President, to inform us
of the views of your Government.

For our part, we are prepared to devote the best professional
resources of our institutions to the task of undertaking an effective
economic dialogue with your Government during the coming months in order
to reach an understanding of the problems that face the economy. To set

the stage for our work, we have asked Michel Camdessus to be prepared to



travel and meet with you and such officials as you designate for
discussions on the structure, timetable, and other aspects of the

study.
We look forward to your reply.

Accept, Mr. President, the assurance of our highest copsideration.

Michel Camdessus Barber Conable

Jean-Claude Paye Jacques Attali

Mikhail S. Gorbachev




II.

Working Methods for Soviet Study

Considerations

l. Clear need for cooperation among all participants

-

(institutions and individuals) in seeking common objectives.

2. Argues for the closest cooperation among the institutions and
some central coordination of activities of individual missions and

working groups.

3. The political nature of many of the issues, the sensitivities
of the authorities, and the public attention that will be focused
on this effort all argue for maintenance of the highest degree of

confidentiality, ¥

Coordination of activities

l. The organizational structure to be put in place to carry out
the mandate of the Houston summit has to be decided on the basis
of an agreed distribution of tasks. The Heads of the four
institutions (the Fund, the World Bank, the OECD, and the EBRD)
must retain final responsibility for all aspects of this exercise,
including the adoption of joint policy recommendations and
strategic conclusions. Coordination could best be carried out

through a committee of personal representatives (the Committee)



—

appointed by the Heads of the four institutions. The Committee
would coordinate the activities of the institutions and of the
;;;iaus task forces set up to carry out clearly specified terms of
reference for conducting this-study as agreed by the Heads of the

-

four institutions.

2. The Committee would advise the Heads of the institutions on
the establishment of task forces to implement specific components

of the study.

3. Each institution would be entitled to be represented on each
task force. Moreover, each institution could be represented in
any mission where participation was appropriate and helpful to the
institution in carrying out the primary responsibilities it had
accepted for the conduct of the study. However, each institution
will exercise restraint in its mission participation so as to help
limit the size of missions and will conduct its business as
expeditiously and efficiently as possible so as to facilitate the
conduct of the study, and to assist the Committee in carrying out

its responsibilicties.

4. Each task force and any mission it organizes will operate
under the instructions of a briefing document. This will identify

the head of the task force or mission, the other members of the



group, the time frame for the group's activities, the subject
matters to be covered, the objectives of the group's work, and the

approach that will be taken.

5. Briefing documents would be reviewed and approved as
appropriate within each institution but then assessed by the
Committee to assure that they conform to the agreed distribution
of responsibilities, avoid duplication, and leave no important

issue untreated.

6. During missions, the mission chief would be responsible for
the activities of the mission. Mission members will not be
authorized to undertake independent activities-without prior

approval of the mission chief.

7. Each task force would report to the Committee on a periodic
basis, and also after each mission and on the completion of their
activities. Reports would cover the progress achieved with
respect to the objectives established in briefing documents and
would explain departures from the briefing, if any. Each report
following a mission should provide a frank appraisal of the
mission's views and the risks associated with any recommendations

made.

8. All data and other information collected by mission members

should be made available to the relevant task force on a timely



III.

basis. Mission members are also responsible upon request to
explain their analytical work to the task force.

9. The leaders of the task forces will be responsible for putting
together the draft report and ensuring the consistency of the

specific proposals and conclusions. -

10. The Hea&s of the four institutions will meet for final

adoption of the report.

Confidentiality

1. All data and other information collected in connection with
this study should be considered as confidential and would be made
public only upon completion of the final report and its submission
to the Group of Seven and the authorities of the USSR and with

their consent.

2. All local contacts by mission members in the field would be
subject to clearance by the mission chief, in consultation with

the relevant authorities in the USSR.

3. Missions should avoid contact with the press; when faced with
such situations in the country, questions should be directed to

the relevant USSR government authorities.

4., The Heads of Institutions will decide on the form of contact

with and material for presentation to the press.
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OCDE LDECTD

ORGANISATION DE COOPERATION ET ORGANISATION FOR ECONOMIC
DE DEVELOPPEMENT ECONOMIQUES CO-OPERATION AND DEVELOPMENT
Le Secrétaire général 2, rue André-Pascal
The Secretary-General 75775 PARIS CEDEX 16
Tél. 4524 8200

JCP/90.229

19th July, 1990

Dear Mr. Conable,

To contribute to our discussions on Saturday, I thought it
useful to send to you, as well as to Jacques Attali and
Michel Camdesaus, our preliminary thoughts on an outline for the USSR
study.

Yours sincerely,

fo Gy

Jean-Clauda Paye

Mr. Barber B, Conable Jr,,
Prasident,

World Bank,

1818 H Street, N.w,,
Waghington, D.C. 20433.
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&t«uﬂb:\ Study of the USSR E
Tantative Table of Contents
A, Int.roduction
B. Overview of the economic situation and prospects under current policies:
(a) Demand and supply developments (including analysis of output, income
and demographic trends)
(b) Prices - shortages - liquidity overhang
{¢) Public budget
(d) Money and credit
() External trade, exchange rate and balance of payments
(f) Prospective evolution of income, external account, etg,
. The macroaconomic imbalances and policy measures;
(a) Fiscal policy
(b) Monetary policy (including monetary reform)
(¢) External policy (including the issue of convertibility and trade in
Comecon area) and external financing
D. The systemic and structural issues:
wid ~ (a) Market-based competition, market structure, decentralisation of
microeconomic decisjons, ownership change
wo ~ (b) Restructuring of the entexprise sector (including the promotion of
small- and medium~gized enterprises)
W  {(¢) Price liberalisation and deregulation
{d) The reallocation of labour, unemployment and the social security
0&<D aystem
(e) Wage reform
wi (f) The reform of public econcmic institutions

0EcD s IMF (9)
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OECO

£V —
I1p8 -
00

(k)
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The reform of the public budget and finances (including
decentralisation of expenditure and xevenue decisions)

The taxation system

The banking system

The financing of investment and the promotion of gsaving; the
financial marketas

External trade, foreign direct investment

Sectoral issuas;

1) Agriculture

2) Energy

3) Other primary industries

4) Transport and telecommunications

5) Other infrastructure (the distribution system)

6) Envirenment

7) Role of economic information in the development of market
behaviour ({including accounting standards, disclosure of
market-relevant information, etc.)

O&Ch)y wh 8) Education, training.
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Medium-term prospects under alternative scenaries for few crucial
variables such as income, balance of payments, external debt, etc,

Main requirements in a policy approach:

(2) Priority areas for reform

(b) Interconnections between macroeconomic adjustment, structural reform
and microeconcmic changes

(¢c) Role of external capital.

Conditions for effective, external assistance.

Conclusions,




10.

18th July 1990
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Prelimary meeting to agree on the general outline of tha study, on the
repartition of tasks among institutions, and possibly on setting up
joint task forces, Choice of the structural aspects that nead to be
particularly explorad (2lst July 19%0),

Preparation of a detailed table of contents; collection and exchange of
available information among participating institutions (PIs); drafting
of one questionnaire which incorporates the contributions of all Fls;
option; short exploratory mission to Moscow to establish contacts and
collect information (by first week of August 1990).

The questionnaire is sent to the Soviet counterpartas after mgreement
among PIs, Requast of statistical information to the USSR
(by 10th August 1990).

Technical, Joint mission to Moscow to discuss, on the basis of the
questionnaire, economic situation, policy issuves, reform of economic
institutions and structural reform. Exploration of USSR economic
information (by end of August or beginning of Septembar 1990) .

Progress report to the G-7 (around 21st September 1990) .

Prafting of the parts of the study dealing with the assessment of the
economic =ituation, analysis of the various issues, and possiblae
solutions. Circulation of drafts among PIs for comments {by
end-Cctober 1990).

Option: a brief mission to Moscow to verify our analysis with the
Soviet counterparts (beginning of November 1990)

Meeting of PIs to assess the work done and to consider the final part of
the study dealing with recommendations to the USSR for economic reform,
criteria for Western assistance and conclusions. Repartition of the
task of drafting these parts of the report (first week of

November 1990) .

Completion of the draft report, its circulation for commants, and its
ravigion in light of comments (by end of November 1990).

AdopLion of report by PIs. The possibility of a meeting is left open if
it is necessary for the adoption of the repoxt. Completion ¢f the work
on 20th Deacember 1990.
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Short and Medium-Term Issues:

Demand & supply balance; macro indicators

Budget (consolidated)
Trade, payments, X-rate and debt
Money, credit and prices

External financing requirements

Longer-term/Systemic/Structural Issues:

C)
B

Public finance (with IMP gactreipadia)
Financial system
Enterprise reform
Competition; price liberalization
SOE management
Privatization of SOEs
New private sector activities
The external sector
Trade expansion & policies
Capital flows
Labor markets; wages & employment
The social safety net

Environment

Other Needed Work Areas:

()

Statistical data

© National accounts; macro projections

Sectors (industry, agriculture, energy,

infrastructure)



Joint Study of the Soviet Economy

We need an integrated study. But for practical reasons, some
division of labor is needed in preparing the detailed analyses.
We suggest:

A. Detailed Team Reports: The Fund, the Bank and the OECD would
each take the lead in producing detailed team reports covering an
agreed set of topics. The suggested division of labor is:

Fund: Recent trends and the near-term outlook (2 or 3 years)
in the major macroeconomic variables (particularly the
fiscal, balance of payments and monetary system accounts);
macroeconomic policies supportive of reform effort.

Bank: Economic organization (role of market-determined
prices, private economy, state enterprise management,
financial sector, more open economy) and sectoral issues (in
industry, agriculture and economic infrastructure).

OECD: Historical and projected longer-term (e.g., 5 years)
national accounts (output, trade, investment, consumption,
savings) and balance of payments trends; analysis of the

potential role of external assistance in the reform effort.

B. Integrated Main Report: There are substantial overlaps
between these areas of concern. The results of the three teams
would have to be integrated into a "Main Report" which would be
drafted jointly by the team leaders and their deputies. This
integrated "Main Report" would also outline the minimum package
of reform measures needed to ensure the success of the Soviet
econmic reform efforts.

C. Coordination of Work: To provide the necessary coordination
of the agency efforts we suggest:

Cross-membership of teams (each organization would have one
person on teams led by the other two organizations).

Working level Coordinating Committee consisting of the three
team leaders and their deputies (plus, if possible, EBRD).

Senior Coordinating Committee (at SVP or equivalent level)
to come in if issues are not resolved at the working level.

The role the EBRD can play remains to be determined; it should be
as active as its staffing permits. It should, of course,
participate fully in drafting the "Main Report" and, if possible,
should be represented on each of the proposed three teams.

[50071902.D0OC]



THE WORLD BANK INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM

DATE: July 18 1990

TO: Sven Sandstrom

FROM: Stanley Fischer C;;ﬁf

PHONE: 33774

SUBJECT: USSR Study

1. As you know, Messrs. Qureshi and Thalwitz met to discuss the study
of the USSR economy proposed by the G-7. They agreed that the Bank's
part of the study would be headed by John Holsen.

2. Attached is a proposal written by John Holsen on how to organize
the overall study, and within it, how to organize the Bank's
contribution. We propose a team of about ten from the Bank to
undertake the actual study, and then a cross—compkx director-level
coordinating committee to provide general guidance for the team.

3. It appears likely that David Henderson, who heads research at the
OECD, will be leading their study. He is a former Bank staffer, a
good friend of the Bank's in general and John Holsen in particular.
With his involvement, collaboration with the OECD should be very
smooth. '

4. We have not yet contacted our colleagues in the Fund, but would
like to do so as soon as the President gives the word. Please let me
know when we can proceed.

cc: Messrs. Thalwitz (o/r), Qureshi, Isenman, Holsen.

P-1867



Suggested Arrangements for the
STUDY OF THE SOVIET ECONOMY
Requested by the G-7

1. Purpose: The study is (i) to provide background information
and analysis of the Soviet economy and recent economic reforms;
(ii) to make recommendations regarding further economic reforms,
particularly those needed to establish a more market-oriented
economy; (iii) to determine the likely needs for external economic
assistance; and (iv) to establish criteria under which Western
economic assistance could effectively support the recommended
institutional and policy reforms.

2. Proposed Scope: The study should analyze (i) the short and
medium-term macroeconomic outlook and appropriate policy measures;
(ii) the longer-term structural and organizational reforms that
would contribute +to increased economic efficiency and, in
particular, further integration into the world economy; and (iii)
. medium to longer-term projections of trade, payments and the
national accounts with particular attention to the potential role
of external economic assistance.

3. In the first area the report should focus on recent
developments in the basic macroeconomic indicators (the budget, the
balance of payments and the monetary accounts) and should outline
a financial program and supporting policies for the next two or
three years.

4. In the second area the report should devote attention to the
use of market-determined prices to guide the allocation of
resources, to the expansion of the private economy, to the
management of state enterprises, to the organization of
international trade, and to the role of the financial sector. The -
report should also analyze the policies, institutional changes,
technological improvements, and additional capital requirements
needed for the efficient expansion of industrial and agricultural

output. Environmental concerns and issues in the development of
the energy sector should also be considered. It should also
discuss the policies, institutional changes, technological

improvements, and additional capital requirements for basic
economic infrastructure needed to support the projected level of
economic activity.

8. However, it will not be feasible to complete a thorough
analysis of all of the above -- and especially of the sectoral and
environmental issues -- and still meet the end-of-the-year

deadline. Consequently it is proposed that preliminary analyses
should be made for inclusion in the December report and then, if
desired, further work could be done later (see paragraph 12 below).
This approach will mean, in particular, that the estimates of
additional investment requirements in the principal sectors will
be tentative and based heavily upon aggregate analysis. (Also



because of time and staff constraints, the study should not attempt
to cover the social sectors and soc1al infrastructure, including
in this water, sanitation and urban development.)

6. The study should include (i) medium-term (e.g., 5-year) trade
and balance of payments projections that will illustrate the
potential role that external capital might play in an accelerated
economic reform process and (ii) medium-term national accounts
projections including overall trends in output, consumption,
investment, exports, imports and saving. Attention should be given
to the need for and potential role of different kinds of capital
flows -- particularly direct private investment, export credits,
investment financing, and balance of payments support assistance.

7. Organization: The G-7 Communique asks the Fund to convene the
study, but it is to be conducted jointly by the IMF, World Bank,
OECD and EBRD. In addition, the study is to be coordinated with
the on-going report on the Soviet economy by the European
Commission.

8. Work on the study could logically be divided into three teams.
The IMF could take primary responsibility for preparing the
analysis of the short and medium-term macroeconomic outlook (see
paragraph #3 above). The World Bank could take primary
responsibility for the analysis of the real economy including its
principal productive sectors (see paragraphs #4 and #5 above). The
OECD could then take the lead role in the trade, payments and
national accounts work (see paragraph $6).

9. As there is a good deal of overlap between these three areas,
and to ensure the necessary coordination between the suggested
three teams, each of these three organizations should contribute
at least one member to the two teams managed by the other
organizations. Given that it is still in the early phases of its
organization, the role the EBRD could play is not now clear;
however, given its important anticipated role, it should at the
very least be a full participant in the review of the work of the
teams and in the drafting of the Main Report. If possible, it
would be desirable for the EBRD to designate individuals to
participate in the work of the Bank, IMF and OECD teams.

10. The World Bapnk Team: The World Bank should appoint a team of
approximately ten staff members to prepare its contribution to the
report. It should be led by John A. Holsen, Principal Adviser in
the Office of the Vice President-Development Economics, who would
work under the overall guidance of Stanley Fischer, Vice President-
Development Economics and Chief Economist. Since the report is to
be completed before the end of calendar 1990, the team members
would have to be available substantially full-time during most of
the coming months. They should, in addition, be able to call upon
outside consultants and to coopt other staff members for short
periods of time. Although this is still under consideration, the
possible composition of the Bank team is:



Team Leader John A. Holsen
SOE Management; the Private Economy
Industrial Sector

Agricultural Sector

Financial Sector; Capital Markets
Environmental Issues

Energy Sector

Transport & Communications

Support to Others:
Liaison with IMF Team (macro)
Liaison with OECD Team (BOP & NA)

Support from Others:
IMF (wages, prices & subsidies)
OECD (trade policies/institutions)
EBRD (if possible)

11. The Bank’s team should work under the general guidance of a
Coordinating Committee that would be established at the
Director/Chief Economist Level. This committee should include one
member from Finance, two from Operations and two from PRE; in
addition, the Team Leader would be an ex-officio participant in the
Coordinating Committee. The other suggested members of the
coordinating committee are:

Operations Parvez Hasan and Fred Levy
Finance Stoutjesdijk/Kavalsky (to be determined)
PRE Paul Isenman and Francis Colaco

b ' : The time schedule has

been fixed by the G-7. Assuming that serious,. full-time work
begins in September, and that the month of December is required for
interagency discussions, for clearances and for preparation of the
Executive Summary, then the end-of-the-year deadline is likely to
leave no more than three months for the detailed work on the report
(including discussion of the draft conclusions with the Soviet

authorities). Given the nature of the task, this will leave
inadequate time for the detailed information collection and
analysis that would be desirable ~- particularly regarding

environmental issues and the agricultural, industrial, energy and
economic infrastructure sectors. However, since the deadline is
fixed, the scope of the initial report must be limited by what can
be done in this short period. We should cover the indicated areas
to the extent feasible in the time available, but recognize that
the subject really calls for substantial additional work. If
desired, the latter could be undertaken in a second phase of the
Bank’s contribution which would be carried out in 1991.

[S0071701.D0OC]



WORLD BANK PARTICIPATION IN A STUDY OF THE SOVIET ECONOMY

Proposed statement to the Board under Agenda Item 4 (Other Business) on
Thursday, July 19:

As you have seen in the Declarations of the 1990 Economic Summit of
Industrialized Nations (the "Houston Summit"), the World Bank, the IMF,
the OECD and the designated president of the EBRD have been asked to
undertake a study of the Soviet economy. The work is to be completed by
year’s end and will be convened by the IMF.

The scope of the study and the exact role of each institution has not yet
been worked out. Michel Camdessus and I will meet this afternoon to

discuss how to proceed. This coming Saturday Mr Camdessus and I will also
meet with the Mr Paye of OECD and Mr Attali of EBRD. I will come back to
the Board when more is known about the study and the Bank’s participation.



MOEEN A. QURESHI

Senior Vice President, Operations

The World Bank e R

Washington, D.C. 20433
US.A.

July 18, 1990

Mr. Conable

Iunch with Richard McCormack

I had lunch with Dick McCormack, Under-Secretary at the State

Department and we discussed the Houston Summit meeting. The following
points may be of interest:

(1)

(11)

Mr. McCormack said the study on the Soviet Union was not a
mere fig-leaf for the German assistance package to the Soviet
Union. There was a general recognition on the part of the
Summit leaders that the economic and political situation in
the Soviet Union was deteriorating rapidly. There was a
serious risk of a political hiatus emerging with Gorbachev
being supplanted by someone from the Army. This would
clearly be a very dangerous situation and there was thus a
%enujn__pg_das_'xlrmhe part of the Sumit leaders to identify

e major problems facing the Soviet economy, and to provide
advice and counsel to Gorbachev on how the economic

rmation to a market-oriented economy could be made.

Given the diversity of the Soviet Union, most recognized that
such a transformation would necessarily be a relatively slow
and phased process as compared to, say, Poland where a much
more rapid reform was under way. A thoroughly professional
assessment of the situation was required and this was the
reason for asking the Fund together with the Bank, OECD and
EBRD to do the study.

There was a great deal of interest in, and concern about, the
macro—economic situation of the Soviet Union. The problems of
the Rouble - both in terms of excessive domestic liquidity
creation and an overvalued exchange rate - had geopolitical
implications and could make the Soviet Union vulnerable to
"power grabs" by some of its neighbours, such as China and
Japan and others. It was therefore very opportune to provide
Gorbachev with some sound technical advice. His advisers on
the economic side were not an impressive group and they badly
needed intellectual reinforcement. McCormack admitted that
the basic economic issues confronting the Soviet Union were of
a long-term nature relating to structural change but he
clearly gave priority to re-establishing a sound
macro—economic framework without which nothing else would
work.



(1ii)

(iv)

On the issue of the enviromment, he indicated that President
Bush had successfully deferred the issue of a global facility
at this time. It was recognized that they had the Montreal
declaration to help resolve the problems relating to the ozone
layer, and that constituted a beginning. They did not believe
that they had the necessary information at the present time to
determine whether a more global approach to the envirorment
problem was required - that might come later when the results
of the extensive research programs on environment became
available. He noted that there was a general concern amongst
all participants about rain-forests, and they hoped that the
World Bank could proceed with the preparation of a pilot
program for Brazil. There was, however, no commitment at the
present time to providing concessional financing for the
Brazil program, or for any other global program at this time,
other than for the Montreal Convention.

On the debt of middle income countries, he said that the
matter had been put in the lap of the Paris Club to review the
situation and work out some solutions. No specific approach
was either discussed or agreed, other than the feeling that
some additional action would probably be required. However,
no concessional relief of debt was envisaged, at least by the
U.Ss.

Moeen A. Qureshi



MOEEN A. QURESHI
Senior Vice President, Operations

The World Bank

Washington, D.C. 20433
U.5.A.

July 18, 1990

Mr. Conable

Study of the Soviet Union

Mr. Camdessus called me on the telephone on Monday morning to

discuss this subject. He made the following points:

(1)

(ii)

(iii)

He had just returned from a visit to Europe where he had
discussed the issue of the Soviet Union’s Study with various
govermments. He had also called you in Tokyo and now wanted
to convey to me some of his impressions. He looked forward to
meeting with you on Thursday to prepare for the Saturday
meeting in New York. The Saturday meeting would include
Messrs. Paye, Attali, Camdessus and yourself. They hope to
agree on the approach to the Study and on a division of labour
based on the areas of specialization of each institution.
After these were agreed between the four institutions,
Camdessus intended to contact the representative of the EEC to
discuss coordination with the work that the EEC was doing.

I inquired whether he had received any indications about the
attitude of the Soviet Union to the Study. Mr. Camdessus said
that he had "contacted" the Soviet Union but had received a
cautious and rather ambivalent answer. The Soviets wished to
study the matter further and would want to know the terms of
reference of the Study and the criteria that would be used for
the Study, prior to giving any reactions. Mr. Camdessus had
told them that given the short time in which the Study had to
be completed, the full cooperation of the Soviet Union would
be essential for the Study to be expeditiously undertaken and
completed.

Mr. Camdessus confirmed that there were barely five months for
the Study to be done, and therefore it was clear that it would
not be possible to go very deeply into many areas and issues.
Perhaps the best approach would be to undertake a diagnosis
and identify the main issues that the Soviet economy
confronted, rather than attempt something more prescriptive.



(iv)

(V)

We discussed the nature and the scope of the Study. I pointed
out that in so far as the macroeconomic dimensions of the
Study were concerned (which Mr. Camdessus said would be the
focus of the Fund’s work), it should be possible to get
sufficient information fairly quickly and to draw certain
broad conclusions. In so far as the structural adjustment
problems of economic transformation to a market-oriented

were concerned, it would be difficult to go beyond an
identification of the existing problems confronting
Perestroika, and the critical areas where priority corrective
action needed to be taken. Mr. Camdessus agreed that even
this would be a major task for all the institutions
concerned. He noted that while the EBRD did not have much
staff and would not be able to contribute substantively to the
study, OECD was very keen to make contributions on both macro
and micro issues. It would be particularly important to work
out with Mr. Paye from OECD, an appropriate division of work.

Mr. Camdessus added that he had received a number of phone
calls from various leaders asking for his personal leadership
in the Study and for a high quality, professional product.
Mr. Wilson from Canada had called him that morning to suggest
that he personally involve himself in the preparation of the
Study. Furthermore, he had visited Mr. Brady earlier that
morning. Mr. Brady had congratulated him on taking up such a
monumental task, looked forward to receiving a highly
professional document, and wished Mr. Camdessus good luck.

Further Steps

We shall provide you with some thoughts on the Study for your

meeting with Mr. Camdessus. I have met with Wilfried Thalwitz and
Ernest Stern to discuss this issue. I have suggested to Wilfried that
he take the lead in organizing the Study within the Bank, and assured
him of full support from Operations. Wilfried intends to ask John
Holsen to lead the study. On my side, I will put two of my best senior
people (Parvez Hasan and Fred Levy) to devote a good part of their time
in the next few months to overseeing the Study. It has been pointed
out to me by both Willi Wapenhans and Wilfried Thalwitz that
substantial additional resources will need to be devoted to this task.

| A

Moeén A.. Qureshi



WORLD BANK 0TS SYSTEM
OFFICE OF THE PRESIDENT

CORRESPONDENCE DATE : 90/07/17 DUE DATE : 90!08!03

LOG NUMBER : 900801020 FROM : H. Christophersen

SUBJECT : Re main issues on the Soviet economy linking the Commission, EIB,
IMF, OECD, WBank,now EBRD. Req. mtg during the 1990 Annual Mtgs.d~

OFFICE ASSIGNED TO FOR ACTION : Mr. Thalwitz (D-1202)

ACTION: 7
APPROVED
PLEASE HANDLE

FOR YOUR INFORMATION

FOR YOUR REVIEW AND RECOMMENDATION

FOR THE FILES

PLEASE DISCUSS WITH

PLEASE PREPARE RESPONSE FOR SIGNATURE
AS WE DISCUSSED

RETURN TO

COMMENTS :cc: Messrs. Qureshi, Stern, Fischer, Holsen) AFL}Liﬂ

pls. provide Mr. Conable a copy of resp. by c.o.b. 8/9/90.

JUbtk (selartints)




HENNING CHRISTOPHERSEN

VICE PRESIDENT OF THE COMMISSION 636
OF THE EUROPEAN COMMUNITIES
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The European Council at its meeting in Dublin on 25 and 26 June requested the
Commission, in consultation as appropriate with the international financial
institutions, to analyze the possibility and desirability of extending short-term
credits and longer-term support for structural reform in the Soviet Union. These
proposals will be based mainly on an economic report by the Commission
services. Also, the Houston G-7 summit of 9-11 July has asked the IMF, the
World Bank, the OECD and the EBRD to undertake a detailed study of the
Soviet economy, in close consultation with the Commission.

It is clear that in dealing with the Soviet Union our approach will be different
trom the one used in our work on Eastern Europe. It rather needs to be along
the lines of how the Soviet Union can be integrated into the world economy. The
Soviet Union and the West would have to work closely together. In this way
discussions on internal reforms in the Soviet Union and on how possible
assistance can be provided most effectively could go hand in hand.

We would plan to use the same network for the purposes of our consultations
as is already in place for Eastern Europe, linking the Commission with the EIB,
the IMF, the OECD and the World Bank, to which will be added the EBRD.

We have drawn up provisional plans which include a mission to Moscow in late
August and the preparation of our economic report by the end of September.
In the work of our respective organisations on the USSR we should like to
exchange information and data resources. We would also hope that the meeting
of our network of correspondents scheduled to take place in Washington in mid-

Mr Barber B. Conable Jr.
President,

The World Bank

1818 H Street NW
Washington DC 20433
U.S.A.

Provisional address: Rue de la Loi 200 @ B-1049 Brussels - Belgium - Telephone direct line 23 . . . . . telephone exchange 23511 11
Telex COMEU B 21877 - Telegraphic address COMEUR Brussels

5 _Brussels 17 July 1990 -
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September could be the occasion not only for our usual exchanges on Eastern

Europe, but also for a discussion of the main issues concerning the Soviet Union.

I would also suggest that we meet in the margin of the annual meetings of the
! IMF and the World Bank in Washington.

The economic analysis of the Commission services will be carried out by the
Director-General for Economic and Financial Affairs, Mr Giovanni Ravasio.

I am writing in the same terms to Mr Attali, Mr Broeder, Mr Camdessus and Mr

cs Paye.

i

—




FORM NO. 75

j’éﬁ/ IR N Y

(6—83) THE WORLD BANK/IFC
"|DATE:
ROUTING SLIP July 11, 1990
NAME ROOM NO.

 Members of

The President's Council

APPROPRIATE DISPOSITION NOTE AND RETURN
‘ﬁPPFIOVAL NOTE AND SEND ON
CLEARANCE PER OCUR CONVERSATION
COMMENT PER YOUR REQUEST
FOR ACTION PREPARE REPLY
INFORMATION RECOMMENDATION
INITIAL SIGNATURE
NOTE AND FILE URGENT

REMARKS:

Final version of the statement on the
Soviet Union.

FROM: ROOM NO.:. | EXTENSION
Tim Cullen E 8-059 81357




STATEMENT IN RESPONSE TO HOUSTON SUMMIT PROPOSAL THAT

THE WORLD BANK PARTICIPATE IN A STUDY OF THE SOVIET ECONOMY

(For attribution to Mr. Barber B. Conable)

The proposed evaluation of the Soviet economy is a very positive move
by the Summit leaders. The World Bank is currently active in helping a number
of countries, notably in Eastern Europe, restructure their economies to become
more market-oriented. The experience that our staff can bring to such an
evaluation of the Soviet economy would be very valuable. The World Bank will

be pleased, with the support of our members, to participate in such an effort.

July 11, 1990



WORLD BANK OTS SYSTEM S
OFFICE OF THE PRESIDENT

CORRESPONDENCE DATE : 90/07/18 DUE DATE : 00/00/00
LOG NUMBER : 900718005 FROM : Stanley Fischer
SUBJECT : Briefing: meeting on USSR Study - July 19, 1990 and

July 21, 1990 (New York)
OFFICE ASSIGNED TO FOR ACTION : Mr. B. Conable (E-1227)

ACTION:

APPROVED
PLEASE HANDLE

SZ FOR YOUR INFORMATION
FOR YOUR REVIEW AND RECOMMENDATION
FOR THE FILES
PLEASE DISCUSS WITH
PLEASE PREPARE RESPONSE FOR SIGNATURE

AS WE DISCUSSED
RETURN TO

COMMENTS :cc: SS, JWS, AK, Linda (briefing book)
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THE WORLD BANK /INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM

DATE:

TE:

July 18 1990

Sven Sandstrom

FROM: Stanley Fischer A;C-

PHONE:

SUBJECT:

33774

USSR _Study

1. As you know, Messrs. Qureshi and Thalwitz met to discuss the study
of the USSR economy proposed by the G-7. They agreed that the Bank's
part of the study would be headed by John Holsen.

2. Attached is a proposal written by John Holsen on how to organize
the overall study, and within it, how to organize the Bank's
contribution. We propose a team of about ten from the Bank to
undertake the actual study, and then a cross-compex director-level
coordinating committee to provide general guidance for the team.

3. It appears likely that David Henderson, who heads research at the
OECD, will be leading their study. He is a former Bank staffer, a
good friend of the Bank’s in general and John Holsen in particular.
With his involvement, collaboration with the OECD should be very
smooth.

4. We have not yet contacted our colleagues in the Fund, but would

like to do so as soon as the President gives the word. Please let me
know when we can proceed.

cc: Messrs. Thalwitz (o/r), Qureshi, Isenman, Holsen.

P-1867



Suggested Arrangements for the
STUDY OF THE SOVIET ECONOMY
Requested by the G-7

1. Purpose: The study is (i) to provide background information
and analysis of the Soviet economy and recent economic reforms;
(ii) to make recommendations regarding further economic reforms,
particularly those needed to establish a more market-oriented
economy; (iii) to determine the likely needs for external economic
assistance; and (iv) to establish criteria under which Western
economic assistance could effectively support the recommended
institutional and policy reforms.

2. Proposed Scope: The study should analyze (i) the short and
medium-term macroeconomic outlook and appropriate policy measures;
(ii) the longer-term structural and organizational reforms that
would contribute to increased economic efficiency and, in
particular, further integration into the world economy; and (iii)
medium to longer-term projections of trade, payments and the
national accounts with particular attention to the potential role
of external economic assistance.

3. In the first area the report should focus on recent
developments in the basic macroeconomic indicators (the budget, the
balance of payments and the monetary accounts) and should outline
a financial program and supporting policies for the next two or
three years.

4. In the second area the report should devote attention to the
use of market-determined prices to guide the allocation of
resources, to the expansion of the private economy, to the
management of state enterprises, +to the organization of
international trade, and to the role of the financial sector. The
report should also analyze the policies, institutional changes,
technological improvements, and additional capital requirements
needed for the efficient expansion of industrial and agricultural
output. Environmental concerns and issues in the development of
the energy sector should also be considered. It should also
discuss the policies, institutional changes, technological
improvements, and additional capital requirements for basic
economic infrastructure needed to support the projected level of
economic activity.

5. However, it will not be feasible to complete a thorough

analysis of all of the above -- and especially of the sectoral and
environmental issues -- and still meet the end-of-the-year
deadline. Consequently it is proposed that preliminary analyses

should be made for inclusion in the December report and then, if
desired, further work could be done later (see paragraph 12 below).
This approach will mean, in particular, that the estimates of
additional investment requirements in the principal sectors will
be tentative and based heavily upon aggregate analysis. (Also



because of time and staff constraints, the study should not attempt
to cover the social sectors and social infrastructure, including
in this water, sanitation and urban development.)

6. The study should include (i) medium-term (e.g., 5-year) trade
and balance of payments projections that will illustrate the
potential role that external capital might play in an accelerated
economic reform process and (ii) medium-term national accounts
projections including overall trends in output, consumption,
investment, exports, imports and saving. Attention should be given
to the need for and potential role of different kinds of capital
flows -- particularly direct private investment, export credits,
investment financing, and balance of payments support assistance.

7. Organization: The G-7 Communique asks the Fund to convene the
study, but it is to be conducted jointly by the IMF, World Bank,
OECD and EBRD. In addition, the study is to be coordinated with
the on-going report on the Soviet economy by the European
Commission.

8. Work on the study could logically be divided into three teams.
The IMF could take primary responsibility for preparing the
analysis of the short and medium-term macroeconomic outlook (see
paragraph #3 above). The World Bank could take primary
responsibility for the analysis of the real economy including its
principal productive sectors (see paragraphs #4 and #5 above). The
OECD could then take the lead role in the trade, payments and
national accounts work (see paragraph $6).

9. As there is a good deal of overlap between these three areas,
and to ensure the necessary coordination between the suggested
three teams, each of these three organizations should contribute
at least one member to the two teams managed by the other
organizations. Given that it is still in the early phases of its
organization, the role the EBRD could play is not now clear;
however, given its important anticipated role, it should at the
very least be a full participant in the review of the work of the
teams and in the drafting of the Main Report. If possible, it
would be desirable for the EBRD to designate individuals to
participate in the work of the Bank, IMF and OECD teams.

W : The World Bank should appoint a team of
approximately ten staff members to prepare its contribution to the
report. It should be led by John A. Holsen, Principal Adviser in
the Office of the Vice President-Development Economics, who would
work under the overall guidance of Stanley Fischer, Vice President-
Development Economics and Chief Economist. Since the report is to
be completed before the end of calendar 1990, the team members
would have to be available substantially full-time during most of
the coming months. They should, in addition, be able to call upon
outside consultants and to coopt other staff members for short
periods of time. Although this is still under consideration, the
possible composition of the Bank team is:



Team Leader John A. Holsen
SOE Management; the Private Economy
Industrial Sector

Agricultural Sector

Financial Sector; Capital Markets
Environmental Issues

Energy Sector

Transport & Communications

Support to Others:
Liaison with IMF Team (macro)
Liaison with OECD Team (BOP & NA)

Support from Others:
IMF (wages, prices & subsidies)
OECD (trade policies/institutions)
EBRD (if possible)

11. The Bank’s team should work under the general guidance of a
Coordinating Committee that would be established at the
Director/Chief Economist Level. This committee should include one
member from Finance, two from Operations and two from PRE; in
addition, the Team Leader would be an ex-officio participant in the
Coordinating Committee. The other suggested members of the
coordinating committee are:

Operations Parvez Hasan and Fred Levy
Finance Stoutjesdijk/Kavalsky (to be determined)
PRE Paul Isenman and Francis Colaco
;> ’ : The time schedule has
been fixed by the G-7. Assuming that serious,. full-time work

begins in September, and that the month of December is required for
interagency discussions, for clearances and for preparation of the
Executive Summary, then the end-of-the-year deadline is likely to
leave no more than three months for the detailed work on the report
(including discussion of the draft conclusions with the Soviet
authorities). Given the nature of the task, this will leave
inadequate time for the detailed information collection and
analysis that would be desirable =-- particularly regarding
environmental issues and the agricultural, industrial, energy and
economic infrastructure sectors. However, since the deadline is
fixed, the scope of the initial report must be limited by what can
be done in this short period. We should cover the indicated areas
to the extent feasible in the time available, but recognize that
the subject really calls for substantial additional work. 5 %
desired, the latter could be undertaken in a second phase of the
Bank’s contribution which would be carried out in 1991.
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WORLD BANK PARTICIPATION IN A STUDY OF THE SOVIET ECONOMY

Proposed statement to the Board under Agenda Item 4 (Other Business) on
Thursday, July 19:

As you have seen in the Declarations of the 1990 Economic Summit of
Industrialized Nations (the "Houston Summit"), the World Bank, the IMF,
the OECD and the designated president of the EBRD have been asked to
undertake a study of the Soviet economy. The work is to be completed by
year’s end and will be convened by the IMF.

The scope of the study and the exact role of each institution has not yet
been worked out. Michel Camdessus and I will meet this afternoon to

discuss how to proceed. This coming Saturday Mr Camdessus and I will also
meet with the Mr Paye of OECD and Mr Attali of EBRD. I will come back to
the Board when more is known about the study and the Bank’s participation.
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FOLITICAL COMMUNIQUE ISSUED AT THE HQUSTON ECONOMIC SUMMIT
HOUSTON, July 10, Reuter — The following is the political
declaration issusd on Tuesday by 5-7 leaders at their summit
mesting in Houston.

FOLITICAL DECLARATION

SECURING DEMCCRACY

1. We, the Lesaders of our seven countries and the
Representatives of the European Community, salute the men and
women around the world whose courage and wisdom have inspired
and brought about the histeric advances of democracy we have
witnessed over the past year. As we enter the final decade of
this century, which we intend should be a Decade of Democracy,
we reiterate our commitment to support the strengthening of
democracy, human rights, and economic reconstruction and
development thraugh_market—oriemted_eccnqmies; e emphasise the
important opportunity provided, in.this forum for representatives
from Europe, Japan; and North America to discuss critical
challenges of the coming years. 0 '

2. Eurcpe is at the dawn of 2 new era. He welcome
enthusiasticzlly the profound and historic changes sweeping the
continent. The London Declaration on a Transformed North
Atlantic Alliance provides a new basis for cooperation among
former adversaries in building 2 stable, secure, and peaceful
Europe. We are determined to seize all opportunities to achieve
a Europe whole and free and recognise the European Community’s
contribution to that effort. We applaud the unification of
Barmany, which is a tangible expression of mankind’'s inalienable
right to self-determination and a major contribution to
stability in Europe.

_ We walcome the replacement of repressive regimes in
Central and Eastern Europe by governments freely chosen by their
peoples. We applaud the introduction of the rule of law and the
freedoms that are the bedrock of a democratic state. We urge
Romania, following recent events, to adhere to the positive
trend taking place in other countries of Central and Eastern
Eurocps. .. '

3. We welcome the intention of the Soviet Union to move
toward a2 democratic political system, as well as Soviet attempts
to reform their eccohomy along market principles. We commit
ourselvaes to working with the Soviet Union to assist its efforts
to create an open society, a pluralistic democracy, and a

maprkast—oriented economy. Such changes will enable the Soviet

Union to fFulfil its responsibilities in the community of nations

founded on these principles. We are heartened by indications

that a constructive dialogue is underway bestween the Soviet
varnment and the Baltic states, and we urge all sides to

inuve this dialogue in 2 democratic spirit.

. The advance of democracy accompanied by market-—

sconomic reforms is not just 2 European phenhomesnon.

g wa last met, we have withessed the spread of democratic

2s in many parts of ths world.

In Asia, there are encouraging signs of new political
openness in Mongolia and Nepal. In the Philippines, the
government continues to engage in courageous efforts to o=
consolidate democracy. ’



We acknowledge some of the recent developments in China,
but believe that the prospects for closer cooperation will be
enhanced by renewsed political and economic reform, particularly
in the field of human rights. We agree to maintain the measures
put into place at last year’'s Summit, as modified over the
course of this year. We will keep them under review for future
adjustments to respond to further positive developments in
China. For example, in addition to existing lending to meet
basic human needs, we will explore whether there are other World
Bank loans that would contribute to reform of the Chinece
economy, especially loans that would address environmental
concerns.

‘5. In Africa, we hops that Namibia‘s attzinment of
independence and democracy: will.be Spositive:example for
fresdom, pluralism, and marketroriented economic reform
throughout the continent. Weialsp welcome the positive
developments that have taken place in South Africa, especially
the launching of talks between the government and
represantatives of the black majority. We hope this will lead to
seaceful transition to a non-racial democracy and the complete
smantlement of the apartheid system. We will continue to
port this process and we call on 21l parties to refrain from
lence or its advocacy.

&. In Latin America, we welcome the re-establishment of
fresdom and democracy in Chile. We applaud the recent fair and
fres elections in Nicaragua, z2s well as progress on the path to-
peace through dizlogus in E1 Salvador and Buatemals. We
encourages the efforts of the Panamanian government to
resstablish democracy and the rule of law. We note with

atisfaction the positive evolution in Haiti. We hope that Cuba
vill take steps to Jjoin the democratic trend in the rest of
Latin America. '

7. While we applaud the reduction of ideological conflicts
that have divided much of the world since the end of the Second
World War, we note with deep concern the reemergence of
intmleraﬂce-aFFecting ethnic and religious groups. ke agrees that
suich intolerance can lead to conflicts, which can threaten
fundamental human rights, as well as political and economic
developmant.

8. We reaffirm our commitment to the fundamental principles
we ssek 'to realise in our own societies, and we underscore that
olitical and economic freedoms are closely linked and mutually
“einforcing. Each of us stands ready to help in practical wWays
those countries that choose freedom, through the provision of
onstitutional, legal, and economic know-how and through
omic assistance, as appropriate.
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In drawing from our different constitutional and historical
puperisnces, We =tand ready, individually and Jointly in
relevant fora, to: = '

—— =assist in the drafting of laws, including bills of rights
and civil, criminal, and economic framework laws;

—— advise in the fostering of independent mediaj

—— @stablish training programmes in government, management,
and technical fields;

—— develop and expand people-to-people contacts and exchange
orogrammes to help diffuse understanding and knowledge.

in the same spirit, the recent G-24 Ministerial agreasd to
extend its assistance in Central and Eastern Europe in parallel
with progress in political and economic reform.

We zgree the challenge facing the industrialised democracies
is to continue the effort already underway in Europe while
expanding efforts to support political reform and economic
developmant in other parts of the world. We call on our people
and the people of other democracies to join in this great
sndeavor.

(END OF STATEMENT) Y
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THE WASHINGTON POST SUNDAY, JULY 8, 1990

Richard N. Gardner
Aid the Soviets
Can Really Use

The seven industrialized democracies have
an opportunuty at the Houston economuc sum-
mut to help the reformers in the Soviet Unuon
who want to make their country a free-market
democracy. What is needed are two intiatives
for coordmated Western aid—one economuc,
the other political.

The first eilement is an economic package
that should not start with large-scale loans,
which in the present disorganized state of the
Soviet economy would bring no lasting benefits
and could not be repaxd. What the Soviet Uruon
most urgently requires is a credible program to
transform it into a market economy, coupled
with the buiding of the necessary institutions to
carry such a program out. These institutions
must include laws that create and protect
private property rights, a stock market, a
private banking system, anti-monopoly legsla-
tion and an organized process of privatizing
state enterprises.

A week of economic discussions in Moscow
last month with senior Soviet officials and
acadermucs rewnforced my conviction that the
Soviet Union cannot devise and carry out such a
program on its own. It lacks people with the
necessary knowledge and experience in free-
market economics, and it badly needs Western
adwvice and technical assistance.

Nor can these needs be supplied by occasion-
al brief visits of Soviet to the
International Monetary Fund and the World
Bank in Washington, to the Organization for
Economic Cooperation and Development in
Panis or to the European Commuission in Brus-
sele What the Housten economic summut
should offer Mikhail Gorbachey is the establish-
ment in Moscow as soon as possible of an
international team of experts—selected by
these organizations—who could work with Gor-
bachev's economic advisers and those of Boris
Yeitsin at the Russian republic level,

The purpose should not be to impose a
Western design upon the Soviet Union but
rather to help it fashion a program that would
provide the basis for a subsequent package of
financial aid.

Si MF, the World
cannot finance such a joint mussion for a country
that is not 2 member, a modest technical assis-

tance trust

tance trust fund of, say, $5 mullion could be
created in the Unuted Nations Development

frues in

ransinon. for which these organzauons could
serve as executing agents. There is reason to
believe that Gorbachev and Yeltsin would wel-
come such an iutiative provided it were clear
that it was intended as a consultative rmussion and
not as an wnfringement on Soviet sovereignty.

But it 1s obvious that a program of economic
liberalization in the Soviet Union cannot succeed
without a parallel program of political luberaliza-
tion. The latter process requres an alliance
between Mikhal Gorbachev, Bons Yeltsin and
those reformers on thewr left who want to
transform the Soviet Union into a real free-mar-
ket democracy. Such reformers include such
men 28 Anatoly Scbchak. the mayor of Lenin-
grad; Gavril Popov, mayor of Moscow; Sergei
Stankevich, Moscow’s deputy mayor; and Viktor
Aksyuchits, leader of the new Christian Demo-
cratic Party.

Western governments cannot help such re-
formers directly without nsking the charge of
interference in the U.S.S.R.’s internal affairs,
But they could agree at Houston to encourage a
coordinated program of aid on the part of their
political parties, trade unions and civic groups. In
the United States, a leading role could be taken
by the National Institute for International Affairs
of both the Democratic and Republican parties,
which already have a successful track record of
assisting democracy in such countries as Chile,
Nicaragua and Czechoslovakia. Together with
European groups, they could offer advice on the
drafting of the U.S.S.R.'s new constitution, on
the effective operation of the Soviet and republic
par!nments. and on the creation of an indepen-

dent judiciary.

A popular election for president of the Soviet
Union is now scheduled for 1994, and Gorbachev
will be under pressure to advance that date to
1991 or 1992. By providing the non-Communist
forces with needed hardware (computers, fax

Pro

The writer, a former U.S. ambassador to
Italy, recently led a private delegation to
Moscow for talks on U.S.-Soviet economic
cooperation.



