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THE WORLD BANK/INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM
DATE: December 11, 1990

TO: Distribution

FROM: Fred D. Levy, EA

EXTENSION: 81947

SUBJECT: Soviet Study - Economic Organization Background Papers

1. Enclosed are draft background papers prepared for the Joint

Study of the Soviet Economy by the Economic Organization Task Force,
based on our September 17-October 6 mission. Four topic areas were

covered by the Task Force: price reform, enterprise reform, financial

sector reform, and legal reform. Each of these is treated in a separate

chapter of what was originally to be a larger volume consisting of the

respective background papers prepared by the eight task forces of the

four agencies involved in the study.l/

2. Each of the enclosed chapters has benefitted from the exchange

of information and ideas among all members of the Task Force, as well as

with John Holsen, Alan Gelb and the members of his sectoral task force,
with the Bank Coordinating Committee, and with participants from the

other organizations. Primary responsibilities within the Task Force were

as follows:

Task force leader: Fred Levy (IBRD)

Price reform and

industrial structure: Rudiger Soltwedel (OECD)

Enterprise reform: Manuel Hinds (IBRD)

John Nellis (IBRD)
Paul Hare (Consultant, EBRD)

Competition policy: Bernard Phillips (OECD)

Financial sector reform: Gunther Broker (OECD)

Elena Folkerts-Landau (IBRD)

Legal reform: Ian Newport (IBRD)

Sarah Reynolds (Consultant)

3. These papers are being circulated for your comments and

information. They will also be distributed to the other participating

agencies for comment and will be finalized in January.

Distribution: Economic Organization Task Force Members;

Messrs/Mss. Thalwitz, Fischer, Holsen, Colaco, Grilli,

Hasan, Isenman, Rischard; Gelb, Amin, Brooks, Craig,

1/ The respective task force papers may now be released by the individual

agencies that led the task force, after having taken into account the

comments of the other agencies.
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Easterly, Ewing, Harral, King, Knudsen, O'Sullivan,
Renaud, Schrenk, Weigel, Mink; Lari, Thumm,
Michalopoulos, Alter

cc. Messrs/Mss. Qureshi, Wapenhans, Shihata, Bock, Einhorn, Rothenbuhler,
Sandstrom, Pfeffermann.
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BACKGROUND CHAPTER

FINANCIAL SECTOR REFORM

I. The Banking System1

A. Banking Prior to the 1987-88 Reforms

1. The Soviet banking system under central planning was viewed as an

integral part of the central allocation system. To prevent any impact of

monetary variables on production and prices, the rouble was effectively

demonetized. Most financial transactions of enterprises were separated

from those of households both physically and functionally. Transactions

within the enterprise sector and between enterprises and the state were

carried out via transfers of deposits held at the State Bank (Gosbank).

Enterprise deposit accounts paid minimal interest,2 were earmarked for

specific end-uses in accordance with the plan, and their amounts and uses

were closely monitored and controlled by the State Bank. Indeed, deposits

accounts were often held "jointly" with the state and wer qu

reallocated through the budget or the branch ministries Ett or ize uii

cash almost exclusively for wage payments: holdings of rash w rirtually

1/ Some of the material presented here is taken from a background paper

prepared by the IMF's task force on the macroeconomy.

2/ For the three decades prior to the reforms of 1987-88, the interest rate

on enterprise deposits was fixed at 0.5Z.
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prohibited to them. Consequently, the resources of the enterprise sector

provided little liquidity. To the extent they were free to choose,

enterprises sought to minimize money holdings in favor of inventories,

which provided both a better store of value and some insurance against

chronic shortages of materials.

2. Households, on the other hand, received their money incomes and made

practically all purchases with cash. Savings accounts at the State Savings

Bank (SSB) provided the households an alternative financial asset but not a

means of payment. At the same time, the savings deposits were implicitly

treated as direct resources of the state budget. 3

3. With this separation of the enterprise and household financial

circuits, monetary policy had a rather limited role to play. The financial

flows of enterprises were regulated through the Credit Plan. The latter

was simply the counterpart of the quantitative production plan, which

aggregated the planned demand for credit of each enterprise, as derived

from its assigned production targets. The credit extended to the

enterprises by Gosbank was mainly short-term working capital. Virtually

all enterprise investment was financed by budgetary transfers (at the same

time that all profits were mandatorily remitted to the budget). 4

3/ 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. Except for a two year period
(1988-89), the SSB has functioned as a department of the State Bank.

4/ Indeed, until the mid-1960s, long-term credit was non-existent. Even
afterward, the distinction between credit and budgetary grants remained
blurred, given the soft terms of the former and the frequency with which
arrears were forgiven.
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4. Complementary to the Credit Plan, the Cash Plan covered financial

flows effected in currency. As the only truly fungible financial resource,

the authorities attached great importance to currency in circulation.

Nevertheless, the factors affecting the amount of currency in circulation-

-wage and salary payments, pensions and other cash transfers, the state

procurement of farm products, and the drawdown of household deposit for

spending purposes--were largely beyond the control of the banking system.5

The role of the monetary authorities, therefore, was essentially one of

monitoring the execution of the Cash Plan and of alerting the government of

deviations as they appeared.

5. As described above, the primary function of the State Bank under

central planning was to hold enterprise deposits and to allocate credit to

enterprises 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. Credit provision in

accordance with the Plan was automatic. Moreover, certain deviations from

the plan--e.g., shortfalls from planned profits--were also automatically

accommodated by credit from Gosbank, which thus provided indirect financing

to the budget. Gosbank was also frequently forced to provided credit

beyond planned amounts to key enterprises which claimed they would

otherwise be unable to meet planned output targets. On the other hand, the

shifting of enterprise incomes and depreciation funds to th- budget left

5/ Given the low level of taxation of the household sector, tax payments
were not a major means of cash withdrawal from the economy. Purchases of
government bonds, although occasionally made mandatory, were small. For a
long time, credit to households was flatly forbidden.
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them highly dependent on credit and gave Gosbank considerable influence

over their activities.

6. Gosbank also functioned as fiscal agent for the government,

collecting, allocating, and disbursing government revenues. Although

direct financing of the budget was, for a long time, prohibited, budgetary

financing was provided indirectly through the transfer of household

deposits, credit to enterprise to cover shortfalls from planned profit

remittances and for other quasi-fiscal purposes.

7. In addition to Gosbank, three specialized banks were in operation

prior to the 1987-88 reforms. The Investment Bank (Stroibank) was created

to provide long-term investment credits to enterprises, gradually replacing

budgetary grants. All foreign exchange operations were conducted on behalf

of the state by the Bank for Foreign Trade (Vneshtorgbank), which also

managed international reserves and extended credit to enterprises

responsible for foreign trade. 6 Finally, as mentioned above, the Savings

Bank (Sberegatelni Bank) served the household sector. Prior to 1963, the

SSB was subordinated to the Ministry of Finance; afterward, it operated as

a department of the Gosbank.

8. While the banking system described above was an -ff-tive

counterpart of the central materials allocation system. i ;i l bard the

latter's increasingly evident defects. To the extent that 'entral

6/ Foreign trade was also serviced by Soviet-owned banks operating abroad,
including the Moscow Narodny Bank in London and the Banque Commerciale
pour l'Europe du Nord in Paris. These banks took deposits, provided
credit facilities, raised short-term financing, and served as a channel
for the sale of gold.
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allocation led to inefficient use of real resources, the financial

allocations were similarly distorted. The incentives given to enterprises

to maximize their inventories (para. 1), for example, resulted in

chronically excessive stockbuilding and massive waste of resources. The

monopolistic position of the banks gave them no incentive to reduce their

operating costs and allowed them to interfere arbitrarily in the operations

of the enterprises dependent on them. At the same time, the lack of a hard

budget constraint on either the enterprises or the banks, and the high

expectation that loans would, in any event, be written off or automatically

rolled over, left both borrower and lender with little concern about the

efficiency with which the resources were used. The reforms introduced in

1987-88 were the latest in a series of efforts to improve the functioning

of the system.

B. The 1987-88 Reforms

9. The financial sector reforms introduced in 1987 and 1988 had four

principal objectives: (i) establishment of a two-tiered banking system, in

which all commercial banking operations were detached from the Gosbank;

(ii) introduction of competition among an increased number of specialized

banks; (iii) granting greater independence to the specialized banks in

their lending decisions; and (iv) development of new insr)ments vf

monetary control.

10. In pursuit of the first objective, three new state-owned,

specialized banks were established: the Agriculture Bank (Agroprombank),

the Industry and Construction Bank (Promstroibank), and the Social
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Investment Bank (Zilzocbank), to channel credit to enterprises in their

assigned sectors. 7 These banks were to take over all the former commercial

banking activities of Gosbank, including both credit and deposit

operations, and to act as fiscal agents for the government. The assets and

liabilities of the new banks depended on the deposits and loan portfolios

assigned to them, and their sectoral specialization was underlined by their

subordination to corresponding line ministries, which appointed their

chairmen. The other two already existing banks, the Savings Bank and the

Bank for Foreign Trade--renamed the Bank for Foreign Economic Affairs

(Vneshekonombank)--basically continued their former operations. For the

first time since its establishment in 1922, the Savings Bank became

institutionally independent. This independence did not last long, however,

and in 1990, the SSB was reincorporated into the Gosbank. 8 With the reform,

the Bank for Foreign Economic Affairs (BFEA) maintained its monopoly over

foreign exchange operations. Its functions were extended, however, to

include the granting of foreign currency credits to domestic enterprises

engaged in foreign trade, the repayment to be made from the latters'

foreign exchange receipts.

11. The creation of new specialized banks, which was carried out from

mid-1987 to mid-1988, failed to increase competition in the banking sector.

Competition was, in fact, precluded by the strict sectora1 zi-rialization

7/ The Industry and Construction Bank took over the operations of the old
Construction Bank to provide both working capital and fixed investment
financing.

8/ The principal motivation for the reversal was apparently to protect the
preemption of household savings to the state budget at a time when
Republican and local governments were claiming authority over the bank
branches in their respective territories.
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of each institution's activities and the assignment of enterprises to the

services of one bank. With the banks dependent on branch ministries,

credit allocation remained essentially administrative, with little concern

for either profitability of loans or creditworthiness of borrowers. Soft

credit policies were reinforced by the continued lack of hard budget

constraints on either lenders or borrowers. Bank revenues flow to the

state budget, and expenses are paid from the budget. Moreover, the delay

of price reforms in the real sectors militated against the imposition of

financial criteria on lending decisions. As discussed below, it is now

envisaged that the specialized banks are likely to be divided up, possibly

along the lines of their existing republican and local branches, converted

into joint stock companies, and transformed into commercially oriented,

universal banking institutions.

12. New impetus was given to financial sector reform by the August 1988

Law on Cooperatives, which authorized the establishment of cooperative

banks to serve the needs of cooperative enterprises, that were expected to

be ignored by the state specialized banks. Soon after, state enterprises

were also granted the right to establish their own financial institutions.

The number of commercial and cooperative banks (CCBs) grew rapidly,

reaching more than 400 by October 1990. The CCBs differ from the

specialized banks in a number of important respects. First. their

activities are relatively unlimited; they are licensed to prmrido both long

and short-term credit and to accept deposits. At least one has been

licensed to engage in foreign exchange operations. Second, their customers

are not assigned. Rather the CCBs can compete freely for both household

and enterprise clients; the households and enterprises are also free to
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choose among banks (see, however, para. 27). Third, the monetary controls

applied to the CCBs are largely indirect (para. 13).

13. These developments in the financial system were paralleled by

significant changes in the enterprise sector. As described in Chapter

the 1987 Law on State Enterprises gave managers greater freedom to allocate

the enterprises' after-tax incomes. The enterprises' financial resources

were thus given greater liquidity and fungibility and, in this sense,

greater "moneyness". This, combined with the greater options that the

appearance of the CCBs has given to the household sector, created the need

for a more active monetary policy. Instead of its past role as a passive

vehicle for facilitating fulfillment of the production plan, the Credit

Plan had now to seek balance between the financing requirements of the

state budget and the net savings of the rest of the economy. The projected

financing needs of the budget are compared with the projected total

availability of financial resources, and the residual defines the credit to

be provided to the rest of the economy. Out of this, credit ceilings are

apportioned to the specialized banks in accordance with the sectoral

demands for credit projected by Gosplan. Within these ceilings, the

specialized banks are free (under the continuing guidance of the branch

ministries) to allocate credit among enterprises. 9 In contrast, lending by

the CCBs is controlled via a mandatory reserve requirement. Thi+h was

raised in August 1990 from 5% to 10%. Their lending is al_ cstrained by

several prudential regulations (para. 40).

9/ If banks mobilize greater deposits than planned, they can exceed their
credit ceilings by the same amount, while those with deposit shortfalls
can still lend at their assigned ceilings. This could lead to a situation
of uncont-rolled credit creation.
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14. In summary, Soviet enterprises and households have acquired

increasing options over the past few years for their holdings of financial

resources, a fact which both puts greater burden on the monetary system for

macroeconomic stability and makes the system itself more vulnerable to

macro instability. In this context, the 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.

C. Structure of the Banking System

15. Table 3.1 provides a thumbnail sketch of the size and structure of

the banking system as of September 1, 1990. In terms of loans outstanding

to the economy (households and enterprises), the State Agriculture Bank

(SAB) remains the largest of the lending institutions, even after a

substantial writedown of its assets (para. 18). The thre major :redit

institutions--SAB, ICB, and SIB--mobilize only a fraction of th- monies

they lend, the remainder of their funding being provided largely by

Gosbank. In contrast, the Savings Bank (SSB) is the principal mobilizer of

financial resources in the system, but it does very little direct lending

of its own. The SSB is, by far, the largest of the banks in terms of
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numbers of sites and employees. In the two years following their

authorization, the number and activities of commercial and cooperative

banks (CCBs) have expanded rapidly. By September 1990, they accounted in

aggregate for just over 5Z of total credit to households and enterprises.

The Specialized Banks

16. The specialized state banks in aggregate account for some 95Z 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. The details of this

transformation have not yet been spelled out, but it is intended that they

operate strictly within the limits of their own resources and the funds

they succeed in mobilizing, and that they be completely responsible for

their own profits and losses. The Guidelines enter a caveat, however, that

it may be necessary to retain one state bank with budgetary support to

channel concessional resources to activities "in the state interest", and

that the SSB would remain a state bank.

17. As a step toward their commercialization. the pror'c. of

transforming the specialized banks into joint stock compalni- h': a1.reiv

begun. Shareholders are initially expected to consist largelv f st ate

organizations, including the Finance Ministry, other ministries at both the

Union and Republican levels, Republican and municipal governments, and

state enterprises. The future development of the specialized banks is
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complicated by conflicting ownership claims by Union, Republican, and, in

some cases, municipal governments, and it now appears that they will be

broken up along geographical lines. A major concern with regard to the

commercialization and privatization 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 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.

18. The SAB provides credit, deposit facilities and payments services to

the farm and agroindustrial sectors of the economy. In addition to its

normal credit activities, it operates in a quasi-fiscal capacity, providing

subsidies to farm organizations to cover the gaps between wholesale and

retail prices. Its initial portfolio included a large share of

nonperforming loans, R 73 billion of which were written off in 1990,

continuing a long tradition of agricultural credit forgiveness in the

Soviet Union.1 0 Additional write-offs are reportedly anticipated.

Agricultural credit was, in any event, highly concessional. Cutrrent

interest rates are only 0.75% per annum on long-term loans. hIt-tern

10/ The loans were taken over by the government. Mechanically, the
Agriculture Bank's assets were written down by R 73 billion (about a third
of its outstanding loans at the time), and its liabilities to Gosbank were
written down by a like amount. At the same time, Gosbank's loans to
Agriculture Bank were replaced in its balance sheet by an equal amount of
state bonds.
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interest rates are 1% to collective farms, 2% to state farms, 3Z to

processing enterprises, with penalty rate of 3-5% charged on rescheduled

credits..11

19. The SAB was transformed at the all-Union level into a joint stock

company in September 1990, with similar conversions taking place at the

Republican, and possibly municipal, levels. 1 2 The solvency of the

institution and its individual branches is highly doubtful, however, in

view of the write-offs indicated above and its large outstanding debt to

Gosbank. This debt will have to replaced by other sources, if the SAB is

to become independent of Gosbank. The new share capital of SAB totals R 8

billion (R 5.5 billion so far paid in), of which just under one-third is

held by the USSR Ministry of Finance. 1 3  There are almost 4,000 other

shareholders, consisting mostly of state and collective farms (whose own

solvency may be in doubt) and food-processing enterprises--i.e., SAB's

principal borrowers.

20. ICB is responsible for serving the credit and deposit needs and

providing payments services to much of the industrial sector, including

construction, transport, and communications. Action has not been taken yet

11/ As of January 1, 1991, lending interest rates are to ri- t- 67 on

short-term credits and to 9-12% on long-term credit-.

12/ The Republican branches of SAB in the Ukraine and Bvlern ia have
become independent joint stock banks.

13/ The pricing of SAB's shares was done administratively. Total assets
were estimated to be worth about R 160 billion after expected write-offs.
Applying the capital-asset ratio required of CCBs, a minimum capital
requirement of R 8 billion followed. The authorized capital was divided
into 72,000 ordinary shares, priced at R 100,000 each, and 800,000
preferred shares priced at R 12,000 each. The latter shares pay a 15%
dividend but carry no voting rights.
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to convert ICB to a joint stock company. With its substantial enterprise

deposits, ICB is less dependent on Gosbank than are the other specialized

banks. Although undoubtedly stronger financially than the SAB, the quality

of ICB's portfolio is nevertheless largely unknown and will 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.

21. SIB provides banking services to certain branches of light industry,

state retail trade, housing construction, individual professional

activities, and communal, social and cultural services. It also serves as

the collection agent for much of the government revenue.1 4  The

fragmentation of the SIB network is the most advanced among the specialized

banks, perhaps because of its close involvement in the financing of local

government activities. At the same time that plans were under way at the

Union level to convert SIB into a joint stock company, Republican branches

were already being restructured as independent institutions, and, in Moscow

and Leningrad, branches of SIB were being effectively liquidated and their

premises and equipment passed, as of January 1, 1991, to newly established

commercial banks, in which the respective city councils have a substantial

share ownership.

22. SSB remains essentially a deposit-taking institution fm r-pit

in the Gosbank. It also acts as agent for the sale and servicing if

14/ The mission, for lack of time, did not meet with officials of SIB and
did not get a direct impression of its operations and portfolio. By most
accounts, however, its specialization in socially oriented activities has
left it with an asset portfolio of little value, alongside heavy
obligations to the Gosbank. Its solvency is doubtful.
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government debt to the household sector. Although its lending to

households has grown rapidly, the total remains small. The appearance,

beginning in 1988, of commercial and cooperative banks (paras. 26-32)

forced the SSB to raise its deposit interest rates and to offer

certificates of deposit at still higher rates.15 To compensate for the

higher interest costs, the SSB was authorized to lend, within strict

limits, to the commercial and cooperative banks at interest rates of 5-6Z. 1 6

Considerable thought has been given by SSB's management to its future

conversion into joint stock form and its increasing entry into commercial

lending activities. One model under consideration for a national savings

bank system, based on the German system, calls for a three-tiered

arrangement, consisting of the all-Union SSB at the center, the Republican

branches in the middle, and the major retail operations carried out at the

local branch level. Nevertheless, SSB will undoubtedly be the last of the

specialized banks to be denationalized and commercialized, given the

continued short-term dependence of the entire system on its savings

mobilization and SSB's own almost total lack of lending experience.

23. Some spontaneous denationalization has begun in the BFEA network, as

its Republican branch in Uzbekistan has declared itself an independent

joint stock company, with over 100 large enterprises having pledged the

initial share capital. Its declared objective is to attract fvreign

investment into the Republic and foster the development if high-t'chniny

industry. The approach in other areas to independent entry intc foreign

15/ The maturity of the CDs is nominally 10 years, but they can be cashed
in early at any office of the Savings Bank. The interest paid ranges from
3Z to 6Z, increasing with the length of time they are held.

16/ Gosbank pays only 2.77% for the monies deposited with it by the SSB.
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currency operations (e.g., the cities of Moscow and Leningrad) has been to

seek the necessary authority for local commercial banks. In any event, as

plans for the decentralization of foreign currency holdings of enterprises

and other organizations are implemented, it will be difficult for BFEA to

prevent a significant shrinkage of its balance sheet, unless it diversifies

its activities by developing local currency business. A serious handicap

in this regard will be BFEA's current lack of a broad branch network.

24. For all the specialized banks, the uncertainties of the present

situation make it a particularly difficult time to launch into commercial

banking. This difficulty is magnified by their almost total lack of

experience 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; 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 lending banks have not had

to concern themselves with deposit mobilization and liability management.

25. SSB, on the other hand, has operated as a pure deposit bank.

offering insured savings accounts to households which hae f-ew alternatives

for safeguarding and earning interest on their savings. Although it has

recently begun 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
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credit lines of the State Bank to the other specialized banks. SSB's

commercialization is thus inhibited in the short term by the current lack

of alternative noninflationary mechanisms for financing the fiscal deficit.

The Commercial and Cooperative Banks (CCBs)

26. The formation of new commercial banks under cooperative and joint

stock forms of ownership began with promulgation of the Law of Cooperatives

in August 1988. By the end of 1988, 77 CCBs were operating with assets of

over R 2 billion. Twelve months later, their number had almost tripled,

and, by September 1990, they numbered more than 400 and accounted for 5% of

total bank credit, with loans outstanding of R 20 bil-lion and total assets

of R 32 billion.

27. Table 3.2 shows the aggregated balance sheet of CCBs as of the end

of June 1990. Most of CCB lending has been short-term credits to

industrial and commercial enterprises, often to the individual bank's own

shareholders and depositors. They have also engaged in a considerable

amount of interbank lending, bringing some capital mobility to the system.

Most resources come from enterprise deposits, from their own capital and

reserves, and from deposits placed with them by the specialized banks.

Household deposits play a relatively minor role and remain substantially

below authorized limits (para. 40). Nevertheless. depnsit -evel at the

SSB were perceived by the authorities to be sufficiently threatened by CCB

competition that they imposed a ceiling on the interest rates the latter

could pay.
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28. The CCBs are, by international standards, comfortably capitalized.

Their own capital, which in many cases has been increased since initial

registration, is equivalent on average to 16% of total assets, far

exceeding the standards set by Gosbank (5Z of assets for commercial banks

and 8% for cooperative banks). This apparent conservatism, however, may be

indicative of the new banks' difficulty in expanding their deposit resource

base. The CCBs appear to be experiencing good profitability. Before-tax

profits totaled some R 220 million in the first half of 1990, equivalent to

5.7% of capital at the end of the period. Interest rate margins are high,

estimated to have averaged around 13-16%, with lending rates of the order

of 20-25% and deposit rates of 7-9%. Loan losses appear to have been

small, around 2% of outstanding loans, but the trend is reportedly rising.

There have so far been only three cases in which a CCB's registration has

been cancelled. These have resulted from violation of prudential

regulations or from engaging in prohibited activity, rather than from

insolvency, and depositors have reportedly not suffered any losses as a

consequence.

29. About one-third of CCBs are set up as cooperatives to provide

credits and other financial and nonfinancial services to the cooperative

enterprise sector. In addition to lending, many are engaged in leasing and

factoring, as well as in organizing barter transactinns amen( terpris-s.17

Roughly half of the CCBs have been organized by state enterprise, by groups

17/ Financial institutions are apparently exempted from Soviet criminal

prohibitions against "speculation" and middle-man activities.
(Speculation is defined in Soviet criminal codes as the buying of products

for resale at a higher price--See Chapter --. ) They thus provide

convenient agents for barter and other trading activities on behalf of

enterprises.
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of enterprises in the same industrial sector, and/or by regional

organizations, including municipal governments. The remainder of the CCBs

consist of so-called "innovation banks", set up to sponsor the development

of high-technology products, and of institutions owed by various

associations and organizations (labor groups, cultural organizations) and

by governmental bodies. Republican and municipal governments, branch

ministries, and the state-owned specialized banks have played a significant

role in promoting the formation of CCBs. The ICB alone is reported a

shareholder in some 50 CCBs.

30. The CCBs provide a vehicle for lending outside the restrictions of

the Credit Plan and for reaching borrowers who normally lack access to the

specialized banks. The CCBs have enjoyed 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,1 8 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. As of January 1, 1991,

interest rate controls are to extent equally across the -i tor'.

18/ Until 1990, the CCB's were free to negotiate interest rates on
household deposits. The present limits were evidently imposed to protect
the deposits of the SSB. As bankers in other countries, innovative CCBs
in the Soviet Union have found ways to circumvent these limits through
offering of various kinds.
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31. Although still very small in comparison to the specialized banks,

the CCBs have constituted a welcome source of competition in the financial

system. Nevertheless, some aspects of their development could create

serious problems for their future soundness and for the competitiveness of

the financial system. 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, become

vehicles for enterprises to get around the "hard budget constraint". The

concept of conflict of interest does not appear to be well developed in the

Soviet Union, and there are no regulations to avoid it.

32. The close relationships being formed between banks and enterprises

also poses a threat to competition in the real sectors, insofar as it gives

preferred access to credit to enterprises that are affiliated with banks

vis a vis those that are not. In addition, competition among banks is

being threatened by the formation of associations of CCz that aL-

promoting interlocking ownership among them. Both of th-s t-ndnVties

should be subject to attack under antimonopoly laws and regulations.

D. Banking Regulation and Supervision



-20-

Introduction

33. Banks provide the basic payments mechanism in virtually all modern

economies, and are the principal source of credit to enterprises and

households. At the same time, however, given the high liquidity of their

liabilities, banks are extremely vulnerable financially to anything that

may affect the confidence of depositors--e.g., fear of war, a failed

harvest, a sudden change of government policies, or simply rumors that a

bank is about to fail. Moreover, given the strong interrelationships among

the elements of a financial system in a market economy, a sudden drain of

deposits from one large bank can easily spread and become a generalized

financial panic. Societies thus have a vital interest in assuring the

soundness of the banking system, and governments in the major market

economies thus tend to regulate and supervise banks much more closely than

they do the real sectors of the economy.

34. Banking regulations typically have two main objectives: to ensure

that banks adequately diversify their risks and that a bank's capital is

sufficient to withstand substantial loan losses without jeopardizing its

solvency. Banks are also subject to strict rules requiring disclosure of

information about their financial situations. In order to guard against

fraudulent behavior, particular rules are applied to tran tin inTvolving

the bank's own managers and employees. Finally, in orde, p t

depositor confidence, many countries have introduced deposit insurance

programs.
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35. In the past, with neither lenders nor borrowers in the Soviet Union

facing a hard budget constraint, and with banks effectively acting as

budgetary agents, their was no necessary concern for the financial

soundness of the banking system or of its individual institutions.

Supervision of the specialized banks or of its own branches by the Gosbank

consisted of assuring that resources were being allocated in accordance

with the Credit Plan. Even as the specialized banks have acquired some

discretion in the their credit activities, and as they have begun to move

into less traditional banking areas (e.g., factoring), both bank managers

and government authorities, including Gosbank, continue largely unaware of

their financial conditions. There is widespread unfamiliarity with basic

accounting principles and an almost total absence of rigorous internal

auditing procedures as well as external supervisory control.

Current Status of Bank Regulation in the Soviet Union

36. Initiatives have been taken by Gosbank in recent years to introduce

prudential regulation and bank supervision. These have focused almost

exclusively, however, on the CCBs, which, as noted above, account for only

5% of the credit in the system. In January 1989, six months after the

establishment of the first CCB, Gosbank established a special Commercial

Bank Department for the auditing, prudential regulation and superviion of

the CCBs. Detailed prudential standards have since been .n I by hoiank,

which has also assumed the authority to seek corrective measures in cases

of noncompliance. Gosbank's authority in this area has been challenged by

Republican authorities, however, and dispute over this and other issues has

held up passage of new banking and central banking laws for two years. The
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quality of supervision is, in any event, suspect, given important

shortcomings in current accounting standards, the shortage of qualified

examiners and other staff, particularly at the Republican and local

branches of the State Bank. It also appears that exceptions to the

prudential regulations are granted by the local branches.

37. Licensing Standards. In 1988, when the first CCBs were established,

an ad-hoc registration procedure was put in place and managed by the ICB,

which was itself an important sponsor and shareholder of many of the new

institutions. Later in that year, responsibility for the registration

process was passed to Gosbank, and the banks initially registered by ICB

were required to re-register. 1 9  The re-registration process appears to

have been a formality, however.

38. In January 1989, Gosbank and the Ministry of Finance jointly issued

provisional regulations (pending passage of the Banking Law) setting the

minimum requirements for obtaining a commercial or cooperative banking

license. The regulations are fairly detailed and reflect an effort by

Gosbank to adopt international practices. Among the requirements are that:

a. The founding shareholders prepare a document. giving basic

information about the bank--e.g., name. location. -tU.--and

setting out, in a kind of organizational statut9 C "ustav"). it's

intended purpose;

19/ In accordance with a decree issued in April 1989, banks wishing to
engage in foreign exchange operations must obtain a license from BFEA;
some 20 such licenses had been issued by September 1990. Under the draft
State Bank Law, that authority would be shifted to Gosbank. At least one
commercial bank has already received such a license from Gosbank.
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b. An application be filed with Gosbank containing the bank's ustav,

a financial plan, a list of the founding shareholders and their

respective capital contributions, and the bank's pro forma

balance sheet and income statement in accordance with a specified

format;

c. Commercial banks have a minimum capital of R 5 million, and

cooperative banks have a minimum capital of R 0.5 million.

Registration applications are reviewed initially at the regional ("oblast")

office of Gosbank, whose judgment is subject to subsequent review at a

higher level. The file is then sent to the head office of Gosbank, which

evaluates the application in cooperation with the Department of Money and

Credit Operations of the Ministry of Finance. Supplementary to the

original regulations, Gosbank also set conditions on the qualifications of

the bank's top manager, specifying that he or she should have a degree in

economics, at least 5 years' experience in banking, and a clean legal

record.

39. Despite Gosbank's efforts, it appears that the licensing process

thus far involves little more than formal registration, and that

eligibility criteria are not strictly and uniformly applii The minimum

capital requirement, for example. is circumvented by all-wiic Ihat- otlv a

portion be paid in at the commencement of activities. In rponse to

public pressures, Gosbank has been forced to drop eligibility requirements

on bank managers and generally to expedite the registration process.

Future prospects for bank licensing have been further complicated by
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ongoing political decentralization. Since August 1990, for example, the

State Bank of the Russian Federation has assumed authority for registration

of banks in its territory.

40. Prudential Regulation. Two sets of prudential regulations were put

into effect by Gosbank in April and May 1989. Inspired by the Cooke

Committee's recommendations on capital adequacy, as well as other rules in

effect in the Western industrial countries, these regulations cover

liquidity and capital ratios, a loan limit, auditing requirements and the

process for securing collateral. Capital-assets ratios of 1:20 and 1:12

are specified for commercial banks and cooperative banks, respectively;

household deposits cannot exceed 100% of capital; credit to a single

borrower cannot exceed 100% of capital for commercial banks, or 50Z for

cooperative banks; the ratio of liquid assets to short-term liabilities may

not exceed 30% for banks providing cashier services, or 15% for banks that

do not; and ratio of long-term assets to capital plus long-term liabilities

should not exceed 100%.

41. Gosbank's authority to establish capital and liquidity standards, as

well as other prudential regulations, is confirmed in the draft State Bank

Law currently being debated in the USSR Supreme Soviet. It would also be

empowered to take action in the event of a bank's noncomitian«- with the

standards, including raising the bank's mandatory reservm i and

arranging for the bank's reorganization or liquidation.

42. The present regulations do not require provisioning against bad or

doubtful loans, but the draft State Bank Law does provide Gosbank with the
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authority to develop a policy on loan-loss reserves. Meanwhile, given its

own lack of supervisory resources, the Gosbank is asking each commercial

bank applicant to specify in its ustav the particular provisioning method

it proposes to adopt. As a general guideline, it is suggesting that 20% of

profits be place in a reserve account, until reserves accumulate to 25Z of

the bank's own capital. In its recent conversion to a joint stock company,

the GAB committed itself (in its ustav) to a more ambitious eventual target

of reserves equivalent to 100% of equity, to be reached through annual

contributions of at least 5Z of profits. Moreover, the reserve is to be

replenished whenever loans are written off, although no the conditions that

would trigger a write-off are not specified. 2 0

43. Supervision. There is presently no systematic follow-up to bank

registration, although an informal supervisory process has been instituted

by Gosbank. The regional offices of Gosbank are responsible for monitoring

the operations of CCBs, which are required to open correspondent accounts

in Gosbank or in a specialized bank. The CCBs provide monthly financial

information, consisting of a balance sheet and several accounting ratios.

A formal balance sheet must be published annually. Although the format for

an income statement is set out in the regulations, these are not typically

collected or evaluated by Gosbank. Indeed, while financial flow data are

routinely gathered on the basis of daily transactions r-m:ord-d in a hank's

books, little use is made of this information and the indiatin ia

provide of a bank's operating performance and financial position.

20/ It is common banking practice in the Soviet Union to automatically roll
over unpaid principal, while continuing to report accrued interest as
income.
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44. In the event of minor noncompliance with regulations, Gosbank may

simply send a letter to the bank requesting that the problem be corrected

and credit policies strengthened. Where a problem is considered more

serious, Gosbank can block (and has reportedly done so) the bank's

correspondent accounts. In an extreme case, registration can be annulled,

and the bank liquidated. Two CCBs have in fact been closed. Nevertheless,

the enforcement of existing regulations appears weak. Bank supervision

does not appear to receive high priority from the Gosbank branches

responsible for it, and the CCBs visited by the mission did not appear to

have strong incentive to allocate significant resources to internal

auditing and data collection to satisfy banking regulations.

45. Adequate supervision, indeed adequate bank management, also suffers

from scarce and outdated equipment. The computer centers of the USSR

Gosbank is equipped with calculating machines and computers that are, on

average, 20 years old. Equipment in the regional branches is even more

primitive. Monitoring and enforcement will be hampered in the medium-term

also by the lack of qualified personnel in the regional and local offices

of Gosbank. A strong nucleus of future bank auditors and supervisors does

exist with Gosbank's Auditing Department at the Union, Republican, and

regional levels. However, their past focus has been on the auditing of the

branch offices of Gosbank itself, verifying whether cash i- :afeguarded.

bookkeeping accurate, and rules for extending credit filow9I. Mor-

recently, with attention shifting to the CCBs, the auditing process has

consisted of checking a sample of loans, including the largest credits, on

an annual basis. Loan maturity, profitability, repayment, collateral, and

use of funds are all verified.
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46. The positions so far taken by Republican representatives toward

banking regulation have been quite negative (para. 39), and a significant

educational effort is needed to change this attitude. Otherwise, the

likely combination of free-wheeling bankers and political interference in

banking decisions will represent a severe threat to the stability of the

developing banking sector, and the Soviet Union could be doomed to repeat

the painful experiences of the Western market economies in this area.

Deposit Insurance

47. Deposits at the SSB are fully guaranteed by the government.

Deposits in the CCBs, however, are not protected at all, putting the CCBs

at a competitive disadvantage vis a vis SSB. While some form of deposit

insurance covering all banks is probably advisable to give confidence and

stability to the system, the governments of many market economies that have

heretofore supported full protection of deposits (usually up to some

maximum absolute amount per account) are now rethinking whether 10OZ

coverage is a good idea. With full insurance coverage of deposits,

depositors need not concern themselves with the quality of bank management,

and the managers may feel free to take on excessive risk in their lending

activities.

48. Many experts now believe, therefore, that an insurance scheme that

protects only a proportion of each individual's deposits. say 50Z, is

preferable to full protection. In this way, depositors will more carefully
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monitor bank performance, and bank owners and managers will be forced to

behave more prudently for fear of losing their depositors.

E. Interest Rates

Until recently, different interest rates regimes applied to the

specialized banks and the CCBs. The former were not allowed to pay, on

average, above 0.5Z on enterprise deposits and 2-4% on household deposits

(depending on maturity). Interest rates on loans from the specialized

banks could vary according to the financial position of the borrowers but

remained, in practice, near or below the refinancing rate charged by

Gosbank, which itself varied across sectors. 2 1 The CCBs, meanwhile, were

allowed to freely set both deposit and lending rates. Interest rates on

household deposits averaged about 6%, well above the rate offered by SSB.

Lending rates averaged about 9%, but with a very wide dispersion. Interest

rates as high as 60% have been reported on very short-term loans.

49. Since February 1990, interest rates on household deposits in the

CCBs have been limited to the deposit rates offered by the SSB. These,

along with other rates, were administratively raised in November 1990.

Interest rates on household deposits are now set at 5% for 1-3 year

maturities; 7% for 3-5 years; and 9% for maturities over 5 vaars. Lending

rates can go as high as 15%.

21/ In 1989, the ICB's average lending rate was 3.78%, compared to the 4%
it paid on refinancings from and Gosbank. The comparable paired rates for
the other specialized banks were: SIB--2.89Z and 4%; and Agriculture Bank-
-1.77% and 1.5%. It should be noted that some bank branches also held
interest-free government deposits.
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F. Recommendations 2 2

Regulatory Framework

50. Macroeconomic stability, especially in a market economy, is highly

vulnerable to loss of public 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.

Toward this end, the new State Bank Law should establish a strong

supervisory authority, empowered to ensure the soundness of banks and their

safety as depositories. Soundness should be explicitly stated in terms of

solvency, liquidity, profitability, and quality of management, with the

detailed criteria for licensing and regulation to be defined by the

supervisory agency. The latter should also have clear powers to enforce

the rules and to impose sanctions for noncompliance, including the

authority to close the offending bank and to force it into restructuring or

liquidation.

51. In constructing a prudential framework, particular attention is

needed to strengthening and enforcing (i) capital adequav t,'Ilards fo r

the formation of new banks and for permitting existing banks to continue at

their present levels of activity; (ii) limits on asset concentration in

loans to single or related individuals, enterprises, and industries; (iii)

22/ Recommendations concerning interest rates are treated in Chapter
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a methodology for asset classification and provisioning; and (iv) rules

regarding loans to the banks own officers and employees.

52. Capital Adequacy. The existing regulations of Gosbank and the draft

banking legislation under consideration in the Supreme Soviet both

emphasize the importance of capital adequacy standards. It should be

noted, however, that it is not feasible to set capital requirements so high

as to withstand huge losses in a bank's asset portfolio. Such requirements

provide protection, therefore, only insofar as the other basic prudential

rules, such as asset diversification and asset classification and

provisioning, have been successfully applied. Given the high concentration

found in both CCB and specialized bank portfolios in the Soviet Union, a

high initial capital-asset ratio would appear called for. Present Gosbank

regulations require only a 5% ratio for commercial banks, as compared to

the 8% recommended by the Basel Committee for commercial banks in the

Western industrial countries. Under current circumstances in the Soviet

Union, a ratio of 10-15% would seem more appropriate. 2 3 Dividend payments

could be suspended until proper ratios are achieved.

53. Asset Diversification. Extreme concentration of loans in particular

sectors and, often, particular borrowers is a characteristic of both

specialized banks and CCBs. Individual loan amounts ali t1nd t- he large

relative to bank capital. In the case of many CC~s. a -iiif i nt)

proportion of loans has been extended to the banks' own ]harh-ders. For

the specialized banks, concentration problems will be exacerbated by their

23/ Since Soviet banks at present fall far short of these and the other
prudential standards recommended below, a transition period will be
necessary. This is discussed further in paras. 65-68.
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likely division along geographical lines. The existing limit on loans to a

single borrower, or to borrowers joined in a legal association, has

recently been lowered by Gosbank from 100% of capital to 50Z. It

nevertheless remains too high and leaves banks excessively vulnerable to a

single borrower failure. Moreover, it-is not clear whether the present

limit is being effectively enforced.2 4 A uniform limit on loans to a single

borrower or associated group of borrowers of no more than 15% of a bank's

capital, with secondary limits set on the total outstanding to the three or

four largest borrowers, is strongly recommended.

54. The authorities need to be particularly wary of the danger to the

banking system of allowing enterprises and affiliated ministries to control

commercial banks. Such conflicts of interest not only threaten the

soundness of the particular bank, but also impede competition in both the

financial and real sectors and can distort the allocation of credit away

from higher-return investment possibilities. Regulations should severely

limit the amount of credit extended to shareholders or officers of the bank

and to parties related to them. An appropriate limit might be set at 2% of

capital, subject to a an absolute ceiling as well. It should also be

required that those loans that are made are on the same terms and

conditions as applied to other borrowers.

55. Asset Classification. The classification of assets in ajordan:-

with their likely collectability is essential to ensuring that a bank's

24/ One CCB president told the mission that it had loans outstanding to
each of several borrowers equivalent to 150% of capital on the basis of an
administrative exception granted by Gosbank.
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financial statements accurately present its financial condition.2 5

foreclosed, the Asset quality also provides important evidence of the

capabilities and competence of managers, and of the adequacy of the

institution's lending policies and procedures. The supervisory authority

should thus be empowered and required to review and, as necessary, to

correct the classification of each bank's assets on the basis of an

impartial assessment of asset quality.

56. The regulations should require that banks classify their loans

according to different risk categories. The criteria for defining

nonperforming loans should be specified; for example, loans 60-90 days past

due, depending on the type of collateral, should be classified as

nonperforming. There should also be a precise rule for suspending the

accrual of interest and for reversing previously accrued, but uncollected,

interest on nonperforming loans. Guidelines should be provided for the

rescheduling of loan repayments, and the current practice of rolling over

bad loans should be explicitly prohibited. The classification of a loan as

bad should be reflected in appropriate adjustments to the value of the

bank's capital and loan-loss reserves.

57. Finally, bank regulation and related supervision should also treat

contingent liabilities of the banks and other off-balance ht' activities.

25/ A general problem affecting the financial system is the present

inadequate legal basis in the Soviet Union for the recovery of debt.

Severe restrictions exist on the use of state property or of leaseholds

and use-rights to secure debt. Private property can apparently be

foreclosed, but represents a tiny share of total assets, and there is no

mortgage law. (Chapter -- provides a more detailed discussion of the

relevant legal framework.)
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These are reported to be significant in the Soviet Union, in both the

specialized banks and the CCBs.

58. Disclosure of Information. Laws and regulations should ensure that

investors and depositors in banks have adequate and reliable information

information about the bank's activities and financial condition. Banks

should be required to disclose financial information, including audited

financial statements, through a publicly available registry at the office

of the bank supervisory agency. Such a requirement gives confidence and

protection to the depositors and investors and, in turn, puts additional

pressure on the bank's owners and managers to assure efficient and prudent

operation.

Bank Supervision

59. Bank supervision, including on-site inspection, needs to be

intensified. The staffs of Gosbank's Auditing and Commercial Banking

Departments, with their wide network and professional experience, provide a

reasonable nucleus upon which to build an operational system of banking

supervision. Their analysis needs to be refocused, however, new concepts

must be learned, on-job experience gained, and new equipment introduced.

The process will necessarily be time-consuming. Wheth-r th `'mr1-isory

function is housed in Gosbank or in a new agency. the suvo:ii r muJ he

insulated from external interference and political pressure. This is

particularly urgent in the Soviet Union, where ministries and other

government agencies currently have substantial interests in the banks and

in their borrowers.
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60. Licensing. The current approach to the registration of commercial

banks should be transformed into a genuine licensing procedure, involving

the application of strict eligibility criteria. Managerial competence and

accountability should be assessed, along with regulatory standards and

other criteria judged appropriate by the supervisory authority in light of

the public policy objectives legislated for it. Immediate measures are

needed to counter the present tendency of enterprises and government

agencies to organize new banks, which they control. It is recommended that

bank applicants, whose ustav sets out the objective of lending to its own

shareholders or their affiliates, or whose purpose in applying appears

aimed at assuring access to bank credit, not be registered or given

licenses. This restrictiveness could be relaxed, once enforceable limits

on loan concentration and insider lending are in place.

61. Accounting and Auditing. It is urgent that accounting standards be

upgraded, with particular regard to the treatment of late and doubtful

loans and requirements for loan provisioning. Bank supervisors and

auditors should work together with the accountants to improve definitions

and practices, with the common objective of better assessing bank

performance and financial condition. An intensive training program should

be mounted for accountants and supervisory personnel. iniiding auditors

and examiners.

62. Supervisory Methodology. Once a basic accounting framework is

effectively in place, and an adequate core of auditors and examiners has

been trained, an intensive effort should be undertaken to assess the



-35-

qualities of banks' portfolios and to assure their adequate provisioning

and, as necessary, recapitalization of the institution. On-site

examinations should be introduced as soon as the size of supervisory staff

permits. Contacts of the supervisors with bank accountants and managers

can hasten and reinforce the learning process for both. Examinations can

also expedite compliance, as the results are communicated and a response is

required. In preparation for the eventual liberalization of interest rates

and increasing foreign exchange activity, special attention should be given

to assuring that the attendant risks are properly managed.

63. Competence in off-site monitoring should also be gradually

developed. A data collection format and system should be designed to

enable both a mechanical test of compliance with regulations and to develop

a "nose" for spotting possible problems. A bank's balance sheet and income

statement would be evaluated in the light of its portfolio, with particular

attention to such factors as delinquencies and problem assets, foreign

exchange position, off-balance sheet liabilities, etc. A program

specifying the frequency of data submission should be worked out in

accordance with the supervisory staff's ability to respond. Any noted

weaknesses should trigger an immediate follow-up in the form of a

communication to the bank's management or, as needed, a supplementary on-

site inspection.

64. Staffing. Staffing is perhaps the most immediate bottleneck to

effective supervision, and efforts should begin urgently to expand staff

size and upgrade skills. A career path should be developed for bank

supervisors. Training and recruitment could be pursued in conjunction with
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the banks' own training and recruitment efforts, given their broad overlap.

The upgrading of equipment--computers, etc.--should also be introduced as

rapidly as feasible to streamline operations and to limit the demand for

relatively unskilled staff.

The Transition to a Market-Based Banking System

65. In the context of a strengthened regulatory and supervisory

framework, the growth of CCBs and the commercialization of the specialized

banks should be encouraged. The 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

should also have been clarified, for banks as well as other enterprises,

putting the CCBs on a level competitive playing field with the specialized

banks.

66. At the same time, the denationalization of the specialized lending

banks (ICB, SIB, and the GAB) would proceed in much the same way as for

state enterprises (Chapter -- ): viz., they would be transformed into joint

stock companies, the shares to be held in separate State Prpeprtv Funds, or

holding companies, independent of the ministries and r iiat'rv agencis

(including the State Bank). However, the likely reclassification of the

assets of the specialized banks could force a reassessment of their overall

financial solvency, or that of some of their branches, and cause a slowing

of their full rommercialization and privatization. New lending operations
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should be conducted on a fully commercial basis. Before being passed on to

new owners, however, bad and doubtful assets should be written down and/or

shifted to a special state agency for their collection or liquidation. The

government should, in effect, take responsibility for the inherited bad

debts. The magnitude of the problem cannot be known until these

specialized banks have been subjected to comprehensive portfolio audits,

and the dust has settled on the real sector reforms.

67. During this period of clarifying and rectifying the financial status

of the banks, their ownership would remain with the respective Property

Funds. These holding companies, acting through boards of directors, would

ensure that managers are held to the new performance criteria of commercial

lending on all new credit decisions, and, very importantly, that

appropriate training is being provided to managers and staff. The banks'

operations should no longer be subjected to sectoral limits, and both

depositors and borrowers should enjoy freedom in their choice of banks.

The specialized banks would thus be in increasing competition with each

other and with the CCBs. Only as they are placed on a sound financial

footing and are adequately staffed for their new functions, however, should

they be fully commercialized and the process of privatization begin.

68. During an initial period, the SSB could. as suggest-o'l hv rhe

Guidelines, remain under state control. With its extensiv-- brh network,

SSB would probably remain, for a time, the principal mobilizer (f household

savings to the other banks and to the government. As the government's

financing needs were reduced and increasingly satisfied through a growing

securities market, and as the specialized banks were progressively
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commercialized, the SSB could expand its own lending activities through the

interbank market and increasingly directly to private sector customers.
2 6

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.

69. Competition in retail banking could be further enhanced by allowing

the post office system to engage in banking operations, such as cash and

payments services, retail foreign exchange transactions in tourist areas,

the management of savings accounts, and the sale of government securities

to small savers. This approach has the advantage that a wide network for

the provision of such services is already in place in the postal system.

Many countries have exploited this advantage, and, in some cases, the

financial services departments of the postal system have eventually been

converted into independent, full-fledged commercial banks.

70. As the reforms progress, the entry of foreign banks, on their own or

in joint ventures with domestic institutions, can strengthen competition,

create effective links with foreign financial centers, introduce needed

management skills, and accelerate the process of financial modernization

26/ The bulk of outstanding state debt in the Soviet Union is held on the
books of Gosbank, its counterpart being money in circulation and Gosbank's
liabilities to SSB. Breaking the credit relationship between Gosbank and
SSB, therefore, must be accompanied by a corresponding reduction in

Gosbank's holdings of government debt, if intolerable monetary expansion
is to be avoided. The only practicable approach would appear to be a
substantial "securitization" of government debt. In other words, the
creation of a large pool of marketable government debt is a precondition

for cutting the institutional linkage between SSB and Gosbank.
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and innovation in the Soviet Union. Foreign banks will remain reluctant to

enter the Soviet market, however, until the legal basis for their

activities and for credit operations generally is firmly established.

71. Finally, we would urge the Government to reconsider its 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 not been 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.

This same advice applies also to the Republican and local governments,

which may be tempted to take over one or more specialized bank branches as

their own state banks.

72. As a general principle, we recommend that a clear distinction be

maintained at all levels of government 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 subvert both decision-making processes. This suggests that, where

there is a public interest in promoting activities that are u'nable 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.
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Modernizing the Payments System

73. Well functioning financial systems require an efficient payments

system, providing fast clearing and settlement at both the central and

regional levels. This is a matter of utmost urgency in the Soviet Union.

At present, money transfers between banks in different Republics may take

weeks or even months to clear, involving huge implicit interest costs,

greatly complicating banks' liquidity management, and weakening overall

control of the money supply. Gosbank is presently seeking to modernize its

technological and institutional infrastructure for interbank payments

settlement, including the introduction of correspondent accounts not only

for the CCBs but also for the specialized banks and their successor

institutions and for public sector organizations whose budgets are

administered by Gosbank. The new system is expected to become operational

in 1991. Reforms in this area are also vital to the development of

securities markets, whose operations depend on efficient clearing and

settlement systems. It is advisable that the new payments system be based

on the most modern technology, allowing effective linkages with

international money transfer systems.

II. The Development of Securities Markets and Contractual Savings

Institutions

74. 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
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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 investment finance, 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.

A. Securities Exchanges

75. Plans are already in preparation for the establishment of securities

exchanges in Moscow and Leningrad, 2 7 and Gosbank is drafting related rules

and regulations based on Western models. The only securitized claims

currently 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 most prominent of which is the

State Agriculture Bank (SAB) discussed earlier (para. 19). The nature of

ownership rights conferred by shares and their negotiability remain

unclear.

Existing Securities

27/ A commodities exchange of sorts is already functioning in Moscow, with
the active support of the Moscow City Council. At present, it is

- essentially a trading room where participants can meet to make barter
deals; the exchange itself plays no role in executing deliveries.
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76. No private debt securities have been issued to date. However, some

government securities have been issued over time, in addition to the

certificates of deposit of the SSB. Three types of government securities

were being actively sold in 1990. Zero-coupon lottery bonds, due in 2002,

were first issued in 1982 and continue to be issued on an ad-hoc basis. As

of September 1990, some R 20 billion of such bonds were outstanding, and

the government expected to net about R 1 billion in proceeds during the

year. With the SSB serving as agent, the bonds are sold and redeemed at

par and can be put back at any time. The bonds are in bearer form and are

available in denominations of R 25, 50, and 100. (While fully negotiable,

it is not clear whether a secondary market for these bonds exists.)

Lottery drawings are held 8 times per year, and winning amounts ranging

from R 100 to R 10,000. Large winnings (R 5,000 and 10,000) can be applied

against the price.of Zhiguli or Volga automobiles and put the winner at the

head of the queue for these cars.

77. In late 1989, the government issued R 75 billion of 16-year, 5%

Treasury bonds (dated January 1, 1990) to be sold through the SSB. When

these bonds failed to sell, the government agreed to pay two coupons on

each interest payment date, effectively halving the maturity and doubling

the interest rate to 10%, and to reduce the issue to R 15 billion. As of

September, only about R 300 million had been sold. The n- are available

in denominations of R 250, 500, and 1,000, and the SSB i2 th-' sile paving

agent.

78. Purpose-oriented credit bonds are a securitized form of advance

payment by "investors" seeking to secure access to 16 specific commodities,
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mostly consumer durables, identified by the Council of Ministers. The

stated intention is to channel resources to expand production capacity for

the specified goods, but it is not clear whether this is, in fact,

happening. According to the 1990 Budget Plan, some R 5 billion of such

bonds were to be issued. The bonds are obligations of the Ministry of

Finance, with SSB once again serving as agent. The greatest demand has

reportedly been for bonds for automobiles and refrigerators.

79. The SSB has been issuing certificates of deposit since 1988, in

denominations of R 250, 500, and 1,000. These CDs carry a nominal maturity

of 10 years, with the interest rate graduated up to 4Z, depending on the

actual holding period. Information was not available on the amount of such

paper outstanding, and it is not clear whether the certificates are traded.

Legal and Regulatory Framework

80. 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 saleability of financial claims,

including equity shares, must also be clearly established. ift savrs ar- to

be induced to share the risks of enterprise. and if t '-ml M m7-afk- Ar

to play their role in providing the liquidity demanded by most potential

buyers of long-term debt or equities.
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81. To provide efficient intermediation of resources, and to enjoy the

confidence of both savers and issuers of securities, securities markets

must operate under clear rules and regulations. Potential buyers of

securities need reliable information, on the basis of which to judge the

financial strength and prospects of the enterprises and other entities

whose obligations he has the option to buy. Legislation is needed,

therefore, requiring accurate disclosure of information on the part of

those wishing to issue securities, with strong penalties for misinformation

or fraud. 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.

82. Securities investors must be able to rely with confidence on the

intermediaries--e.g., brokers--involved in market transactions. A system

is needed for the registration and licensing of broker-dealers, with

appropriate eligibility requirements concerning the experience, background,

capital base, etc. of the applicants. Following registration,

intermediaries must be held to high standards of professional conduct.

Market intermediaries should be required to disclose any financial interest

they may have in the securities they are intermediatinr. fa.rs and

investors should be protected against the potential monopoliJle,

collusive, or manipulative behaviors of brokers and large marbkt players.

Rules against insider trading are of particular importance. Antimonopoly

legislation should prohibit the fixing or manipulation of securities prices

and broker spreads and commissions. Competition should also be protected
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by appropriate restrictions on interlocking ownership and directorships

among financial institutions and enterprises. The integrity of the

exchange itself must also be assured, with strict qualifications set for

the exchange's own personnel and standards set out for member conduct.

83. For all these purposes, it is necessary that the law provide for the

establishment of a strong regulatory agency with jurisdiction over the

securities markets and with the authority to issue regulations applying to

all the market participants--issuers, intermediaries, investors, the

exchanges, and organizations providing the clearing services for exchange

transactions. It is important 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.

84. 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. Establishment of the necessary legal and

regulatory framework will take time, as will the training of regulatory

staff and emplacement of the required technological infrastructure.

Investor confidence will also be slow to develop in the unrt-aintv -f the

reform process and restructuring of the economy. The iscuan>- and trading

of government debt instruments could begin much earlier. howe'er. given the

relatively low risk to buyers. 2 8 Since most concerns about investor

28/ Government debt in the Soviet Union has not, in fact, carried low risk
historically. Payments have frequently been suspended, and interest rates
lowered unilaterally. As a consequence, government debt issues are viewed

Continued on next page
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protection do not arise with respect to government securities, secondary

market trading should be permitted and encouraged.

85. 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 and short-term instruments. These will be of greater

immediate appeal to savers, given past unfortunate experience with

government bonds and the inevitable uncertainties of the Soviet economy in

the next few years. Short-term government securities are likely to be

viewed by savers as a close substitute for government-guaranteed savings

deposits. Development of the market for such securities offers the

additional advantage of serving the interests of monetary policy, allowing

the authorities to affect base money through market means. Later in the

process, consideration might be given to the conversion of existing

government debt, which amounted to about R 400 billion at the beginning of

1990, into negotiable instruments.

86. A formal market for enterprise debt should await an adequate

regulatory framework, particularly as regards investor protection. No

market for long-term securities is likely to develop amid the uncertainties

of the transition process. A possible exception could be mortgage lending

by banks, which could be made an acceptable risk by the fviisility of

secure collateral. For a mortgage market to develop. h[ T-o?. li aTs

on property ownership and debt recovery would have to be in plac-. Short-

term corporate debt, consisting of bank CDs. commercials bills. and

Continued from previous page
with distrust, and the terms of a recent issue had to be substantially
revised (see para. 77) to attract even modest sales. It goes without
Continued on next page
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commercial paper could be encouraged to promote corporate liability

management. Seasonal fluctuations in the cash flow of agro-industrial

enterprises, for example, could be partially smoothed through the issuance

of short-term commercial paper during low-flow periods and investments in

short-term paper during periods when reserves build up. A market for

short-term corporate paper might develop initially with banks acting as

dealers.

87. The volume and types of equity issued will depend largely on the

plans adopted for the privatization of state enterprises (Chapter --). It

is expected that most medium and large-sized enterprises will be converted

into joint stock companies early in the reform process, the shares to be

held initially by State Property Funds. Subsequently, shares in the

individual enterprises, in mutual funds formed of a diversified package of

enterprise shares, or in the Property Funds themselves, would be sold to

other state bodies, enterprises, and individuals. Although it is advisable

to start now to develop the rules and regulations, including improved

accounting practices and disclosure of financial information, it is not

essential that the issuance and trading of the new equity shares commence

on the basis of rigorous standards. While the formal framework for share

trading is being developed, the informal issuance and trading of securities

is likely to grow. We do not recommend that government trv to stifle this

activity, which can play a valuable role in mobilizingz i 'i al ti

giving liquidity to the new ownership claims. Without a satisfactory

regulatory framework in place, however, government should not officially

Continued from previous page
saying that the government must establish itself as a dependable borrower,
if it is to attract voluntary financing.
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endorse or sponsor this activity, and should publicize the risks involved

to its participants.

B. Insurance

88. The only nonbank institutional investors in the Soviet Union

currently are insurance companies. 2 9 The State Insurance Company

(Gosstrakh) dominates the system, with a network of 6,000 branches and

240,000 employees. Like other state agencies, Gosstrakh is organized in

hierarchical layers in accordance with the several levels of government.

Every Republic has its own board of directors, as does every oblast. In

addition, inspection sites are located in each municipality and raion.

Gosstrakh offers households and enterprises about 30 different types of

insurance, covering life, health, work disability, and property. 3 0 Since

1988, however, a number of new companies have been organized as

cooperatives or other forms. Some of these have, in fact, been promoted by

Gosstrakh, along with municipal governments and industrial enterprises. It

has also entered into a joint venture with the Italian insurance company,

Instituto Nazionale dell'Assicurazione.

89. Gosstrakh's reserve funds, representing future obligations under

insurance contracts, totals some R 34 billion: it is not lar. howevpr.

29/ Existing pension funds do not manage investments. They are funded from
the state budget; a payroll tax on enterprises has heretofore 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.

30/ A separate company, Ingosstrakh, insures external activities--trade,
Soviet tourist abroad, transportation, etc.
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how this amount compares to its estimated actuarial liabilities. Some 41%

of Gosstrakh's annual gross income (premiums less insurance payouts) are

transferred to the state budget. This amounted to about R 1 billion in

1989. In the past, Gosstrakh's reserves were deposited in the Social

Investment Bank (SIB) at a fixed 3% rate of interest. Recently, however,

it has shifted a small amount of its reserve (about R 4 billion) to higher-

yielding CCB accounts.

90. Insurance companies in the Western industrial countries provide

large and stable sources of long-term finance, including housing finance,

and Gosstrakh and its present and future competitors should be viewed by

the authorities as potentially important elements of the Soviet financial

system. Gostrakh's immediate evolution depends on resolution of the Union-

Republic relationship. Some Republican branches have been more profitable

than other, and some have been loss-makers. A break-up of Gosstrakh would

increase the riskiness of at least some of the Republic operations and

could weaken the insurance industry's competitive position vis a vis the

banks.

C. Pension Funds

91. Pensions in the Soviet Union have historically h-on Findkd from the

state budget and a payroll tax on enterprises. The SSE ;bd th

paying agent, and a Social Insurance Committee in each district ("raion")

is responsible for pension administration. In 1989, approximately R 40

billion was received from enterprise payroll taxes, and R 70 billion was

paid out to retirees. The difference was covered from the state budget.
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Thus, pension funds have not been a source of financing for long-term

investment.

92. Under the State Pension Law enacted in May 1990, a new, self-

financing pension system is to be in place as of January 1, 1991. A new

independent institution is to manage all pensions in the country as well as

specific social welfare payments. Financing is to be provided by a 1Z

deduction from wages and a 25Z payroll tax on enterprises. Collection will

be the responsibility of the Republican branches of the new institution.

In addition, transfers from Republican budgets are to cover military and

other pensions. The head office of the pension fund is to manage surplus

funds with a view toward maximizing their return; its profits would be

exempt from taxation. The actual commercial viability of the institution

is in doubt, however. The rate of payroll tax has been significantly

reduced from the originally proposed level. The conditions for channeling

surplus funds collected at the Republican level to the all-Union level are

still to be negotiated, as well as the terms for payout in each Republic.

It appears likely that, for the foreseeable future, no surplus funds will

become available for investment.



Table 3.1: Overview of Soviet Banking System
(As of 9/1/90)

Institutions Loans Outstanding a/ Capital No. of No. of
Short Long Total branches employees
Term Term (Thousands)

------ (Billions of Roubles)---

Specialized banks 261.0 82.4 343.4 17.7 6 2 , 3 9 5b 435.8

Promstroibank 99.3 23.6 122.9 2.4 1,466 68.6
Agroprombank 109.4 43.1 152.5 3.7 3,374 91.4
Zhilsotsbank 33.9 7.7 41.6 0.8 716 40.6
Sberbank 0.3 8.0 8.3 1.0 56,637? 231.2
Vneshkonombank 18.1 - 18.1 3.1 33 4.0

Commercial and
Cooperative Banks 15.9 4.2 20.1 4.9 400-! n.a.

Gosbank 1.8 169 10.6

a/ To households and enterprises.
b/ Includes 52,347 agencies.
c/ Number of banks.

Source: Gosbank.



Table 3.2: Aggregate Balance Sheet of Commercial and
Cooperative Banks,a/end-June 1990

1990
End-June

(Millions of Roubles) (Percent)

I. Assets

1. Cash 134 0
2. Reserve accounts 542 2
3. Correspondent accounts 2029 9
4. Interbank claims 2855 12
5. Credits to enterprises 16359 69
6. Securities b 367 1
7. Factoring claims 646 3
8. Fixed Assets 157 1
9. Other assets 657 3

Total 23746 100

II. Liabilities

1. Statutory capital 3845 16
2. Loan loss reserves 295 1
3. Interbank deposits 6367 27
4. Other deposits 11646 49
5. Other liabilities 1451 6
6. Profits 142 1

Total 23746 100

a/ 330 institutions; Data are not consolidated.
bT Including participations.
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I. Introduction

1. Reform of the structure, ownership, organization, and management

of the Soviet Union's industrial enterprise sector is a fundamental aspect

of the transition to a market system. The transfer of responsibility for

production and marketing decisions from the central planning bureaucracy to

the individual enterprise managers is expected to make better use of the

latters' technical expertise and initiative and lead to greater efficiency

in resource use, faster technological progress, more rapid output growth,

and improved product quality. To achieve these objectives, however, the

simple devolution of authority over enterprise activities must be

accompanied by major changes in manager and worker incentives, the legal

and regulatory framework in which enterprises function; the manner in which

enterprises interrelate with one another and the communications and

transport networks that bring them together as buyers and sellers of

products; the sources, terms, and mechanisms of enterprise fif)nan: th

structure of enterprise ownership, internal control, and administratiorn:

the skills which managers bring to their complex tasks: and the manner in

which the society at large manages and finances housing, social insurance,

and other social expenditures currently assumed by state enterprises.
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2. After a brief overview of the industrial structure and pattern of

ownership and of recent trends in the Soviet Union, this Chapter focuses on

several interrelated aspects of industrial enterprise reform: the

denationalization and privatization of ownership, the demonopolization of

industry, enforcement of a hard budget constraint, and the management of

enterprises destined to remain, at least for the foreseeable future, under

state ownership.

II. Current Status and Trends

3. The total number of industrial enterprises in the Soviet Union has

changed little since 1970, actually falling slightly from just over 49,000

to under 47,000 through 1987 (Table 2.1). The average size of enterprises,

as measured by number of employees, has grown in virtually all sectors,

however (Tables 2.2-2.5), and is significantly larger than found in the

Western industrial countries. Moreover, the share of the largest

industrial enterprises in value-added has been growing over the past couple

of decades, in contrast, for example, to the United States, where smaller

enterprises have been increasing their share in recent years.

A. The State Enterprise Sector

4. State ownership remains the dominant form of enterprise ownership

in the Soviet Union, currently accounting for about 84% of the work force,

87Z of national income, and 89Z of fixed productive capital. Within the

state industrial sector, as a result of the transfer of ownership rights in

light industry and agroindustry, the share of Republican and locally owned
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enterprises has grown in recent years, accounting for about 35Z of sector

output in the first half of 1990.

5. Industrial production in most sectors tends to be highly

concentrated in one or a few enterprises. According to Goskomstat data

(Table 2.6), for example, in two-thirds of the 38 product groups included

under sledge-press machines, the largest enterprise accounted for 75Z or

more of total production in 1988, and the same was true for 60Z of the 38

product lines included in the tractor and agricultural machinery industry.

These data actually understate the degree of concentration; when broken

down to greater levels of product specificity, there is commonly only one

producer in the entire country. Data from the state supply commission

(Gossnab), for example, show that, for 87% of the 5,885 products included

in the machine-building sector, a single producer accounts for 100% of

deliveries to Gossnab (Table 2.7). A similar picture emerges from

disaggregated Goskomstat data, which indicates that some 30-40% of Soviet

industrial output is composed of goods produced on single sites. For

example, single factories produce 100% of sewing machines, 97% of trolley

buses, 100% of coking equipment, and so on (Table 2.8).

6. Even where more than one enterprise exists, the national

aggregates hide a high degree of regional monopoly power, prtected by

administered marketing channels; insulated ministerial lines of

responsibility, organized vertically through the various levels of

government; and generally poor communications and transportation.

Moreover, the industrial branch ministries tend to view the enterprises

under their control as merely cogs of the same wheel, assuring that their
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activities are coordinated, rather than competitive, and allocating and

transferring resources among them in complex processes of cross-

subsidization. Factories under the same ministry produce all of the Soviet

Union's hydraulic turbines, electrolytic tin plate, freezers, and so on.

7. The 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. While such monopoly power may

not be of great concern in a system of central allocation and

administrative pricing, the dangers inherent in this degree of market

concentration for the transition to a market system are evident. Moreover,

it is likely that in many sectors the current sizes of enterprises

significantly exceed optimum scales in terms of costs of operation.

8. At the same time that bureaucratic imperatives have led to extreme

concentration of production at above-optimum scales, other forces have led,

within the huge enterprises, to uneconomic vertical integration of

production, in which enterprises strive to meet their own input needs at

suboptimal scales of production. Principal factors contributing to this

phenomenon are the unreliability of input supply, resulting from the

increasingly inefficient and undependable centrally administered supply

system, the lack of an efficient wholesale market, and breakdowns in th-



-5-

transport system; and the vertical organization and jealously guarded self-

interests of the branch ministries responsible for the enterprises. 1

9. With the passage of the new Law of Enterprises in 1988, state

enterprise managers were delegated somewhat greater autonomy in production

decisions, with a system of state orders covering less than total output

capacity replacing the old mandatory production and delivery targets.

State orders still accounted for about 75Z of total production in 1990,

however, and 90Z or more for some industrial branches. More significant

has been the enterprises' greater control over financial resources, created

by a sharp decline in profits remitted to the state budget and increased

fungibility allowed for retained earnings. The resulting increase in

enterprise liquidity more than offset the contraction of bank credit

(Chapter -- ) and permitted, among other things, a rapid increase in wages

and social expenditures. 2

B. Nonstate Forms of Enterprise

10. Since 1988, the Soviet economy has seen the accelerating

proliferation of new enterprise forms, including cooperatives, leasing

arrangements, and newly defined small enterprises. Though not exactly

private (see paras. 19-26), these enterprises operate with substantial

independence from the state planning and allocation system, and managers

1/ As discussed in Chapter -- , enterprises also deal with the insecurity of

supply through widespread barter transactions and by hoarding of
inventories.

2/ Thus, wages rose an estimated 10% in 1990, despite falling industrial
output.
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have enjoyed greater freedom in production, pricing, wages, and employment

decisions. By October 1990, there were approximately 215,000 cooperative

enterprises, employing an estimated 5.2 million people, and accounting for

some 5-10% of GNP, and for just under 2% of fixed productive capital.
3

Some 39% of cooperative enterprises in 1990 were in the manufacturing and

construction sectors and accounted for about 49% of total cooperative

output. The most rapidly growing sector of cooperative activity over the

past year has been construction. In contrast, the number of cooperatives

in trade, restaurants, and other consumer services declined significantly,

possibly reflecting a deterioration in public attitude and growing

governmental restrictions (see para. 12)

11. Many cooperatives have been formed out of whole plants or work

units in existing state enterprises. They often operate on the basis of

leasing arrangements within the parent state enterprise. Goskomstat

reported that some 170,000 cooperatives were operating in this fashion (in

all sectors) during the first half of 1990. Some 1,900 free-standing

industrial enterprises were reportedly operating under leasing arrangements

during the same period (a more than 10-fold increase since 1988), enjoying

a growth of output of more than 4% over the previous year, compared to a

decline of 0.6% for industry as a whole. 4

31 This compares to under 14,000 cooperative enterprises, employing 156.000
workers in 1987. Of the 5.2 million persons employed by cooperatives in-

1990, approximately 65% were cooperative members, and the remaining 35%
were hired employees.

4/ It is not clear whether this difference is real or simply a statistical
result of the reclassification of enterprise modes. The data on
enterprise modes are, in any event, uncertain. Another source told the
mission that some 12,500 leasing arrangements have thus far been
officially registered.
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12. The Government's attitude to the growth of the cooperative sector

has been ambivalent. As indicated above, the cooperatives have enjoyed

greater freedom than state enterprises and, at first, also benefitted from

a lower rate of taxation. Some restrictions were placed on their fields of

activity, however, beginning in late 1988,5 and taxes and the prices at

which they could access inputs were sharply raised. Cooperatives are also

more dependent than state enterprises on the "gray" markets for their

inputs, and find more difficult access to sites and public services. Under

the tax reform to take effect in January 1, 1991, cooperatives will be

given equal tax treatment with state enterprises. Popular attitudes about

cooperatives expressed to the mission (largely in reference to retail

operations) were almost universally negative. They are widely

characterized as criminal, or at best antisocial, diverting supplies from

the official marketing channels and taking advantage of scarcities to

charge exhorbitant prices and make large profits.

13. Finally, about 1.2Z of the nation's fixed productive assets are in

the hands of private individuals. Individual ownership is still highly

concentrated in peasant agriculture, however (see Chapter -- ). In the

industrial sector, it is limited to small-scale artisan activities that

require no employed labor. Although the decree on small businesses issued

by the Supreme Soviet in mid-1990 appears to permit enterprise ownership by

individuals, it is too early to know how it will be interpreted in

practice.

5/ For example, cooperatives were prohibited from wholesale trade, natural

resource exploitation, and the sale of medical supplies and works of art.
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III. The Denationalization and Privatization of Enterprise Ownership

A. Background

14. In a system of private ownership, the value of an enterprise's

capital stock constitutes a major portion of its owner's(s') personal

wealth and a principal, if not only, source of his(their) personal income.

Neither the state nor anyone else bears a responsibility for protecting

owners against losses resulting from their enterprise activities; to a

considerable degree, therefore, an owner's present and future welfare

depends on the success of the enterprise. An owner thus has a direct

personal interest in assuring that enterprise capital is used efficiently

and is properly maintained, and that new capital acquisitions will

similarly be directed to profitable uses. He is further impelled by

competitive pressures to stay up to date technologically, replacing

machinery and restructuring plant and operations as needed to improve

product quality and minimize production costs.

15. Ownership of the means of production in the Soviet Union is

formally vested in the people as a whole. In the name of the people, the

state, through its various agencies and ministries at different

governmental levels, has exercised the basic rights of enterprise

ownership, making the basic production and pricing decisions and

determining how the capital stock would be used, maintained, and augmented.

Nevertheless, fundamental aspects of ownership have been missing for those

who have exercised its rights: especially, the ability to buy and sell

enterprise assets and a related personal stake in the long-term value of
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those assets. Soviet planners have placed the principal emphasis on

maximizing immediate physical production, with little concern for the waste

of capital and other inputs this might incur. Competition has not been

present to encourage innovation; indeed, the time needed to install new

equipment and teach the new worker skills required by changing technology

may often have been considered by managers to be too costly in terms of

short-term production losses.

B. Government Plans for Privatization

16. The Soviet authorities have clearly identified the ownership

problem as lying at the heart of the unsatisfactory performance of Soviet

enterprises, in terms of productive efficiency, product quality, and

general technological backwardness. As a consequence, the Basic Guidelines

for economic reform, approved by the Supreme Soviet of the USSR in October

1990, call for the "denationalization and demonopolization of the economy

and the development of enterprise and competition". As commonly used,

"denationalization" (sometimes translated as "destatization") means

establishing an enterprise as a financially 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 current income and their own property.

17. For a large enterprise, as described in the Guidelines,

denationalization would typically be carried out first through

"commercialization"--i.e., by converting the enterprise to a joint stock

company while still under public ownership. As proposed, ownership would
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initially pass to State Property Funds, which would act as holding

companies. Privatization through the sale of shares is seen as a

subsequent step for most medium and large denationalized enterprises, but

the need for denationalization and commercialization would apply equally to

those enterprises that are expected to remain in the public sector.

Smaller enterprises, on the other hand, could be quickly privatized without

going through the intermediate stage.

18. While details of denationalization programs are to be worked out

by the Union and Republican governments in their respective areas of

ownership--a discussion complicated by intergovernmental disputes over

enterprise ownership--the Guidelines propose that outright privatization

begin immediately in such activities as trade, restaurants, consumer

services, repair shops, construction, and small enterprises generally. The

denationalization and 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.

C. The Process of Spontaneous Privatization

19. While plans and measures to implement these Guidelines r1- heing

debated at all levels of government, the process of privatizatin ha-

already effectively begun with the rapid proliferation described above of

cooperative enterprises, leasing arrangements, and other devices by which

ownership rights are being devolved to managers and workers of state

enterprises. Although the legal basis for property rights in these new
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enterprise forms remains unclear (see Chapter -- ), the trend seems unlikely

to be reversed, and the challenge will be for those working to reform the

legal/regulatory framework to catch up and normalize the process now in

train.

20. During its stay in the Soviet Union, the mission visited a number

of enterprises representative of these various modes of operation. Many

had been hived off from existing state enterprises precisely in order to

gain the greater degree of managerial freedom that these new organizational

forms make possible. Although our observations are necessarily casual and

based on a very small sample, it does appear that greater managerial

freedom and responsibility has resulted in marked increases in the physical

efficiency and quality of production in these enterprises.
6

21. These positive observations must be tempered, however, in two

important respects. First, so long as the price signals to which these

enterprises are responding remain severely distorted, resources, even

though being used more efficiently in physical terms, still may be guided

to the wrong uses from the point of view of overall economic efficiency.

6/ One enterprise visited by the mission, a manufacturer of gears and

reducers, had been converted to operation under a leasing arrangement in

order to avoid closure because of the poor quality of its output. The

firm was also making substantial financial losses at the time of its

conversion. Under the new arrangement, the labor force continued at the

same level, but the number of managers was cut by 25Z. The firm achieved

a 50% improvement in productivity (in physical terms) during the first

year. While output prices remained the same, the enterprise succeeded in

negotiating lower prices from suppliers. Now profitable, the enterprise

has sold off some of its older equipment, raised wages, and is investing

in new equipment. According to present plans, by the end of the lease

period (12 years), the firm will have re-equipped its entire plant. The

managers intend eventually to convert the firm into a joint stock

enterprise and to privatize it formally.
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Private entrepreneurs responding to wrong price signals do not necessarily

give better results than central planners. Moreover, the dual price system

now established for state and nonstate enterprises has led predictably to

the diversion of inputs and retail merchandise from the state enterprises

and stores to the cooperatives and other nonstate modes of operation, where

they are sold at the higher uncontrolled prices. 7  The apparent

profitability of the new enterprises may thus derive, in part, from their

ability to take advantage of administered price distortions rather than

from superior economic performance.

22. Secondly, while many of the rights of ownership have been

effectively conferred on the new enterprise managers, neither they nor

those who employ them are able to derive any benefit, through sale, from

the growth of enterprise value. Moreover, they still do not bear the risks

of loss that would also attach to full private ownership. With the

important exception of those cooperative enterprises that have been started

with members' own resources, many enterprises under the new modes of

organization are starting with state-owned capital, for which they have

paid little or nothing out of their own pockets, and which they have no

right to sell. As a consequence, the managers of many of these enterprises

appear focused on short-term gain, with relatively little attention being

given to safeguarding and enhancing the long-term viability -t th-

enterprise and the value of its assets. Indeed, their incentivei may be to

appropriate and decapitalize those assets.

7/ Under present regulations, the cooperatives, et al., are supposed to pay

market prices for their inputs too, but it is widely reported that illegal

diversion is taking place. With prices in the market often several
multiples of state-controlled prices, such diversions are inevitable.
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23. The appropriation of enterprise assets is taking place in

essentially two ways. The first is the outright transfer of assets from

the state to one of the new modes noted above.
8 The other occurs in

cooperative units that remain within a larger state enterprise. Such

cooperatives use state-owned equipment in their operations, for which,

according to interviewed managers, the host enterprise charges a rent.

Formally, the host enterprise provides inputs only for the output that it,

itself, buys from the cooperative. In fact, however, the cooperative is

using the capital stock (and sometimes variable inputs, too) free of charge

to produce for sale or barter in the market. The proceeds of these extra

sales are then paid out to the managers and workers in higher wages and

salaries.9

8/ In one case, the managers of a construction materials enterprise were,

under special decree of the Council of Ministers, allowed to lease the

assets of the enterprise and, through equity investments and technical

assistance, build an association of enterprises, many of which resulted

from other leasing arrangements or employee buyouts of state enterprises

and their conversion to cooperative form. The central holding company

derives a substantial income flow from these enterprises. At the time of

the mission's visit, the association encompassed some 350 enterprises of

various forms in activities as diverse as banking, construction machinery,

transport, tourism, publishing, and the breeding of animals for fur. The

terms on which the associated enterprises had acquired their assets from

the state was unclear; they apparently brought no outstanding debt with

them. Also left unclear in its enabling decree is the legal status of the

original mother enterprise and the residual claim. if anv. f th j tat ,n
its assets.

9/ One enterprise visited by the mission was formerly producing consumer

goods as a small unit in a larger state enterprise. The unit was

converted into a cooperative, using space and equipment leased from the

parent company. Based on its success, the entire plant is now being

divided up into a family of cooperatives and small enterprises with only

an association headquarters continuing to function formally as a state

enterprise. In this way, the individual production units are able to

escape from wage controls and other bureaucratic interventions, while the

association as a whole retains its access to the state supply system and

to long-term credit.
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24. Even enterprises that are still formally state-owned are subject

to this process. In some cases, for example, several state enterprises

have been converted to joint stock ownership, and then they have jointly

established a bank which has purchased the shares. Although the state

remains the owner of all the enterprises in theory, it is unclear in

practice who should or does supervise them. The practical result appears

to be that power has been concentrated in the enterprise managers, who, at

no cost to themselves, are able to use the enterprise assets to pursue

their own economic goals, but who also have little or no incentive to

protect and enhance the value of those assets.

25. In short, enterprise control is already being effectively

privatized in the Soviet Union through the spontaneous process described

above, but no personal interest is being created in the maintenance and

enhancement of enterprise assets. Moreover, the risks of ownership remain

with the state. It is consequently urgent that a clear law of private

property be put in place, providing owners with the right to buy and sell

productive assets and guaranteeing them against arbitrary and uncompensated

expropriation of their property rights and assets, while setting out in

companion laws on contracts and bankruptcy the responsibilities and

material risks that ownership in a market system also confers. Only in

this way, along with thoroughgoing price reform, can successful transiLion

to the market be completed and individual decisions disciplined to

correspond to the broader public interest in efficient market-responsive

decisions at the enterprise level.
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Z6. There is also a political concern in the present process. In

addition to the public's general perception of cooperative activity as

profiteering, many Soviets resent what they see as the privileged access of

certain individuals to the ownership rights being conferred on the managers

of the new enterprise forms. While the mission is not able to confirm the

facts in this respect, it is widely believed in the USSR that many of those

acquiring economic power in the new enterprises, and in the process taking

ownership of state assets, are members of the traditional Communist Party

elite, the "nomenklatura", who are exploiting their rank and insider

information. Another line of popular belief is that many of the new

entrepreneurs are essentially criminals, emerging from the underworld of

black marketeers and speculators. On the one hand, it could be argued that

such people might be well qualified for leading the transition to the

market. On the other hand, however, this negative public image could

generate a serious backlash and impede that very transition. The process

of privatization clearly needs to be normalized and made more transparent,

with access open to all willing to risk their own resources in the process.

D. The Pros and Cons of Rapid Privatization1 0

27. We strongly support the importance being given by the Soviet

authorities to the divestiture of the state's ownership rights, vr the

nation's enterprises. The decentralization and clear definition of

ownership rights and responsibilities is, along with price reform, the most

10/ The present Chapter examines the privatization of industrial

enterprises. Questions related to the privatization of housing and of

agricultural land are discussed in Chapters -- and -- , respectively.
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urgent step in the transition to a market system in the Soviet Union. The

Basic Economic Guidelines, however, 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.

28. Early privatization, in particular, raises several problems. In

the first place, it is difficult to estimate the value of enterprises, when

relative prices are still unsettled, and their future prospects remain

unclear. In any event, 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 further 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

(see paras. 5-8). Two possible consequences of rapid privatization,

therefore, are that assets would be acquired at far below their actual

values, providing a windfall to buyers, and/or that asset ownership might

become concentrated in the hands of the few individuals who have the money

or political connections to acquire it.

29. While 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, rapid privatization of

larger enterprises would probably require some giveaway of the assets

concerned. The resulting widely scattered ownership of individual

enterprises, moreover, would be unlikely to result in effective monitoring
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and control of enterprise managers. It is 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. Finally, the privatization of enterprises prior to their internal

restructuring and the restructuring of the industries in which they operate

would confer undesirable monopoly power and profits on some parties, while

running the danger of saddling others with hopeless loss-makers.

30. On the other hand, while rapid privatization of shares in the

larger enterprises might reduce cash proceeds to the state, it would also

permit a wider distribution of assets seen as belonging to all the people.

The problem of enterprise control could be reduced by first transferring

the ownership of enterprises to Property Funds or holding companies, whose

shares would then be distributed to the public. This is not very different

from what is suggested for denationalized, but non-privatized enterprises.

The holding company, either directly or through a board of directors (para.

61), would exercise ownership control over its enterprises. Moreover, the

stake most new asset owners would see in the future income streams and

sales value of the assets could be more important than the purchase price

of the assets in providing appropriate incentives. At the same time, the

greater the share of their savings that new owners transferred t- the

government in exchange for the assets, the less they would h - i11 ma the

needed investments in enterprise restructuring and modernization. qonrethingz

they are likely to do more efficiently than the government.

31. Moreover, the counter case for gradual denationalization assumes

that the performance of the state enterprises can be improved, or even
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maintained at their present levels, during the course of a slower

transition. Given that poor enterprise performance has, to a considerable

extent, been the result of undefined ownership, it is doubtful such an

assumption would hold. Until and unless interest in the efficient use and

value of capital becomes imbedded in enterprise decision-making, the

nation's capital stock will continue to be wasted and dissipated. By the

same token, clear ownership and property rights must accompany rational

prices to achieve the desired demonopolization and efficient restructuring

of industry. As elaborated below (paras. 50-60), 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 stakes in the 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.

32. The proposed middle stage of commercialization of state

enterprises under the aegis of State Property Funds 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 akwavs worked

out well in practice, however. It has been found 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 the various reform programs and the Basic Guidelines have proposed.
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E. The Manner and Terms of Privatization

33. We support the basic approach set out in the Guidelines and

recommend that the denationalization and privatization be carried out as

quickly as possible. A mixed approach is called for, that may 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 Property Funds created for the purpose, with privatization proceeding

through the market sale of shares to individuals, nonbank financial

institutions, and other enterprises and organizations, either directly or

through mutual funds. We would not, however, encourage the sale of shares

to banks, both because equity investments, except in strictly limited

amounts, represent greater risk than banks ought normally take on, and

because of the inherent conflict of interest that could lead banks to lend

excessively to enterprises in which they hold an ownership interest

Direct Sale.

34. In the service sectors, the Government's proposal to sell assets

through open and well publicized auctions is an excellent one and should
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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 is

the 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. Sales proceeds would go to the government and could be

used to pay off any debts of the enterprises whose assets were sold and to

recapitalize the banks.

35. With respect to larger enterprises having multiple product lines,

or whose 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 to finance the

remainder with interest at normal terms.

Leasing.

36. Monthly lease payments could also be established by auction or.

alternatively, made equal to an estimated straight-line depreciation of the

value of the assets, plus a negotiated return to the lessor, and 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
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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.

37. Lessees would be free to organize their enterprise as they see

fit--joint stock company, cooperative, individual proprietorship, etc.--and

to alter their product lines and methods of production. It should also be

possible for lessees to sell lease contracts 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, if structured as suggested

above, the value of the original assets would have been entirely

depreciated, and any new assets would be fully owned by the lessee.

Enterprises that became unprofitable, either during or after the life of

the lease, whether because of mismanagement or changing market conditions,

would be allowed to fail.

Public Scrutiny of Sale and Lease Terms

38. To ensure against arbitrary and opportunistic behavior in the

valuation of assets, it might be desirable to establish a review procedur

for sales and leasing contracts, vested in an independent government agencv

answerable to the Union or Republican Parliaments. To avoid 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
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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.

Corporatization.

39. Large enterprises with indivisible production processes, or

otherwise not amenable to leasing, would operate as joint stock companies.

Shares might be distributed and held in two ways. A large (but less than

controlling) proportion of enterprise shares could be distributed free of

charge (or at very low cost) to all Soviet citizens (or citizens within the

jurisdictions of the governmental levels determined to hold ownership

rights over the respective enterprises).
1 1 To assure equity, given the

great uncertainty about share values at the beginning of the reform

process, the distribution could take place either as shares in an asset

pool--in effect, a mutual fund--or as vouchers entitling the holder to

later purchase of shares in the stock market. Such a distribution could

serve to widen both the sense of individual participation in the reform and

the ownership interest in improved enterprise performance.

40. Nevertheless, a controlling interest in the shares of the large

state enterprises would be held initially by state holding ':rmpani's (Stat-

Property Funds) independent of the line agencies or regulatory authorities

11/ Free distribution is consistent with the proposition that state

enterprise assets are owned by all the people, on behalf of which the

government acts as agent. A small proportion of each enterprise's shares

could be distributed preferentially to workers in the enterprise (see,

however, para. 44).
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of government, and charged with supervising the entities under their

control as commercial, market-oriented enterprises, and with husbanding the

long-term value of their assets. Prior to the development of an active

equities market, such concentration of control would continue to be

necessary to ensure that managers respond to owners' interests.

41. Enterprises should be accorded no preferential treatment from the

state by virtue of their public ownership. Moreover, to encourage

competition, enterprises producing the same goods or close substitutes

should not be owned by the same holding company. Dividends on shares held

by the Funds would flow to the state budget. To avoid owner/agent conflict

of interest prior to the privatization of share ownership and the creation

of an efficient equities market, dividend payments could be specified in

advance as a fixed percentage of after-tax profits.

42. Over time, as financial savings and markets grow, it is expected

that the State Property Funds would sell their shares to individual and

institutional investors, including mutual funds, pension funds and

insurance companies. Some shares could be transferred to national or

Republican pension funds to provide them an initial capital base.

Alternatively, or in addition to selling off holdings enterprise hv

enterprise, holding companies could, in effect, convert themseejsT- into

mutual funds, selling shares in their respective portfolios. Such

intention should 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.
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43. Another option, attractive for its absorption of part of the

monetary overhang (Chapter -- ), might be the advance purchase of shares in

the form of indexed government bonds, the proceeds of which could be used

after 2-3 years to buy the shares of enterprise and/or mutual funds.

Other issues.

44. The Basic Economic 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 enterprises have tended to concentrate 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, if at

all, substantially less than a controlling ownership be distributed on a

preferential basis to an enterprise's own workers, and that the 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 shars)

in the market.

45. Another issue concerns the treatment of the debts of existing

enterprises. Should these be assumed by the new owners? As a general

principle, debts in excess of a firm's assets should be written down and
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not passed on as a burden to the new owners. 1 2 In the case of 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.

F. Imposing a Hard Budget Constraint

46. Enterprises, whatever their ownership, 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 automatic credits from the financial

system. The imposition of a "hard budget constraint" means making

enterprises financially independent of these sources of assured financing.

Financial autonomy needs, of course, to be accompanied by managerial

autonomy that 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. The importance a hard

budget constraint, in turn, highlights the urgency of rapidly eliminating

existing price distortions. Otherwise, it could have the undesirable

result of making many relatively efficient enterprises financiallv

12/ Implications of this debt write down for the financial sector is

discussed in Chapter --. As suggested above, part of the proceeds of the
sale of government assets could be used to recapitalize the banking

system. To stretch out the impact on the state budget, the government

could take over the service of part of the enterprise debt (at the new,

higher level of interest rates) rather than writing it off.
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unviable, while encouraging the expansion of enterprises made profitably

only by virtue of the distorted prices.

47. We thus 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

Chapter -- ). Worrisome in this regard is the current tendency of branch

ministries and groups of enterprises to establish commercial and

cooperative banks. If these are used as vehicles for relaxing the hard

budget constraint on loss-making enterprises, it will jeopardize both

enterprise reform and the soundness of the banking system.

48. 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. Such

assistance can help avoid unnecessary declines in employment and outpit.

but there is also a risk that such special financing arrangements ould

channel resources to uneconomic and nonviable uses and become a substitute

for, rather than a complement to, the needed restructuring. Consequently,

these funds should be allocated according to rigorous economic criteria.

Moreover, as the stabilization funds are to be financed from budgetary
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resources, macroeconomic stabilization objectives will limit the resources

available for restructuring programs. As indicated in the Guidelines,

foreign investors can play an important role in the restructuring of Soviet

enterprises. They would only be willing to do so, however, under a regime

of clear ownership rights, and would do so efficiently only in a context of

rational prices. This is yet an additional reason why substantial price

reform and denationalization should be among the first steps of the reform

process.

49. Finally, it is important that the imposition of hard budget

constraints on enterprises be accompanied by the elimination of existing

differentials in the tax treatment of enterprises in accordance 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.

IV. Industrial Restructuring and Demonopolization

50. As seen above (paras. 5-6), production in most branches of Soviet

industry is highly concentrated, with a large number of important products

being produced at a single factory, and the production of other goods

produced under cartel arrangements centered in the industrial branch

ministries. While convenient for central planning purposos. thi: -nden-y

to huge scale and extreme concentration is intolerable in a market economy.

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.
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To assure that enterprise owners and managers are motivated to

reduce costs, raise quality, and satisfy the needs of their customers,

their freedom in a market economy to make production decisions must be

matched by buyers' freedom to choose among competing products and

producers. The possibility of enterprise failure, if customers' needs are

not met, places a firmer discipline on enterprise performance than the

administrative commands of planners. Currently, however, the development

of competition in the Soviet Union is stymied by a myriad of laws and

regulations that prevent the entry of new enterprises into the market, by

branch ministries that act to cartelize the enterprises under their

authority, by credit and materials allocation systems that favor existing

state enterprises, by poor communications and transportation, as well as

administrative trade barriers being set up between regions, etc. If

transition to a market economy is to succeed, these barriers to competition

must be dismantled, and government must act vigorously to encourage trade

rather than to thwart it.

A. Introduction and Maintenance of Competitive Markets

51. Governments in market economies have an important responsibility

for promoting and protecting competitive market conditions, and the Soviet

Government should act quickly to introduce an effective franewrklt of

antimonopoly laws and regulations along with the institutions to enforce

them. _Given the high degree of concentration and vertical integration of

Soviet industry, the behavior of dominant enterprises must be strictly

regulated to prevent them from impeding the emergence and growth of

competing firms. Effective powers must be provided to the anti-monopoly
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agency to restructure the dominant firms where feasible. The agency's

powers in this regard must apply to both private and state enterprises-.

52 Where competition already exists, the legal and regulatory

framework should ensure the freedom of new enterprises to enter an

industry, prevent collusion among enterprises, and discourage predatory

behaviors that might lead to the monopolization of an industry (see Chapter

-- ). Artificial barriers to entry, such as the so-called "profile

restrictions", should be abolished to permit existing firms to seek out new

opportunities wherever they may exist. The control of ministries over

enterprise activity should be eliminated. The current tendency, encouraged

by some branch ministries and local governments, for enterprises to join in

large associations and conglomerate "concerns" is especially worrisome in

this regard. There is a very delicate balance to be maintained between the

legitimate freedom of association to formulate and defend group interests

and the cartelization and exertion of economic power to the detriment of

competition and the public. Inter-regional trade barriers, such as have

recently been imposed by some Republican and local governments, must also

be avoided. The various enterprise forms should also be put on an equal

footing in all aspects of government regulation, taxation, and access to

public services.

53. The investigative and enforcement powers of the anti-monopuly

agency, as expressed in the existing draft legislation, need to be

substantially strengthened. To this end, the possibility of substantial

fines and criminal penalties should be added for both failure to cooperate

with investigations and substantive violations. Given the complex economic
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analysis required to identify many practices as anti-competitive, it is

advisable that a specialized Competition Tribunal be established to hear

private actions or appeals from agency decisions, rather than the normal

court or "arbitrazh" systems (see Chapter -- ).

54. One major barrier to the entry of new industrial enterprises is

the highly monopolized state supply system. As indicated above (para. 34),

the breakup and privatization of wholesale trade should be among the first

priorities of economic reform. The establishment of a market for lease

rights, permitting their ready purchase and sale between private parties,

would also greatly facilitate freedom of entry and exit. The continuing

desire of many local governments to maintain control over property leases

runs counter to this requirement.1 3 Finally, a bankruptcy law (Chapter -- )

is needed to provide for orderly restructuring or liquidation of failing

enterprises in a way that provides transparent and reliable protection of

the interests of owners and creditors.

B. Industrial Restructuring

55. Some Soviet industries--e.g., steel and petrochemicals--appear

significantly oversized, and the demand for their output at appropriate

relative prices are likely to be far below (perhaps as much - ) ha1-row)

13/ Governments do have a responsibility to regulate the location and

nature of industrial activities for a variety of public purposes, such as

preservation of the environment and avoidance of public health hazards.

Thus, all market economies impose zoning restrictions, health regulations,

etc. Where possible, however, these are best done through general laws

and regulations with penalties on offenders, rather than through the
detailed ex ante review of all proposals, giving arbitrary authority to

government agencies to delay and stop property transfers.
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present capacities. Such situations, on top of inefficient organization

and backward and highly capital-intensive technologies, present special

problems for privatization. In these situations, a more managed approach

may be required, in which plans are formulated for the overall

restructuring and modernization of the industry--including the elimination

of excess capacity, phasing of import liberalization, writing off of

assets, the retraining of workers, etc.--prior to the commercialization and

privatization of the surviving assets.

56. In the course of reform efforts over the past decade, the Soviet

authorities have expressed growing concern about the composition of

industrial output, noting particularly the historical emphasis of heavy

industry at the expense of consumer goods and the more recent objective of

converting defense industries to non-military uses. Reflecting these

concerns, enterprises in the military complex have been increasingly pushed

into the production of consumer goods, usually alongside their normal

operations, even though the two manufacturing processes may bear little

relation to one another and offer no economies in the use of plant and

equipment. It is virtually impossible to judge, however, what underlying

comparative advantages the Soviet economy might enjoy in the industrial

sector, until domestic prices have been freed, and a beginning is made to

integrate into the world economy.

C. Market Forces for Demonopolization and Restructuring

57. These necessary state interventions notwithstanding, we would see

most industrial restructuring and demonopolization occurring, in large
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measure, as an outcome of the market process itself, rather than as an

administered prerequisite to the introduction of market forces or the

reform of ownership. Enterprise owners disciplined by market forces are

generally in the best positions to determine which lines of activity to

shed, which to expand, and so on. The market itself can thus provide the

pressures to eliminate inefficient vertical integration of production. It

can also guide the expansion of consumer goods production, including, where

efficient, the conversion of military enterprises.

58. The removal of quantitative restrictions on imports, coupled with

reasonable tariff levels, would put an effective ceiling on the ability of

domestic enterprises, even where there is only one, to raise prices on

tradeable goods. This ceiling would be lowered as tariffs were reduced

over time (see Chapter--). Nevertheless, enterprises enjoying monopoly

power could, as prices are freed, and to the limits set by import

competition, be expected to exploit that power by raising their prices.

Moreover, the pricing of nontradeable goods would not, by definition, be

limited by competition from abroad. There would thus be a period in which

monopolistic enterprises succeeded in garnering abnormally high profits.

But, it is precisely those higher profits which, in a market economy, would

attract new entrants and provide the desired competition. Thus. in those

activities where new entry were relatively easy. demonopolizati ou 11

expected to take place over time as a result of market forceq. Tn

contrast, price controls and "excess profits" taxation would discourage
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market entry. Consequently, by seeking to limit the benefits to the

monopolist, such an approach might serve to perpetuate the monopoly.1 4~

59. 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.

V. The Management of State-Owned Enterprises

60. The establishment of financial discipline through imposition of a

hard budget constraint (paras. 46-49) is an essential first step in

improving the management of state enterprises. At the same time, 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. 39-43), the authorities will

still have 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 th-

public holders of enterprise shares and the enterprise manar: that ther

employ.

14/ High 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.
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61. The 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. The Government should clearly declare in this regard that

the basic objective of the Property Funds is to promote the current and

long-term profitability of the enterprises under their control, subject to

the discipline of competitive markets. The Property Funds 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 prevent the entry or exit of enterprises, or to

tilt public policies and the enforcement of regulations to give their

enterprises a competitive advantage over others. While the Property Funds

would 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 would monitor and assess

enterprises' performance in this regard, they would not interfere in the

daily management of the enterprises. 1 5 In the interest of limiting owner

losses, the Fund 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.

62. Given the complexity of supervising the activities of large

numbers of enterprises in different sectors, we would expect that th-

Property Funds would exert their ownership rights through boards of

15/ As indicated in the Guidelines, the social responsibilities of

enterprises would 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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directors. Board members would be appointed and held responsible for their

performance by the holding companies. The composition of the boards should

include technical experts in the fields of the enterprise's activity as

well as legal and financial experts. The boards would be directly

responsible for setting enterprise policies monitoring performance, and

hiring, evaluating, rewarding, and, as necessary, dismissing enterprise

managers. Enterprise managers, operating under the policies set by their

respective boards of directors, 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.

63. Implicit in this reorganization of enterprise ownership, control,

and management is a dramatic change in the roles and responsibilities of

the existing branch ministries. Indeed, it is expected that most of these

ministries would disappear, as some already have. One possibility would be

to consolidate them into a single Ministry of Industry, whose functions

would include formulation and monitoring of the government's overall

industrial policies, study of sectoral policy issues, etc. It would not

become involved, however, in the control or management of enterprises.

VI. The Training of Enterprise Managers

64. 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. Most higher-level enterprise personnel encountered by
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the mission were production engineers and technicians, who were quite

comfortable discussing production processes and design, but knew little

about the enterprise's finances, the needs of its customers, etc.

Financial directors knew the details of enterprise balance sheets but

little of the performance analysis,.cash and risk management techniques,

etc. required of managers of market-based enterprises. Individual managers

varied widely in their willingness to take initiative in the uncertain and

rapidly evolving Soviet environment. The variation appeared to reflect, in

part, the signals being received from their respective ministries.

65. 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, including

marketing, advertising, cost control, quality control, and other elements

of management long removed from the principal concerns of Soviet enterprise

managers. Some of these programs are being carried out in collaboration

with foreign educational institutions. Such contacts should be encouraged

and expanded. Thus far, however, these programs appear to be aimed

primarily at top managers--CEOs and their closest deputies. Enormous

needs, however, remain largely untreated at the middle and lower managerial

ranks. Must of this training will have to be provided. as it iz in most

Western enterprises, within the enterprise itself. Training and

orientation to their new roles will also be needed by the many indjiidulal

who will be expected to sit on enterprise boards of directors.

66. Management training obviously offers one useful focus of external

assistance. Programs now under way in several East European countries
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might offer useful examples of how to attract and achieve maximum benefits

from such assistance. The authorities might also consider, on a pilot'

basis, the use of management contracts, under which experienced foreign

enterprise managers (perhaps retired from Western firms) could be brought

in under fixed-term contracts to reorient the operations of selected

enterprises and to train their managerial replacements.



Table 2.1: Number of Soviet Industrial Enterprises, by Sector, 1970-87

1970 1980 1985 1987

Electric power 1,569 1,431 1,434 1,424

Fuel industry 1,453 1,135 1,186 1,179

Metallurgy 619 674 705 711

Machine building 8,046 8,906 9,346 9,238

Chemistry & petrochemistry 1,107 1,043 1,079 1,072

Timber, woodworking, pulp

and paper industries 6,568 5,330 5,457 5,547

Construction materials industry 4,755 3,905 3,940 4,336

Light industry 8,727 7,972 7,889 7,960

Food industry 10,649 8,186 8,790 9,554

All Industry 49,383 44,172 45,691 46,840

Source: Goskomstat.



Table 2.2: Average Size of Industrial Enterprises in the USSR, 1970-87

(Number of Employees)

Branches 1970 1980 1987

Electric power 408 531 604

Fuel industry 1,047 1,427 1,476

Metallurgy 3,231 3,264 3,094

Machine building 1,491 1,752 1,796

Chemistry & petrochemistry 1,418 1,850 1,856

Timber, woodworking, pulp
and paper industries 429 518 489

Construction materials industry 421 563 530

Light industry 573 652 641

Food industry 263 366 314

All Industry 640 835 813

Source: Capelik, V. E., "Antimonopoly Policy in the USSR," (mimeo), 1990.



Table 2.3: Size Distribution of Soviet Industrial Enterprises

as of January 1, 1988

Number of

Size Brackets Number of Employees Share of Share of

(Number of Enterprises (Thousands) Enteprises Employees

Employees) (Percent) (Percent)

Total 43,320 34,319 -- --

up to 100 11,821 607 27.3 1.8

101-200 8,331 1,216 19.2 3.5

201-500 10,300 3,325 23.8 9.7

501-1000 5,690 4,011 13.1 11.7

over 1000 7,718 25,160 16.6 73.3

of which

1001-5000 5,991 12,410 13.8 36.2

5001-10000 771 5,350 1.8 15.6

10001-20000 309 3,933 0.7 11.5

over 20000 107 3,468 0.2 10.5

Source: Goskomstat.



Table 2.4: Size Distribution of Employment in
Soviet Industrial Enterprises,

Selected Sectors, 1987

Up to 100 over

Industries employees 101-500 501-1000 1001-10000 10000 Total

(Thousands of Employees)

Ferrous
metallurgy 0.8 35.5 29.3 543.9 839.5 1,448.9

Non-ferrous
metallurgy 0.5 15.9 27.0 525.1 176.2 744.7

Chemical 2.5 62.8 83.2 1,056.0 192.9 1,397.4

Petrochemical 1.3 18.7 25.3 310.7 92.3 448.4

Motor-car and
bearing 0.4 18.4 32.4 504.3 739.0 1,294.4

Cement -- 1.9 19.2 83.8 -- 104.9

(Percentage)

Ferrous
metallurgy 0.0 2.4 2.0 37.4 58.2 100.0

Non-ferrous
metallurgy 0.1 0.1 3.6 70.6 23.6 100.0

Chemical 0.2 4.5 5.9 75.6 13.8 100.0

Petrochemical 0.3 4.2 5.7 69.2 20.6 100.0

Motor-car and
bearing -- 1.5 2.5 39.0 57.0 100.0

Cement -- 1.8 18.3 79.9 -- 100.0

(a) Enterprises up to 5000 employees.

Source: Goskomstat data (1988).



Table 2.5: Distribution of Soviet Industrial Enterprises
Selected Sectors, 1987

Up to 100 over

Industries employees 101-500 501-1000 1001-10000 10000 Total

(Number of Enterprises)

Ferrous
metallurgy 11 131 43 151 42 378

Non-ferrous
metallurgy 8 59 36 162 11 276

Chemical 38 247 115 288 15 703

Petrochemical 16 71 35 89 7 218

Motor-car and
bearing 7 59 44 136 22 268

Cement -- 8 25 49 a/ -- 82

(Percentage)

Ferrous
metallurgy 2.9 34.6 11.4 40.0 11.1 100.0

Non-ferrous
metallurgy 2.9 21.4 13.0 58.7 4.0 100.0

Chemical 5.5 34.9 16.4 41.1 2.1 100.0

Petrochemical 7.4 32.5 16.0 40.9 3.2 100.0

Motor-car and
bearing 2.6 22.0 16.4 50.8 8.2 100.0

Cement -- 9.8 30.5 59.7 a/ -- 100.0

(a) Enterprises up to 5000 employees.

Source: Goskomstat data (1988).



Table 2.6: Distribution of Industrial Product Groups by Output
Share of Largest Producer, 1988

Share of Product Groups Number

Branches Included in Bracket of Product

Groups in
Branch

100-75% 75-50% 50-0%

Power machines 64.7 14.7 20.6 34

Railroad machines 23.0 46.2 30.8 13

Lifting-transport machines 18.1 18.2 63.7 22

Oil & chemical machines 12.4 18.8 68.8 16

Construction & roadbuilding

machines 16.7 58.3 25.0 12

Metallurgical equipment 23.5 35.3 41.2 17

Sledge-press machines 65.8 23.7 10.5 38

Motor cars & bearings 22.7 22.7 54.6 22

Tractors & agricultural
machines 60.5 15.8 23.7 38

Machines for livestock farming
and fodder crops 63.3 16.7 20.0 30

Electrotechnique 4.7 14.3 81.0 21

Ferrous metallurgy 30.3 51.5 18.2 33

Chemistry and timber industry 6.5 6.5 87.0 31

Consumer goods 23.5 29.4 47.1 17

In all branches 36.6 24.1 39.2 344

Source: Based on Goskomstat data. Calculations presented in Capelik, V.E., op

cit.



Table 2.7: Concentration of Deliveries to State Supply Agency,
by Product Group, 1988

Percent of Branch in Bracket

Bracket Machine Chemical For Social

(Number of Building Metallurgy & Wood Construction Sphere

Producers)

1 87.0 27.9 46.7 30.0 44.9

Z-3 7.8 28.4 27.6 28.9 20.7

4-6 2.7 20.7 13.1 12.2 12.9

7-10 1.0 9.6 5.1 17.8 9.0

11-20 0.7 7.2 4.3 5.6 8.6
Z- 0.8 6.2 3.2 5.5 3.9

100.0 100.0 100.0 100.0 100.0

Number of
Product Groups 5885 208 1225 90 256

in Branch

Source: Data of Gossnab; Calculations taken from Capelik, V.E., op cit.



Table 2.8: Share of Largest Producers in Output of Selected Products, 1988

Product Producer Z of Total Production

Consumer Goods
Sewing machines Shveinaya Association, 100

Podolsk

Automatic Electrobytpribor Factory, 90

washing machines Kirov

Transport
Trolley buses Uritsky Factory, 97

Engels
Forklift trucks Autopogruzhchik Association, 87

Kharkov

Diesel locomotives Industrial Association, 95
Voroshilovgrad

Electric locomotives Electric Locomotive Plant, 70

and trains Novocherkassk
Tram rails Integrated Steek Works, 100

Kuznetsk

Metals
Reinforced steel Krivoy-Rog-stal, 55

Krivoy Rog

Construction Equipment
Concrete mixers Integrated Mill, Tuva Works 93

Road-building cranes Sverdlovsk Plant, Sverdlovsk 75

Locomotive cranes Engineering Plant, Kirov 100

Oil, Chemicals and Chemical Engineering

Polypropylene Neftkhimichesky Combine, Perm 73

Deep-oil-well sucker rods Ochesk Engineering Plant, 87
Ochesk

Sucker-rod pumps Dzerzhinsky Engineering Plant, 100
Baku

Hoists for coal mines City Coal Machinery Plant, 100
Donetsk

Coking equipment Kopeisk Engineering Plant, 100
Chelyabinsk



Products Produced by Two or More Factories Run by the Same Ministry

Power Engineering
Hydraulic turbines Metallurgical Works, 100

Leningrad; Turbines Plant,
Kharkov; Pipe Building Factory,
Syzran

Steam turbines Metallurgical Works, 95
Leningrad Turbines Plant,
Kharkov; Turbo-motor Plant,
Sverdlovsk

Metals
Electrolytic tin plate Magnitogorsk & Karaganda 100

Rolled stainless-steel Pipe factories, Nikopol 96

pipes and Pervouralsk

Consumer Goods
Color-photography paper Positive film, Leningrad 100

and Positive film, Pereslavl

Freezers Freezers Association and 100
Plants, Kishinev and
Kranosyarsk

Source: The Economist, August 11, 1990, p. 67.
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I.Introduction

1. In a system of central allocation of real resources, such as has

existed until recently in the Soviet Union, prices have generally been

viewed as playing largely an accounting role with little effect on

consumption, investment, or production decisions. Prices that remained

fixed for long periods of time at levels unreflective of the forces of

supply and demand were treated to be of little consequence, the efficiency

of resource allocation depending instead on price-insensitive

administrative decisions. Even with the focus on physical balances,

however, it is likely that the low prices maintained, for example, on such

basic industrial inputs as energy and steel, both reflected and helped to

perpetuate the low priority given by planners to economization of those

resources.1/ Inadequate investment in housing and poor maintenance of the

existing housing stock may also be attributable, in part. to the low

financial flows to the responsible government agencie that hlz stI

1/ In 1986, the Soviet Union consumed US$ 7.71 worth of oil -quivalent (atf
international prices) per $10.000 of GDP, compared to an unweighted
average for the five major industrial countries (U.S.. Japan, Germany.
France, and the U.K.) of $4.28. Moreover, while the industrial countries
were reducing their energy use per dollar of GDP by 25% between 1973 and
1986, the ratio in the USSR rose by 15Z. (Source: Angus Maddison, The
World Economy in the 20th Century, OECD Development Centre Studies, Paris,
1989.)
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from low rents. At the same time, household consumption patterns have been

influenced by the heavy subsidization of particular foodstuffs.

2. Whatever the influence of prices under central planning, they

become crucial as allocation decisions are decentralized to enterprises,

and those enterprises are placed increasingly on a self-financing basis.

The need for massive price adjustments is widely recognized in the Soviet

Union and is a central element of all the major economic reform proposals

that have been put forward. General agreement does not exist, however, on

either (i) the timing and speed of price correction or (ii) the extent of

future price administration.

3. Even among many advocates of radical reform in the Soviet Union,

there is misunderstanding of price determination and the role that prices

play in a market economy. In an economy long managed by highly visible

hands, many interpret the stated goal of moving to a market system as

simply meaning the decentralization of price-setting decisions to lower

levels of government. While Western economists view prices as the signals

to which producers, actual and potential, respond, Soviet economists argue

that prices cannot be freed until scarcities are eliminated, supplies are

stabilized, and monopolies are broken up.

4. In addition to conceptual differences. there ars si.nifi.ant

economic concerns that inhibit rapid price liberalization. including the

fear of an explosive wage-price spiral, of large-scale bankruptcy of

enterprises and displacement of workers, and of severe declines in the real

incomes of large numbers of citizens. On the other hand, as will be



-3-

discussed further below, these same dangers exist in a do-nothing or even

in a slow-adjustment scenario. All three involve economic difficulties in

the coming months. The question to be answered by Soviet authorities is

which option offers the most acceptable trade-off between likely short-term

costs and prospects for stability and growth in the medium term.

II. The Present System

A. Price Administration

5. Like most aspects of the Soviet economy today, prices and the

manner of their determination are in a state of flux and confusion.

Superimposed on a formal system of price controls, whose administration is

itself divided among several agencies at each level of government, are (i)

"contract" prices, negotiated by enterprises within administratively set

limits and later converted to "list" prices by Goskomtsen, the state price

control agency; (ii) a rapidly growing "gray market", where cooperatives

and other nonstate forms of enterprise pay more for their inputs and enjoy

greater freedom to set their own prices, and (iii) a highly segmented and

also rapidly growing "shadow economy", including barter markets, where both

state and nonstate enterprises acquire needed inputs or scarce consumer

goods for their workers. The analysis of prices is Furth- 'mpli'atd b

the wedge between seller and buyer prices placed by turnover .axTran'd

subsidies at rates that vary widely from one industrial branch and prodluct

to another. For all these reasons, available price information and price

indices, which generally refer to official prices, thus present a

misleading picture of both price levels and trends.
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6. The prices of most goods and materials exchanged among industrial

enterprises are, in theory, set by Goskomtsen at its all-Union and

Republican levels. Producer prices in a particular industrial branch, at

the time they are set, are generally based on the branch's average costs of

production, plus a normative markup, building in some incentive for

individual enterprises to hold costs down. Demand is not taken into

account in the pricing decision. Moreover, infrequent revisions, weaken

cost-price relationships over time.2/ Although the official prices of

specific items remain fixed for long periods of time, old products

disappear from production, and new products are continually being

introduced, to which new prices must be assigned. The branch ministry

usually assigns a provisional price on the basis of cost data submitted by

the enterprise. This price must later--often several years later--be given

final approval by Goskomtsen, which may conduct a thorough review of

costing at each stage of the production process as well as a comparison

with the costs of similar goods at other enterprises.

7. In reality, it is impossible for Goskomtsen to review more than a

fraction of the price proposals brought to it each year and to evaluate

more than a handful of those rigorously.3/ Consequently. most prices

between the major revisions are, in fact. set by the Interprirn and brath

ministries in accordance with rules set down by Goskomtsen. Th s

2/ Major price revisions were carried out in 1949. 1967. 1973, and 1982.

3/ It was estimated in 1985 that Goskomtsen was reviewing some 200,000

price proposals a year, or about 42% of the total submitted to it. Only a
small fraction of these were reviewed in detail. (Data cited in Ed A.

Hewett, Reforming the Soviet Economy: Equality versus Efficiency, The

Brookings Institution, Washington, 1988, p. 192.)



-5-

probably considerable exploitation of the opportunity to introduce minor

innovations as new products, but nevertheless keeping price increases

within tactical limits to avoid provoking a later Goskomtsen audit. It

also appears that ministries try to push prices above the average cost

level for the branch in order to avoid losses in the less efficient

enterprises.

B. Industrial Input Prices

8. As noted above, official industrial prices have been

comprehensively adjusted only infrequently. Prices for such basic inputs

as electric power, fuels, and metals have changed little during the interim

periods. Whatever may have been the relationship to external prices

initially, the present internal structure of prices bears no relation to

relative prices in international markets.4/ Table 1.1 illustrates the wide

variation from international price relationships. The domestic price of

oil relative to electricity, for example, is less than one-third the

comparable ratio in the world market; the same price relative for scrap

steel is about one-seventh the world market ratio; while the relative price

of ammonia is almost twice the world market ratio.

9 With input and output prices bearing little relation t suppiv and

demand, enterprises, as a matter of necessity. have t'und a f1

introducing some flexibility into the otherwise rigid price v';term. te

common vehicle for price adjustment, as alluded to above. is the

4/ Rather than adapting internal prices to world markets, a differential
system of taxes and subsidies is used in the Soviet Union to bring import
prices into conformity with domestic prices. (See Chapter --. )
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introduction of a "new" product, which may in fact vary little in cost,

quality, or productive value from the old product, but which is put forward

for revaluation by Goskomtsen. Goskomtsen is not equipped to evaluate all

such proposed increases closely, and the branch ministries have no

incentive to do so. Prospective customers for a "new" intermediate good,

who are not themselves subject to budgetary constraints, find little

difficulty in acceding to its higher price. The result may be further

distortion of relative prices, insofar as prices in multiproduct and

nonstandard product industries (e.g., machine tools, consumer durables) are

inherently less easy to control than are the prices of single, mass

produced standard products (e.g., electric power, metals, bulk raw

materials).5/

10. State orders were still intended to cover about 75% of production

in 1990 and to fall rapidly thereafter. However, the greater freedom

enjoyed by many enterprises to make their own production decisions (see

Chapter -- ) has come at a cost in terms of the loss of guarantees of input

deliveries from the state supply system. At the same time, new supply

channels (wholesale markets) have been slow to form.6/ In addition,

production problems and the diversion of raw materials and intermediate

5/ Another implication is a significant underestimatiTon -f inf Ilin. as

indices continue to be calculated on the basis of th- "'ld" 1"..r'ts,
which may in fact have largely disappeared from production, -Ind a

consequent overestimation of real output growth. An effort- i; now under
way among Soviet statisticians to correct price indices and real output
series for this "hidden" inflation.

6/ According to Goskomstat, 17% of the sales of producer and technical
goods (i.e., excluding consumer goods, electricity, and heating) occurred
through the wholesale trading system in 1989. The development of

wholesale markets has been inhibited, in part, by the continuing existence
of criminal sanctions against "speculation" (see Chapter -- ).



-7-

goods from the official system into the "shadow economy" has resulted in

uncertain supplies even for deliveries still tied into official supply

channels. Thus, according to the state statistical agency, Goskomstat, 24Z

of state industrial enterprises failed to comply with their contractual

obligations for the supply of products during the first eight months of

1990, compared to 21% during the same period the previous year.

11. The enterprises visited by the mission all reported spending

substantial time and energy searching for needed inputs in the barter

markets and lining up stocks of goods to trade in that market.7/ More than

one producer reported exporting goods below world market price in order to

acquire imported goods (e.g., VCRs) that could be traded internally for

production inputs, food for workers, or construction materials for worker

housing.8/ Nevertheless, the extent of actual shortages of industrial

inputs is unclear. Total production does not appear to have fallen much

thus far, and, given that the production of most raw materials and

intermediate goods is highly concentrated in a few enterprises, even in

barter markets the buyers must be acquiring the bulk of their production

inputs from traditional suppliers. Enterprises also report using the

barter markets for obtaining consumer goods, including housing, for their

workers, thus evading the closer monitoring and control placed on money

wages.

7/ Another reaction to insecure input supplies, of course, is to accumulate
large inventories of inputs, an activity also encouraged by low interest
rates on enterprise deposits and loans (see Chapter--), as well as by
expectations of future price rises.

8/ Such activity was also reported in an interview with a foreign commodity
trader.
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12. Most barter trade would appear to represent, therefore, a

mechanism for surreptitiously accommodating changing price relationships.

Input costs are clearly rising. With the price controls most effective at

the end of the production chain--i.e., final consumer goods--the profits of

consumer goods producers must be getting squeezed, except to the extent

that they are, in turn, able to divert production themselves to the gray

markets or, by leasing or reorganizing as a cooperative or other business

form, to avoid retail price controls. In any event, rising production

costs are probably one cause of the reported 48% increase in inter-

enterprise debt between August 1989 and August 1990.

13. The costs to the economy of supply uncertainties and diversions of

resources and managerial time, as well as related transport costs, are

undoubtedly high and becoming more serious. There are limits to the level

of activity that can be supported by these means in an economy as complex

as that of the Soviet Union, and falling industrial output may be a sign

that the system is operating very close to those limits.

C. Consumer Goods Prices

14. Reflecting a long-standing official commitment to retail price

stability, the official prices of consumer goods at th1 -tIt 1Iup-1 have-

been even more stable than producer prices: some have noi 1 -een 'hanVJTd for

30 years or more. The official consumer price index has hardly risen by

one percent per year, and most of this movement is explained by sharp

increases in the prices of alcoholic beverages since 1980. Not reflected

in the stability of prices, however, have been the real costs to consumers
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and to society as a whole, as goods have instead been rationed by store-by-

store searches and long queues, favoritism, and corruption; and rising

production costs have been covered by growing budgetary subsidies.

Frequently, particularly in the smaller towns and rural areas, many goods

are not available at all at the official prices. The impact of these

shortages on work incentives is revealed in the common worker saying in the

USSR that "we pretend to work for the money they pretend to pay". Also not

captured by the official data is the rapidly growing proportion of consumer

goods and services production and sale accounted for by nonstate

enterprises at significantly higher prices, and the apparently growing

diversion of goods from official to nonofficial channels.

15. Table 1.2 shows the extent of budgetary subsidization of selected

food products. In 1986, for example, the average retail price of butter

covered only 40Z of the cost to the state of its purchase, transportation,

processing, and sale. If budgetary support and credit forgiveness to the

state farms are added in, the total cost to the state was three times the

retail price. As discussed in Chapter -- , fiscal subsidies for

agricultural products, mostly foodstuffs, measured simply as the wedge

between producer and retail prices, have grown from R 71.7 billion in 1986

to a projected R 100.4 billion in 1990. Over this same period, industrial

price subsidies have remained roughly constant at abuit R 1- illion,

16. The degree of consumer good subsidization is illustirated another

way in Table 1.3, which compares the estimated total resource cost to

retail price in 1982. The high degree of subsidization of basic foodstuffs

is again evident. On the other hand, high levels of implicit taxation are
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seen for alcohol, tobacco, clothing, and consumer durables. A similar

pattern of price distortion is seen in Table 1.4, which compares official

relative retail prices in Moscow with relative retail prices sampled in

London, Paris, Munich, and Washington, D.C. Particularly startling are the

relative prices of housing and urban transport in Moscow (compared to a

kilo of wheat flour) in contrast to the European and U.S. cities.

III. The Options for Price Reform

17. As noted above, there is no fundamental disagreement on the need

for price reform in the Soviet Union. All of the major reform proposals

have included comprehensive price reform as a key element, but none have

advocated the once-and-for-all freeing of prices at the outset. In

particular, all the proposals would extend controls on the retail -prices of

basic food goods, rents, and key industrial raw materials, particularly

energy for at least two years. The risks of rapid price liberalization

have been alluded to above. There are.risks on both sides, however, and

not as well recognized by the Soviet authorities are the risks of not

freeing prices quickly and early in the reform process.

A. The Risks of Rapid Price Liberalization

18. Perhaps the greatest danger of a rapid abandonn-t at -f at pri

controls is the possibility of setting off hyperinflation. Tt mmt hH

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, even if monetary and fiscal discipline are maintained. Many
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prices would have to be raised several-fold to approach international price

levels, and, 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 both production costs and the real

incomes of Soviet families, creating pressures for subsequent rounds of

price and wage adjustments that could easily ratchet out of control.

Moreover, while tight monetary and fiscal discipline could undoubtedly

bring inflation to a halt, the process may not be smooth, and substantial

short-term unemployment could be created.

19. That said, tight monetary and fiscal discipline are a sine qua non

for successful economic reform. The government budget in 1990 is running a

projected deficit on the order of 8-10% of GDP, a substantial proportion of

which is being financed by monetary emission (see Chapter __). It is

apparent that a sharp reduction and continuing control of the deficit must

be taken as a precondition to price liberalization in the reform program.9/

The price subsidies in the state budget currently exceed the total deficit

and will grow rapidly in 1991, in the face of recent and intended producer

9/ It is important in this respect to estimate the impact that rrice
liberalization itself would have on the deficit. On the -ne hand. price
subsidies on basic consumer goods currently account hv'thm lTs tr ;I

substantial fraction of the deficit and would hi eliminatc l T ja-W pri'
liberalization. On the other hand. the prices paid bv t1nwmn t ,In
continuing public programs would. on balance. rise. Ta:x T ences T l
benefit from the increased profits of enterprises whose rlative prices
rise but would fall with respect to those enterprises whose profits
suffer. The budget would have to bear whatever compensation is paid out
to government employees in wages and pensions and whatever compensation is
offered as a "safety net" to the society at large. Interest rate
adjustments (see Chapter __ ) will also raise the cost of servicing the
public debt and will reduce the profits and tax payments of borrowing
enterprises (but raise tax collections from banks and households).
Obviously, the net result of these various impacts will have to be closely
Continued on next page
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price increases, unless drastic action is taken to adjust retail prices.10/

Failure to take such action would make extremely difficult, if not

impossible, the achievement of the Government's announced fiscal targets

and the control of inflation.

20. A principal concern of the Soviet authorities, of course, is the

impact of consumer prices on the living standards of the population. The

heavy subsidization of basic consumer goods has, in effect, substituted for

money wages throughout the economy, and the expectation of continued

subsidization has influenced the savings decisions of the large number of

households dependent on pensions and other transfers. The several-fold

increases in prices necessary to eliminate subsidies in basic foodstuffs

and housing rents would, unless compensated, have a devastating effect on

the real incomes of many, if not most, Soviet- citizens and would be

politically intolerable. Although full compensation is not feasible,

because it would all but preclude the necessary reduction in the state

budget and containment of monetary expansion, some way must be found to

provide at least partial amelioration of the impact on family living

standards.

21. Another risk of rapid price liberalization is the possibility of

major disruption of the industrial sector. The 1chnloi inz maih

Continued from previous page
monitored, and the Government must be prepared to take whatever actions
are required to keep the deficit and monetary expansion under control.

10/ To the extent that price controls at the retail level stimulate
additional demand for products, freed prices at the wholesale level will
rise more than they would were prices freed-at both levels, thus resulting
in still greater subsidies.
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financial viabilities of many Soviet enterprises are based on heavily

subsidized prices of energy and other inputs. A rapid increase in those

prices could thus 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 in the face of domestic or external

competition.ll/ Also at risk would be the solvency of the state banks

whose loans to such enterprises comprise an important part of their assets.

Subsidies to such enterprises through a transition period would, of course,

impact negatively on the budget and complicate macroeconomic stabilization

efforts.

22. Soviet citizens and officials are also concerned that the freeing

of prices would allow the numerous monopolies that characterize the Soviet

economy (see Chapter -- ) to exploit their market power at the expense of

the rest of the economy and to the detriment of efficient resource

allocation; and that prices and incomes would be further distorted by the

actions of unrestrained "speculators" and market manipulators. These

concerns derive, we believe, from a basic misunderstanding of market

processes (although not, perhaps, of the motivations of those engaging in

market activities). Indeed, as further discussed below, we believe that

price liberalization is essential for breaking down the market power of

monopolists in the system, while "speculation". as rrv'mtL 1 1f[in-l ini

11/ Uncertainty about the prices of basic industrial inputs could also make
it difficult for enterprises to enter into contracts for future
deliveries; the added risk is likely to add to prices and thus to
inflation.
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Soviet law and concept, contributes positively to the efficiency of the

market system.12/

B. The Risks of Slow Price Liberalization

23. As noted above, the subsidies required to hold down the retail

prices of basic foodstuffs now comprise a major proportion of the deficit

in the Union budget. The authorities have correctly perceived the need to

raise agricultural prices to the producers in order to provide incentives

for increased output. These cost increases have been absorbed in the

budget, however, rather than passed on to the consumers.13/ The

decentralization of fiscal responsibilities expected under the new union

treaty would only serve to move this deficit into the budgets of the

Republics. None of the major reform proposals have confronted the issue of

how to achieve this objective without a major reduction of price subsidies.

Whereas the risk of social and political disruption from removing subsidies

is real and well recognized, the risk of macroeconomic instability

generated by the food subsidies also must be taken into account.

24. Failure to allow full price correction early in the reform process

also implies that resources would continue to be used inefficientlv

throughout the system, as producers and consumers bb cw-di

distorted signals. Under present proposals. nergy. 'f ni

12/ Both of these propositions depend. however, on an adequate legal and
regulatory framework as discussed at greater length in Chapter -

13/ Some Soviet analysts view the increased prices to the producer as the
source of the budgetary problem and as having been a policy mistake.
Markets only function efficiently, however, when consumers of a product
bear its full costs of production.
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output in the Soviet Union is already double the average of the Western

industrial countries, 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; and 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. In the short term, the

cost to the economy would be perceived in continued supply shortages and

the diversion of resources to unintended uses and beneficiaries. The

distortion of new investment flows would have a longer-term impact and

significantly raise the later costs of adjustment, when prices were finally

corrected. At that time, both enterprises, that were created or expanded

in response to the distorted prices, and their lenders and investors would

be put at risk.

25. The underpricing of key inputs and basic consumer goods invites

corruption and favoritism in their distribution and offers large illicit

profits to those able to acquire them at low controlled prices and to

resell them in the inevitable black market. These undesirable consequences

of price controls are already well evident in the Soviet Union and serve to

discredit the economic reforms generally in the eyes of the people.

26. As regards the impact of price increases (,n t ni mer. c-rnw

around the world have instituted price controls with the intetition ot

protecting the purchasing power of the poorest members of the society.

These efforts have been exceedingly costly, however, and have seldom

succeeded. In the first place, income support through price subsidization
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is highly inefficient, inasmuch as all purchasers of the subsidized goods

benefit whether or not they need such assistance. Where feasible, a

targeted program directing income to those in need can meet the same social

objectives, while placing a far smaller burden on the state budget.

Moreover, because of the predictable diversions of the subsidized goods

pointed out above, the goods themselves often end up being acquired in the

black markets by those who can afford to pay the higher prices, while the

benefits of the subsidy accrue largely to the black marketeers and the

corrupt officials who help them to acquire the scarce supplies of goods at

the subsidized prices. Indeed, at least some part of the feared inflation

and reduction in real incomes has already occurred in the Soviet Union with

the disruption of supplies and diversion of product from the state stores

to the cooperatives and to the black market. To that extent, the freeing

of prices would simply recognize and validate the inflation that has

occurred and would permit the direction of any compensating income

subsidies to the intended beneficiaries instead of to the pockets, as at

present, of the rent-seekers.14/

27. Instead of eliminating monopolies, failure to free prices can

serve to perpetuate the highly concentrated market power found in many,

indeed most, Soviet industries. Given the USSR's vast market and rich and

diversified resource base, all but a few of these monop"Iy :ituationn

depend on administrative barriers to competition rather th;ln I- ' hoica

14/ Money wages have increased significantly more rapidly than output in
recent years, leading to a growing "monetary overhang" of involuntary

savings. In this context, a distinction might be made between real income
and real, real income, the latter denoting purchasing power than can be
actually be converted into goods. Whereas corrective inflation will
reduce real incomes, it might, for at least some consumers, raise real,
real income.
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or other advantages. Indeed, many of the Soviet Union's huge enterprises

are too large to be cost efficient and would be forced by free market

pressures to reduce their scales of operation. Competitive pressures,

however, operate through the price system, as both new enterprises (as well

as existing enterprises from other sectors) are attracted to enter markets

precisely by the high profits accruing initially to the monopolists. As

the new enterprises enter into competition, prices are bid down, and the

monopolist is forced to restructure and modernize his own operations in

order to survive the competitive onslaught.15/

28. The proposition that supplies of goods must be stabilized before

their prices can be freed also reflects, in our view, a misunderstanding of

market processes. The argument is that current shortages will lead to an

excessive increase in prices. To a considerable extent, however, the

shortages themselves are the result of prices fixed at levels that provide

inadequate incentives to produce and exaggerated incentives to consume,

indeed to waste. In other words, distorted prices breed shortages, not the

reverse. With the system of state orders no longer able to compel

production and deliveries, it is only through increased prices that the

shortages can be eliminated.

29. So-called speculators (i.e., people who buy gomi t T1i n

order to sell them at a higher price) serve an indi sp np Iia TT1r1t

function, assuring that goods in scarce supply are distribnt- t- ti-ir

15/ Pressures for vertical integration (see Chapter -- ) leads many of these
same enterprises into the production of their own inputs, often at
suboptimal levels of production. Competition would also force enterprises
to drop these uneconomic activities and to acquire most of their inputs
instead from more specialized and efficient producers.
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most valuable uses. Most producers engaged in mass production find it

uneconomic to establish the full base of information, personal contacts,

and communications and transport facilities necessary to reach widely

dispersed potential users. Most buyers, too, would find it difficult to

deal directly with all their potential suppliers. Specialized

intermediaries thus form the heart of the wholesale marketing activity,

establishing the flow of intermediate goods between producers and of final

goods from producers to retail shops. The differential between traders'

buying and selling prices is necessary to cover their costs in setting up

the necessary information networks, etc. and to provide the profit needed

to attract them to engage in this useful activity. The significant

difference between such traders and the official supply agencies that now

fill this function is that the former are forced by competition to minimize

their costs and to provide reliable and satisfactory service to their

customers on both buying and selling sides.16/

30. This is not to say that markets cannot be manipulated, and that

there are not persons in every society who will take advantage of

opportunities to seek illicit gain. A proper legal and regulatory

framework can serve to minimize these dangers, however, and to punish

offenders, without distorting the markets themselves and leading to the

inefficiencies that have become evident evervwher- that -lm init ra -i

decisions have been substituted for the market.. -rruptitn tr 'pIrt-ln iIm

will still occur: it cannot be eliminated entirely. It mav l a

problem in market systems. however. where unusual profit margins invite

16/ Needed reforms in the distribution sector are discussed in more detail
in Chapter
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competition, which in turn serves to reduce excesses; as compared to

administered price systems, where people able to acquire goods at low fixed

prices are continually able to resell at much higher prices in the black

market.

31. Until and unless price distortions are eliminated, it will not be

possible to impose the "hard budget constraint" necessary to induce

enterprises to respond to market forces (see Chapter --). If enterprises

are forced to be financially self-sustaining in the face of distorted

prices, efficient firms could fail, because their prices are held

arbitrarily low; while inefficient firms could remain profitable, because

they benefit from prices that are too high.

32. Finally, without prior price reform, there is no way of accurately

valuing assets for the purpose of selling or otherwise distributing

enterprise shares in the course of privatization and restructuring (see

Chapter __). Whether shares are distributed in accordance with equity

concerns and/or on the basis of individual choice, their relative values

will depend on the respective enterprises' profitabilities and prospects in

the marketplace. Continuing state price controls introduce distortions and

uncertainties into that calculation and place on government potential

responsibility for later losses when the remaining pr:i ~ r.-.

removed.

C. Recommendations
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33. 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 contemplated in the Basic Economic Guidelines approved by the USSR

Supreme Soviet or in the other major reform proposals. 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 to keep 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 Soviet economy. At the same time, however, measures need

to be taken to ameliorate the impact of price increases on household

incomes.

34. We recommend, first of all, that the prices of virtually all goods

in the economy be freed. Only a few items would be excepted. Even in most

of these instances, however, there is need for substantial price increases

at the beginning of the reform process. The first -x' -rt 1 w id 1

public utilities, including public transport. which ;i - r'I: 1main

state monopolies as in many other countries. A second exception would be

made for housing, where present distortions are enormous, hut the basic

legal and financial infrastructures will require time to develop (see

Chapter -- ).
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35. Third, exceptional treatment might be accorded to a handful of key

industrial inputs--e.g., energy--for which (i) the supply and demand

responses to increased prices are likely to be slow; (ii) the potential

disruption of industrial production, without a reasonable period allowed

for adjustment, is large; and (iii) the products concerned are important

inputs, for which substantial price predictability is important for users'

production plans; and (iv) the state supply system is still capable of

assuring reliable supplies at or near the present levels. For those goods,

we recommend a time-bound, preannounced schedule of adjustment to world

prices over, say 2-3 years, giving the affected industries forewarning of

the need to adjust their technologies, product and input mixes accordingly.

A large initial adjustment should be required (say, to 50% of world market

prices), achieving full convergence to world market prices by the end of

the transition period.17/ The Guidelines call for the prices of energy

and other basic materials 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, as just outlined. The adjustment of industry generally 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 (see hat~i -

17/ If the domestic production of these inputs took place under competitive
conditions, an export tax, declining over time, would be sufficient to
form the wedge between domestic and work prices, and would offer the
advantage of avoiding direct price controls and supply allocations. Most
such inputs in the Soviet Union, however, are initially produced by state
enterprises under monopoly conditions.
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36. Although retail food prices should be freed, we recommend that,

through the first stage of reform, the government use imports to stabilize

supplies of the most sensitive basic consumer goods--wheat, milk, butter,

meat--to prevent hoarding and price overshooting, while, at the same time,

assuring that market prices fully cover freed producer prices and the costs

of transportation and distribution. As the wholesale and retail marketing

networks are privatized (Chapter), 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.

37. For workers, the removal of price subsidies 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 partially compensated by an administered increase in money wages.18/

This increased cost to the enterprises would be partially offset by the

transfer of certain social expenditures from the enterprises to the

government (see Chapter -- ), and would constitute a fir-"t'r tward th-

market-oriented reform of labor remuneration policies ail) A11i- t' it

the Guidelines. Increased labor costs. along with other inpt) r:st and

18/ In 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 (Chapter -- ), and that a
comparison of new consumer prices with official prices would overstate the
actual incremental impact on households.
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higher interest rates (Chapter -- ), would get reflected in the prices of

goods in the market.

38. Pensions and other transfers to individuals not active in the

labor force would also 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.

39. If, as some observers have-cautioned, it might prove infeasible to

initiate means-tested income support in the near term, an alternative could

be to give each person ration coupons carrying the right to purchase a

fixed quantity of certain essential goods at a specified price.

Individuals or households wanting more of such g'n1 'n1Id hIA Io hs

them at the unsubsidized market price. A variant ef this appch wol be

to provide each person with a given amount of food stamps. which Hould be

used as money in buying eligible foods at free market prices. Since the

stamps would have a fixed monetary value, the price an individual had to

pay (or the amount he would be able to buy) would vary with the market
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price of the goods concerned, but the budgetary cost of the subsidy would

be fixed.



Table 1.1: Relative Prices of Goods on

USSR Internal and World Markets a/

Price b/
USSR World

Domestic Market

Oil 1.6 5.0

Copper 66.0 127.0

Scrap steel 3.1 20.0

Ammonia 5.7 3.0

Meat (1 kg) 0.3 2.0

Wheat 7.1 3.0

Color television (unit) 75.0 25.0

Personal Computer (unit) 8,125.0 125.0

Screw-cutting lathe (unit) 311.0 232.0

Videocassette recorder (unit) 61.0 18.0

a! Numeraire is 1,000 Kwh of electricity.
b/ Per ton unless otherwise indicated.

Source: Ekonomiecheskaya Gazeta; cited in The Economist, October 20, 1990.



Table 1.2: Subsidization of selected food products, 1986

(Roubles per kilogram)

Rye Beef Mutton Pork Poultry Whole Butter

Bread Milk

Cost to the state
for purchase, transport-
ation, processing and
sale 0.20 5.37 4.79 3.42 3.02 0.45 8.41

Budget expenditures on
the development of
production a/ 0.05 1.07 0.95 0.68 0.60 0.09 1.68

Total cost to the state 0.25 6.44 5.74 4.10 3.62 0.54 10.09

Average retail price 0.18 1.77 1.50 1.85 2.63 0.25 3.38

Excess of total cost to
the state over average
retail price 0.07 4.67 4.24 2.25 0.99 0.29 6.71

In percent of the average
retail price 38.6 265.1 282.6 121.6 37.6 116.0 198.5

a! Including capital investment, write-off of state farm bank loans, "planned
expenses" of low-profit collective farms, insurance payments of low-profit

state farms, capital repairs of budget-supported organization, "operational

expenditures", losses on housing and municipal services, price subsidies on

machinery and mineral fertilizers and "other" outlays.

Source: Bornstein Morris, "Problems of Price Reform in the USSR," in: Reiner
Weichhardt (Ed.), Soviet Economic Reforms: Implementation Underway. NATO-
Colloquium, 15-17 March 1989, Brussels 1990, pp. 130-144.



Table 1.3: Resource Cost Relative to Price,
Selected Consumer Goods, 1982
(Percent)

Resource

Type of good or service Total

Food 135.3

Fish 96.8
Meat 186.0

Milk 181.1

Flour and grain 101.6

Bread 99.3
Sugar 102.5

Confectionary goods 76.6)
Vegetable oils & fats 79.9
Fruit & vegetables 122.1

Clothing 74.1
Cottons 92.7

Silks 60.6
Woollens 85.2
Linen 90.5
Knitted goods 57.6
Clothes 81.2
Skins, furs & Shoeware 71.8

Consumer durables 54.3
Electro-technical 26.8

Radio technology 63.8
Watches & cameras 28.8
Cars 39.0
Everyday utensils & machinery 60.4
Furniture 89.0
Glass & dishware 24.5

Alcohol/tobacco 28.6
Vodka 10.7
Wine 43.4
Tobacco 64.8

Source: Zhuravlyov, S. N., "Consumer Prices: Their Interrelation with Costs (and)
Influence on Incomes of the Population and Economic Indices," Izvetia of the USSR
Academy of Sciences, Economic Series, No. 1, 1990.



Table 1.4: Relative Prices, Selected Consumer Goods, Moscow

and Four Other Western Cities, October, 1986a/
(1 Kilogram of Wheat Flour-1)

Item b/ Washington London Paris Munich Moscow

Wheat flour 1.0 1.0 1.0 1.0 1.0

White bread 1.7 1.0 2.5 7.5 0.7

Rye bread 2.0 1.3 4.0 4.0 0.4
Beef 10.7 12.0 15.8 38.0 4.4

Chicken 4.0 3.7 4.5 5.5 4.2

Sugar, white granulated 1.3 2.0 1.2 2.5 2.0

Butter 9.3 6.7 7.0 10.0 8.0

Milk, fresh, 1 ltr carton 1.0 1.3 1.0 2.0 0.8

Eggs, cheapest, 10 1.3 2.7 1.8 2.5 3.0

Potatoes, new 2.3 1.3 1.2 2.0 0.3

Tomatoes 5.3 6.0 3.5 6.0 6.7

Apples, cooking 3.7 2.3 1.8 3.5 8.8

Oranges 2.7 2.0 2.0 2.5 4.4

Tea, 100g. 3.7 1.0 2.5 5.0 1.5

Tea bags, 100 @ 3g. 4.0 2.7 9.0 22.0 6.7

Coffee, instant, 100g 3.3 2.3 4.0 6.5 13.3

Vodka, 1 ltr 7.7 12.0 10.2 16.5 22.2
Cigarettes, 20 2.3 4.3 2.0 5.5 1.3

Toilet soap 1.0 0.7 0.8 2.0 1.1

Toothpaste 2.7 1.0 1.8 3.0 2.2
Toilet paper, 4 rolls 2.3 2.0 3.8 2.5 3.6
T-shirt, cotton 5.7 8.3 6.8 9.0 33.2
Jeans, Levis 53.0 56.3 54.0 69.5 198.6

Men's shirt, cotton 24.3 33.7 26.0 57.0 38.8
Men's shoes, office, black 60.0 60.0 45.0 120.0 105.0
Men's suit, 2 pc. dacron 200.0 180.0 195.0 510.0 400.0
Refrigerator, small 280.0 280.0 360.0 480.0 295.0
Television, color, 59 cm. 400.0 420.0 840.0 750.0 1,400.0
Bicycle 260.0 220.0 210.0 300.0 110.0
Bus fare 1.3 1.7 0.5 2.0 0.1
Small car 1.1 mln 2.2 mln 1.3 mln 2.1 mln 1.7 mln
Monthly rent (market) 1,100 600 615 930 420
Monthly rent (subsidized) 260 240 195 420 25

a/ Prices in Moscow are official state retail prices; prices in other cities
based on sampling at five suburban supermarkets. All taxes are included.

b/ Quantile are 1 kilogram unless otherwise indicated.

Source: Radio Free Europe, internal report, January 1987.
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Report on the Legal Framework for Soviet Economic Reform

Introduction and Executive Summary

Introduction

The present pace of legal change in the Soviet Union is rapid and both the speed and the
depth of the changes have increased drastically in the past year. The changes now occuring
involve not only specific legal acts but the fundamental principles on which Soviet legal
regulation is based. In many areas of the law, change is at its earliest stages -- having proceeded
no further than the issuance of a new set of basic legal principles on which further legislation and
regulations are to be based. Continuing debate over political issues and the proper overall
direction of reform has sidetracked the process of elaboration of subordinate legislation and
regulations, and there is often little or no enforcement history or authoritative interpretation of
new laws. Thus, the current state of the law in many areas is extremely uncertain.

A new plan for economic reform was issued by President Gorbachev several weeks after
the conclusion of the IBRD mission. This report evaluates the legal framework for economic
reform as it existed at the time of the mission and comments where relevant, on the plans
outlined in the "Basic Guidelines for Stabilization of the National Economy." As the plan was
publicly issued only after the mission, discussions of the legal aspects of the new plan's
provisions are based on our reading of the published description rather than on extensive
discussion with Soviet sources.

This report briefly discusses a number of the areas of Soviet law which are basic to the
reform process. Section I covers issues of authority to legislate and regulate, including issues
of federal structure (I.A.), separation of powers (I.B) and local capacity (I.C). Section II
discusses those elements of the legal structure which form the most basic framework of a market
economy: property rights (II.A), the ability to transfer those rights (II.B), and the enforcement
of the law (II.C). Section III discusses basic regulation of the business sector: business forms
(III.A), privatization issues (IILB), and antitrust legislation (III.C). Section IV contains
comments on a number of sectoral or specific matters including agricultural land use, regulation
of the housing market, environmental regulation, and institutional capacities to implement
reforms, banking and finance problems encountered by new businesses, foreign investments, and
taxation.

1. State Authority and the Legal Regulation of the Economy

The most serious legal problem currently facing the Soviet economic reform effort does
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not concern any particular piece or pieces of legislation but rather the lack of clarity and
uniformity with respect to the substantive law governing economic matters and the standards and
means for its implementation. At the time of this writing, the problem with lack of clarity and
uniformity exists at all levels of government and involves uncertainty concerning the location of
authority to legislate and to implement the laws, the nature and extent of the legislative and
executive powers, and the appropriate means and methods for enforcement. Because the current
uncertainty with respect to the structures of state power is comprehensive, extending not only to
legislative, administrative, and executive structures, but to judicial powers as well, no stable
resolution of such uncertainties is available from judicial bodies. Unless a significant amount of
this uncertainty with respect to state authority is resolved and some clarity is achieved concerning
the boundaries of national, state and local authority to define, administer, and enforce economic
rights and obligations, no reform program, regardless of its content or emphasis, is likely to be
successful.

I.A. Federalism and Territorial Power

The primary and most publicized source of uncertainty is the current conflict between the
central government of the Soviet Union and various subordinate territorial governments
concerning the proper relationship between and among the constituent parts of the union. This
is a fundamental conflict concerning the most basic questions of political economic relations
among nationality groups and territorial units and there is little role for international
organizations in its resolution. Some resolution of the conflict, however, even if temporary or
subject to gradual evolution, is clearly required before anything in the nature of a stable
economic reform program can be devised and implemented.

I.B. Competence and Capacities of State Bodies

The problem of uncertainty concerning state authority is not simply a problem of
uncertain political relationships. The traditional Soviet legal theory envisions a unified state
power - organic in nature and indivisible - and the structures of Soviet state authority formed
according to this theory are indeed very integrated and overlapping. While most legislators and
legal scholars now accept the idea of a need for a "separation of powers," only the first steps
toward defining and implementing such separation have been made and the continuing lack of
clear boundaries between the powers of various bodies may give rise to substantial uncertainty
problems even in the absence of serious political turmoil. While a complete constitutional and/or
legislative redefinition of the power of Soviet state bodies will require a substantial amount of
time, improvement could be made in the interim by increased use in legislation of clear limiting
statements concerning the limits of discretion of executive and lower bodies in implementing and
enforcing the law. It may also be of assistance, particularly during the transition period, to
provide a means for expeditious review of normative acts of executive and lower level state
agencies for consistency with the governing legislation.

I.C. Localization of Power and Local Capacities
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In addition to problems of distribution of power and of legal competence, technical and
organizational problems also contribute to legal uncertainty and particularly to lack of uniformity
in implementation of the laws. The traditional modes of economic regulation in the Soviet
Union did not place large amounts of economic responsibility in the hands of local bodies ofstate power. As political power and responsibility for economic regulation are decentralized
(whether this occurs as a result of political breakdown of the union or by way of plannedpolitical and economic reform), increasing amounts of responsibility for economic regulation andenforcement will fall into the province of local bodies that do not have institutional structures
designed to fulfill these functions and may not have the training, personnel, or experience toadequately interpret, refine and enforce economic law. In addition, democratization of localelection procedures has produced greater pressure on local bodies to address local needs. Underthese conditions interpretation, implementation and enforcement of laws and regulations at thelocal level is likely to be very inconsistent and local bodies may be tempted to solve localproblems and satisfy local constituencies at the expense of national interests. Localization ofcontrol should proceed with caution during the transition period and should not be permitted tosubstitute for resolution of difficult political and economic issues. Large scale programs oftechnical assistance should be put into place to assist local bodies in developing the systems ofplanning, registration, and control needed to make the reform successful.

II. Legal Foundations for Market Exchange

Approached in very simplistic terms, the effective functioning of a market-based systemis dependent upon the existence of clearly defined and reasonably broad property rights, theability of market participants to freely exchange property rights through a system of legally
enforceable agreements, and the existence of a system which provides reasonably secure andpredictable enforcement of such agreements. While there now seems to be greater recognition
of the fundamental nature of these matters, the need to establish stable basic principles in these
areas has until recently been somewhat obscured by a tendency to focus on particular pieces of
legislation authorizing and defining specific forms of business activity. Although several new
pieces of legislation have appeared in the last year that touch on these matters, these pieces oflegislation are generally "framework" laws which do not yet provide the clarity or detail required
in these areas.

II.A. Property Rights

The Gorbachev Guidelines call repeatedly for the expansion of property ownership and
property rights in a variety of fashions. The Guidelines explicitly call for the recognition of the
right to private property, a substantial program of privatization of state property, and a program
of land reform as major components of the stabilization of the economy. In addition, the
Guidelines implicitly call for the redefinition of rights to own and use property in discussing the
expansion of business activities of all kinds and the need for a law on freedom of entrepreneurial
activity. These proposals are substantially more far reaching than any of the previous union
level suggestions related to ownership and neither the current union nor the republican level
legislation is consistent with the aims descnbed. Implementation of the Guidelines will require
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a significant legislative effort, including the immediate issuance of a number of pieces of new
legislation and amendment or repeal of several other pieces, and, in the longer term, the
redrafting of entire civil codes and a massive amount of conforming amendment of related
legislation.

The Fundamental Principles of Legislation on ownership need to be amended to equalize
the ownership rights of natural persons and those of judicial persons, ideally through a
reformation of basic ownership rights to include a general right of both natural and juridical
person to own all types of property except those forbidden by law. In order to avoid confusion
and uncertainty, the use of permissive lists of the objects of ownership rights and the means by
which the property of specific organizations may be formed should be discontinued and content
must be given to categories of ownership which are referenced in legal acts. For any type of
property in which full ownership rights are not made available, use rights will need to be defined
with specificity and made as freely transferrable as possible in order to promote efficient use of
property.

II.B. Contract

In contrast to the direct recognition of the need for reform in the legal regulation of
property rights, contract law as such is not a direct focus of the Gorbachev Guidelines and was
not featured in previous reform plans. Attention has been paid to the need to eliminate particular
restrictions on contractual freedom that stem from the planning system (e.g. price controls or
the assignment of contractual partners), but little attention has been focused on the underlying
system of contract law as such. The removal of limitations on freedom of contract is, indeed,
a matter of first importance without which no market can be formed. In addition, however,
attention will need to be paid to the development of the complex forms of contract required to
support modern market transactions.

Although many of the basic principles of Soviet civil codes concerning contract are not
inconsistent with market relations, provisions of the codes which exempt state enterprises and
planned relationships from those general principles will need to be eliminated and existing
principles updated to support complex commercial relationships. In the interim, certain types of
contract which are absent from civil codes, or are not adequately provided for, will need to be
addressed through the passage of specific legislation defining such contracts. (A good example
is the draft Law on Pledge currently being considered.)

II.C. 1. Civil Dispute Resolution

The Gorbachev Guidelines decry the lack of respect for the law as one of the chief causes
of the current economic crisis, but completely fail to address the institutions called upon to
enforce the law and their adequacy to perform that task. While this may in part reflect a correct
recognition that the questions of state authority to legislate and to enforce the law, which are
discussed in Section I.A., must be resolved before the nature of dispute resolution and
efiforcement bodies can be addressed, the resolution of those issues alone will be insufficient to
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ensure implementation of the law.

In order for the civil courts and state arbitrazh to function effectively in resolving
economic disputes, the relationship between the two bodies and their divisions must be clarified,
particularly where jurisdictions overlap. If jurisdictional overlap is to be permitted, some
appropriate means must be found to ensure a uniform standard of interpretation among bodies,
by the provision of a single highest instance for review or by other means. With respect to
arbitrazh, dispute resolution functions will need to be separated from law enforcement
responsibility. Finally, a massive program of technical assistance focused on the training of
judges and arbiters in the handling of complex commercial cases, as well as in docket control
and other matters, will be required.

II.C.2. Procuracy Supervision of Economic Activities

The Soviet Procuracy has nearly unlimited rights to review business records, employee
and customer knowledge and other information concerning the operations of businesses and
individuals and to conduct "fishing expeditions" for legal violations. The most effective means
for limitation of the Procuracy's role in private business affairs would be to amend the statute
governing its activity to eliminate any power of general supervision over private activities.
Another option would be to require that some minimum evidentiary standard be met concerning
the grounds for investigation before procurators may have access to information concerning such
activities, but this may be the functional equivalent of elimination of the general supervision
powers without the clarity of doing so explicitly.

II.C.3. Criminal and Administrative Sanctions

There are still a number of articles of the criminal and administrative codes of most
republics that prohibit behavior that may be rational and economically beneficial. While it
appears likely that many of these articles will be eliminated in the next major revision of the
criminal codes, steps need to be taken to repeal or strictly limit the reach of the most destructive
articles. In particular, laws punishing commercial middleman activities need to be eliminated
immediately, and laws concerning speculation must either be eliminated or, at minimum,
amended to restrict its application to organized resale of subsidized basic goods.

III. Regulation of the Business Sector

The Gorbachev Guidelines establish, as one of their primary goals, the creation of equal
opportunities for all citizens and organizations to engage in business activities in a variety of
forms, in an environment in which market forces are able to operate. Achievement of these
broad goals will require massive amounts of legislative change, for while some steps have been
taken to create new legal forms of business activity, gaps and anomalies create uncertainties for
new businesses, and very little legal progress has been made in the areas of privatization,
decontrol of prices, or antimonopoly measures.
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III.A. Legal Forms of Business Organization

There has been a steady stream of legislation authorizing and defining new forms ofbusiness activity beginning with the Law on Individual Labor Activity in 1986, and continuingwith the Decree on Joint Enterprises and the Law on the State Enterprise in 1987, thecontroversial Law on Cooperation in the USSR in 1988, and in 1990 a new Law on Enterprises,a decree on joint stock companies and companies with limited liability and a decree creatingspecial conditions for small enterprises. This method of legislative reform has allowed the Sovietgovernment to create substantial new business opportunities relatively quickly. Inevitably,however, reform of this type has produced gaps and anomalies in legal regulation which willneed to be addressed if the goal of equal business opportunity expressed in the Guidelines is tobe met.

Perhaps the most important step that could be taken in regard to the equalization ofconditions for business activity would be the passage of a clear and detailed law concerning therelationship between the state and its employees and agencies and any business, enterprise, orcommercial organization in which the state has an ownership interest. Such a law could clearlydefine the permissible and impermissible relationships between state-owned entities and statebodies, providing a defined management structure with specific safeguards against interference
(whether helpful or harmful) in the financial or business affairs of the enterprise. Properly
drafted and enforced provisions of this type could be of great assistance in eliminating some ofthe most troubling inequities in the current conditions for market activity including subsidization
and the absence of a hard budget constraint for many state enterprises and anticompetitive
behavior by state bodies designed to advantage particular enterprises. In addition, inequalities
caused by differences between and among the laws applying to particular business forms,including the substantial restrictions on activities of cooperatives and their exclusion from the taxbenefits provided by the decree on small businesses, and the apparent restriction of individual
entrepreneurs to the small business form and thus to the size limitations on small businesses,
should be eliminated.

Finally, the efficient and effective conduct of business, and the efficient regulation of
business by the state, requires the presence of the technical and institutional structures that make
effective regulation possible. One of the most important of these, particularly during the
transition period, is a reliable mechanism for reviewing laws and regulation to identify
inconsistencies and anomalies and see that they are addressed. Reliable sources of information
concerning new laws and regulations must be available to participants in market activity so that
they can regulate their conduct accordingly. Systems for efficient registry of businesses and the
property they possess are absolutely necessary and do not yet appear to exist. In each of these
areas, technical assistance in the form of training in information control and analysis,
computerization of data bases, means for maintaining a permanent and useful record of business
registrations, and other matters, will be required.

III.B. Legal Framework for Privatization

viii



In order for the goal of substantial privatization contained in the Guidelines to be met, a
number of legal steps must be accomplished and several pitfalls avoided. Of first importance in
the privatization process is the determination of ownership for state property. Whether this
process takes place through the conclusion of a new union treaty or through some other means,
it must occur before the privatization process can begin in earnest. In the interim, before the
matter as a whole is resolved, some privatization could take place with respect to property for
which the locus of ownership is clear. In order to facilitate these processes, it might be helpful
for an interim process to be established by which a prospective purchaser could obtain the
explicit agreement of Union and republican offices that a piece of property could legitimately be
transferred by a particular State Property Fund.

Once ownership of property is established, the relevant owners should immediately
develop specific plans for privatization, together with the financial and other means to support
them. Privatization plans which provide assistance and installment purchase options only to
workers groups may not produce the kind of response necessary to privatize large sections of the
economy, may cause inappropriate valuations of properties (due to the disadvantaging of some
bidders) and may lead to inefficient use of properties. Individuals and other groups should have
equal opportunities to purchase state property with workers groups. In connection with this, the
privatization process should not be used as a means to identify and confiscate illegally earned
income.

If privatization is conducted in the absence of antimonopoly measures, valuation of
enterprises currently holding monopolies will be difficult and monopoly behavior by newly
privatized enterprises may lead to irresistible pressure for state controls or limitations on
privatization. The elaboration of privatization legislation must be closely coordinated with the
creation of antimonopoly legislation, and the practices, procedures and powers of the State
Property Fund connected in part with those of the antimonopoly enforcement agency.

III.C. Antimonopoly Law and Policy

Antimonopoly and/or fair competition law, although not an initial focus of reform efforts,
has been receiving an increasing amount of attention by legislators and policy makers in recent
months. While drafts of antimonopoly laws have been produced at both the union and some
republican levels, there is still substantial confusion over the proper direction of policy and the
precise nature of the functions to be fulfilled by the antimonopoly enforcement body. In the
interim, a decree of the Council of Ministers of the USSR provides for some general
antimonopoly powers for union and local authorities.

Several issues are highly important in the development of competitive markets in the
Soviet industrial sector. First, anti-cartel provisions must be clearly and vigorously applied. It
is crucial that enterprises not fall into what for them would be natural-seeming cooperative
behavior guided by their association, rather than engage in vigorous competition. Horizontal
associations, in particular, pose threats in both upstream and downstream markets as the firms
can combine into either sellers' or buyers' cartels. Moreover, if such associations are in fact
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buyers' or sellers' cartels, that fact will surely push their counterparts to organize similarly,
further decreasing efficiency by creating a chain of monopolies. The risk of cartelization
through the association structure is sufficiently great that clearer provision regarding permissible
association may need to be provided in both the antimonopoly and the enterprise laws, and that
the new antimonopoly authority should consider restructuring existing associations into
competing groups.

An issue that is not well treated in the existing Decree or draft laws is the distinction
between vertical and horizontal restraints. Vertical restraints may reduce competition within the
vertical structure but promote competition between vertical structures. There is the strong
possibility that competition-promoting vertical restraints, in particular by small firms or new
entrants, will be prohibited under the Soviet law given that decision-makers, especially courts,
will not be well equipped to make the necessary distinctions between intra- and inter-brand
competition. It would be useful for the law to be explicit as to the types of agreements which are
prohibited and the types permitted, and to distinguish explicitly between vertical and horizontal
agreements.

While it is clear that antimonopoly legislation must be in place and enforced for a market
economy to function efficiently, no antimonopoly provisions are themselves sufficient to
deconcentrate the Soviet economy. Widespread deconcentration can occur only when conditions
exist for businesses to be created and market forces to operate. Development and
implementation of antimonopoly legislation must be closely coordinated with programs of
privatization, price decontrol, and the opening of possibilities for foreign trade. These are
elements which must be present to make deconcentration possible rather than items which can be
deferred until later.

IV. Sectoral and Specific Issues

IV. A. Banking and Finance

While the Guidelines focus on revamping the banking system to control issuance of
currency, they do not discuss the need to foster public and business confidence in the banks
themselves and to develop banking legislation and practices that will facilitate the use of the
banking system for business purposes. There are a number of very simple measures that could
be taken to improve general public confidence in and willingness to use the banking system, and
to make the use of banks by smaller businesses easier and more efficient. Banking regulations
must be required to be publicly available so that customers may inform themselves about the
conditions placed on their use of credit and their deposited funds. Legislation and regulations
defining and authorizing increased use of bank payment documents (e.g. checks) should be
passed to encourage development of these forms of payment. In addition, there is a need for
legislation protecting financial information from disclosure to increase confidence in the privacy
of the banking system and reduce use of that system to enforce other laws.



IV.B. Foreign Investment and Currency Convertibility

The opening up of foreign investment and trade possibilities are a vital component of the
Soviet economic reform effort, both because of the importance of imported goods and equipment
to the growth of competition in the market and because of the need for substantial amounts of
investment funds. With respect the rights of foreign investors, a presidential decree was issued
on October 26, 1990 equalizing the rights of foreign participants in the economy with those of
Soviet citizens in a variety of respects. While this decree clearly expands the possibility for
foreign investment, it actually provides none of the requisite certainty with respect to the rights
of the foreign investor. Equation of the foreign investor's rights with those of Soviet citizens
will only provide certainty when the rights of Soviet citizens are themselves relatively stable.
Until this is the case, uncertainty will continue to be a major factor in retarding foreign
investment.

With respect to currency convertibility, the Guidelines suggest restriction of payments to
rubles only in the internal market. Experience suggests that this restriction is not maintainable
in practice and leads to inefficient behavior and skewed exchange rates. It may be more
appropriate to consider a "legal tender" law which would require that all establishments accept
rubles in payment for goods and services. This type of law would only be feasible, however,
if the state is willing to let business establishments set the price rates in rubles and other
currencies independently until the ruble is convertible.

IV.C. Agricultural Issues

By far the largest legal issue confronting agricultural reform is the question of legal rights
to own and use land. Some substantial liberalizing change with respect to land use rights
occurred during the preceding year, but until the issuance of the Gorbachev Guidelines it
appeared clear that the state intended to continue to exercise substantial control over land use and
land disposition. It is possible to interpret the Guidelines as calling for the institution of
individual and other private ownership rights in land. The creation of such ownership rights
would require fundamental changes in the existing law, and perhaps another alteration in the
relevant constitutional language as well. If the reform were to encompass the elimination of
some of the burdensome use restrictions now existing, as would be consistent with provisions of
the Guidelines concerning increases in the independence of farmers and agricultural producers
and in the efficiency of agricultural activities, it might be appropriate to completely replace the
currently existing Fundamental Principles of Legislation on land with a new law reflecting more
restrained powers of zoning and use monitoring.

IV.D. Regulation of the Housing Market

The transfer of housing stocks and the creation of a private housing market is emphasized
by the Guidelines as a means of soaking up excess currency in the hands of Soviet citizens and
creating a vehicle for investment and for the securing of loans. Several changes in existing -
legislation will need to be made for this goal to be met. The status of restrictions on individuals'
rights to own more than one dwelling is not entirely clear and should be clarified. In addition,
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purchase of an apartment will not be attractive unless rents are increased to reflect the real costs
of building and maintaining housing stocks and the benefits of ownership - the ability to obtain
credit on the basis of ownership and to freely rent or sell the owned property for its real value -
are made available to purchasers along with the burdens.

IV.E. Taton Issues

Although the general taxation scheme was not a principle focus of legal inquiry on the
mission, some relevant comments concerning the implementation and effects of the new tax laws
can be made on the basis of discussions held with practicing lawyers. There is evidence that the
provisions of the tax system are, in fact, influencing the choices made by persons wanting to
form business entities. It is somewhat early, however, for any meaningful refinement of tax
incentives and it may be preferable, particularly during the transition period, for the policy
stated in the Guidelines to be implemented through equal taxation conditions for all business
forms. This will allow new entrants to choose forms on the basis of their correspondence to the
business requirements of the activity rather than on the basis of temporary tax benefits accruing
to one form over another, and will avoid any anticompetitive effects that might be produced by
differential taxation. For similar reasons, the fairly substantial discretion currently in the hands
of local officials with respect to waiving portions of taxes, should be controlled or eliminated.
Tax laws and regulations should set clearer guidelines defining the circumstances under which
a business may be granted a tax reduction and the factors which must guide any exercise of
discretion by officials in setting tax rates.

IV.F. Environmental Regulation

The most serious issue with respect to enforcement of environmental regulation is the lack
of facilities for environmental evaluation and cleanup. In the absence of such facilities, legal
requirements based on assessments and payment of costs of damages are not realistically
enforceable. Legislation might ease this situation by providing means for fines and damages
paid in environmental matters to be used to create appropriate facilities or by providing
incentives for their creation. A second issue of importance with respect to environmental
legislation is the prevention of use of state budget funds or subsidies by state enterprises to pay
fines and damages. This possibility eliminates any incentive effect of such penalties. Effective
drafting of the law on state enterprises could be of assistance here, as could a flat prohibition on
such uses of state funds.

IV.G. Social Safety Net

In addition to discussion of the plans for economic stabilization and reform, the
Gorbachev Guidelines address the issue of maintenance of living standards during the reform and
3tabilization processes and the provision of a social safety net for those unable to work, children,
students, and others. Among the provisions suggested in the Guidelines are the establishment
of a minimum standard wage and minimum standard for student stipends and pensions, based on
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the cost of a basic basket of consumer goods. While it is clear that incomes maintenance
programs should periodically be adjusted with respect to the actual cost of basic goods, automatic
indexing of any of the programs should be avoided, particularly during the transition period. A
further suggestion for combating the effects of inflation is some kind of indexing of savings
deposits. Provisions of this type would increase instability, fuel the inflationary process, and
prevent necessary adjustments during the transition period and should be avoided.

IV.H. Institutional Capacity to Implement Legislation

With regard to all areas of legal reform discussed in this and the previous sections, there
are serious questions concerning the ability of existing institutions -- economic, social, and legal
-- to implement reform measures. Serious deficiencies in staffing, training, and technological
capacity will hinder implementation of many of the reforms discussed, and may in some cases
cause reform measures to be almost completely ineffective. One of the best examples of this is
the complete absence of land and property registration systems and the enormous problems that
this is likely to generate concerning proof of ownership and registration of claims and
encumbrances on property. Large amounts of technical assistance will be required for these
deficiencies to even begin to be overcome and such technical assistance is vital to the success of
the reform effort.
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I. State Authority and the Legal Regulation of the Economy

Introduction

The most serious legal problem currently facing the. Soviet

economic reform effort does not concern any particular piece or

pieces of legislation but rather the lack of clarity and uniformity
with respect to the substantive law governing economic matters and

the standards and means for its implementation. At the time of

this writing, the problem with lack of clarity and uniformity
exists at all levels of government and involves uncertainty

concerning the location of authority to legislate and to implement

the laws, the nature and extent of the legislative and executive

powers, and the appropriate means and methods for enforcement. The

recently issued "Basic Guidelines for the Stabilization of the

National Economy"' lists lack of respect for the law as a primary

cause of the current economic crisis, but under existing

conditions, even those who strongly desire to faithfully follow the

applicable law may be unable to ascertain what law is applicable

and what must be done (or may be demanded by implementing

authorities) in order to fulfill its requirements. Because the

current uncertainty with respect to the structures of state power

is comprehensive, extending not only to legislative,

administrative, and executive structures, but to judicial powers

as well, no stable resolution of such uncertainties is available

from judicial bodies. Unless a significant amount of this

uncertainty with respect to state authority is resolved and some

clarity is achieved concerning which national, state and local

bodies have the authority to define, administer, and enforce

economic rights and obligations, no reform program, regardless of

its content or emphasis, is likely to be successful.

The extreme levels of uncertainty with respect to the

applicable law and its implementation which currently exist 
in the

Soviet Union result from a combination of political, legal and

technical problems. The primary and most publicized source of

uncertainty is the current conflict between the central government

of the Soviet Union and various subordinate territorial governments

concerning the proper relationship between and among the

constituent parts of the union. This is a fundamental conflict

concerning the most basic questions of political and economic

relations among nationality groups and territorial units and some

resolution of the conflict, even if temporary or subject to gradual

evolution, is clearly required before anything in the nature of

economic reform programs can be devised and implemented. These

issues are discussed in Section I.A: Soviet Federalism and Issues

of Territorial Power.

Published in Pravda, October 18, 1990, pages 1-4,

hereinafter referred to as the "Gorbachev Guidelines" or the

"Guidelines."
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The problem of uncertainty concerning state authority is not,

however, simply a problem of uncertain political relationships.
The traditional Soviet legal-theory envisions a unified state power

- organic in nature and indivisible - and the structures of. Soviet

state authority formed according to this theory are indeed very

integrated and overlapping. While most legislators and legal

scholars now accept the idea of a need for a "separation of

powers," only the first steps toward defining and implementing such

separation have been made and the continuing lack of clear

boundaries between the powers of various bodies may give rise to

substantial uncertainty problems even in the absence of serious

political turmoil. Separation of powers problems and their

consequences are discussed in Section I.B: Legal Competencies of

State Bodies.

In addition to problems of distribution of power and of legal

competence, technical and organizational problems also contribute

to legal uncertainty and particularly to lack of uniformity in

implementation. The traditional modes of economic regulation in

the Soviet Union did not place large amounts of economic

responsibility in the hands of local bodies of state power. As

political power and responsibility for economic regulation are

decentralized (regardless of whether this occurs as a result of

political breakdown of the union or by way of a 
planned political

and economic reform) , increasing amounts of responsibility for

economic regulation and enforcement will fall into the province of

local bodies that do not have institutional structures designed to

fulfill theses functions and may not have the training, personnel,

or experience to adequately interpret, refine and enforce economic

law. Under these conditions, laws and regulations that must be

interpreted, or simply implemented and enforced, at the local level

are exceedingly likely to be interpreted, implemented, and enforced

in an inconsistent fashion. The localization of power and the

resulting problems of implementation and enforcement of law are

discussed in Section I.C: Localization of Power and the Problem of

Local Capacity.

I.A. Soviet Federalism and Issues of Territorial Power

I.A.l. Soviet State Structure

The structure of Soviet territorial-administrative divisions

is quite complex and somewhat reminiscent of a matrvoshka - a

traditional Russian nesting doll which contains within itself many

smaller dolls. The territory of the USSR is divided among fifteen

Soviet Socialist Republics (sometimes referred to as SSRs or "union

republics") . As a historical matter, these republics were said 
to

have been formed on the basis of the fifteen most populous and

"advanced" (i.e. politically and socially according to Marxist-

Leninist theory) nationality groups in the country. Union

republics have long been referred to as "sovereign" and have had
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a constitutional right to secede since the first union constitution

in 1924.2 Union republican bodies are immediately below the all-

union level bodies in the Soviet state authority structure and

there are a variety of legislative and regulatory tasks which are

solely the province of the union republics.

A union republic may contain one or more autonomous republics.

Autonomous republics (ASSRs) are territorial units based, like

union republics, on a fairly populous and advanced nationality

group. Autonomous republics were not created as union republics

either because they are located in the center of the county (making

secession a problem) or are based on a somewhat smaller population

group existing within the territory of a larger one, or both.

Although the autonomous republic is generally subordinate to the

union republic, its structure of government may be nearly identical

to the union republic level structure and it maintains its own

constitution and a significant amount of independence. The

autonomous republic is created at the all-union level and, once

created, its territory may not be altered without its consent.

A union republic may determine its own division into lower

level units of territorial administration, with the exception of

the creation and alteration of autonomous republics. These

generally include one or more oblasts (provinces) - a purely

geographical unit of territorial administration without 
basis in

nationality characteristics of the population. They may also

include a territorial division called a krai (territory) - usually

a large territory which is not itself based on nationality, but

which contains within its area a lesser unit of territorial

administration based on a nationality group. Beneath the level of

the krai, autonomous oblasts or autonomous okruas (areas, sometimes

referred to as national okrugs) may be formed - both of which

divisions are based upon particular nationality groups. Autonomous

The first Soviet era constitution was the Constitution of the

Russian Soviet Federated Socialist Republic in 1918. As this

constitution concerned only a single republic, there was no need

to deal with republican rights of secession. It is interesting to

note, however, that the first Soviet constitution made no provision

for separate or special representation of the many minority groups

represented in the territory of the Russian Republic, instead

providing for representation strictly according to population

count. In 1924, the first constitution of the Union was passed,

uniting the Russian Republic, the Ukrainian SSR, the Byelorussian

SSR, and the Transcaucasian Socialist Federated Soviet Republic 
(a

federation including the Georgian SSR, the Armenian SSR, and the

Adze-rbaidzhan SSR) and providing for a right of free secession for

any republic.
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okrugs may also be formed within an oblast.' Large cities are often

separated out from the larger territorial unit in which 
they are

located and form their own territorial administrative unit. At the

lowest level of administration is the raion (district), which is

a small, geographically based division of a city (somewhat like a

ward or borough) or of a suburban or rural area (somewhat like a

county or township). Figure 1 illustrates the organizational

structure of the various units.

U.S.S.R.

15 S.S.R.S

KRAY A.S S. R.

OBLAST A.O.

N.O. N.O.

RAYONS

Figure 1: organizational structure of Soviet territorial

administrative units.
A.O. = Autonomous oblast
N.O. = National (autonomous) okrug

Chart reproduced from Lydolph, Geography of the USSR, 1977, p. vii.

' Confusion is sometimes caused by the use of the word obi-,

to denote a territorial formation that may be either simp

geographical, or nationality based. A geographical oblast r

contain a nationality based okrug, but cannot contain

nationality-based oblast. A krai may contain both autonc,..-

oblasts and autonomous okrugs.
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Territorial divisions which are based on nationality group

have representation in the USSR Soviet of Nationalities, one of the

houses of the bicameral national legislature, and are therefore

accorded constitutional recognition at both the union and union

republican levels, although the functions and powers 
of formations

below the level of autonomous republic are not constitutionally
defined.' Territorial units which are not based on nationality

group do not have specific representation in the national

legislature or constitutional status but may nonetheless have

substantial significance in administrative and state affairs.

Lower level territorial units are subordinated to the relevant

state bodies at higher levels, but the precise nature of the

division of competencies between levels is poorly defined. Local

bodies of power have, according to traditional Soviet legal theory,

the power to resolve all questions of local significance 
and to do

so independently. However, they can do so only to the extent that

the relevant power is not exclusively granted to another body and

to the extent that the lower bodies follow the guidelines and

decisions of those above them. Traditionally, most important

decisions concerning economic policy, infrastructure investment,

and even industrial plan operations have been made at fairly high

levels of the state structure or through the centralized planning

system, leaving the localities with a very limited sphere of

independent action with respect to economic matters.

I.A.2. Disintegration of the Federal Structure

In the past year, many of the union republics as well as some

autonomous republics, regions, cities, and even urban districts

have become increasingly insistent on being granted more effective

control over local matters than they have had in the past. A

significant number of the larger formations have issued

declarations on political and/or economic sovereignty which

proclaim that laws and regulations issued by higher bodies shall

be effective on the territory of the declaring lower level

formation only after the supreme state bodies of that formation

confirm them. The validity of this formulation of local

sovereignty has been rejected repeatedly by the central government.

These rejections have, in general, not caused the republics and

localities to rescind their declarations, although many have

avoided taking actions that would have an immediate confrontation.

A new presidential decree on the matter was recently issued, once

again declaring union law to be supreme in all areas of union

jurisdiction.

4 Article 88 of the USSR Constitution states: "An autonomous

area (okrug) is part of a territory (krai) or province (oblast)

A Law on Autonomous Areas shall be adopted by the Supreme Soviet

of the Union Republic.

5



I.A.3. The Future Shape and Form of the Union

There appears to be a broad general agreement that a new

definition of the relationship between the union government and

various constituent parts of the union, especially the republics,

is needed. The need to reconsider the relationship is not only a

result of the current strife, but also a natural outgrowth of the

process of preparing a new Constitution of the 
USSR. While there

is also broad general agreement that the new arrangement should

include greater effective sovereignty at local levels, especially

with respect to economic and environmental matters, there remains

fundamental disagreement about the proper form of any agreement

between and among the republics, the central government, and the

proper division of powers between the union and its constituent

parts.

The concept of a means for the redefinition of federal

relationships that is most generally accepted is that of a "union

treaty." Such a treaty would be concluded among the various union

republics and would redefine the relationships among 
them and the

nature of the federal power within the union. The treaty would

then be included as a fundamental part of the new Constitution 
of

the USSR.' A substantial amount of effort is being directed toward

the resolution of the problem by this means, and a variety of

committees at the union and republican levels have produced

numerous draft texts of the treaty.' However, while the discussion

of the redefinition of Soviet federalism goes on in the context 
of

general expectation that a "union treaty" will, in fact, be

concluded, there appear to be significant numbers of dissenters who

feel that another form of resolution is preferable. Opinions on

the matter vary across a broad spectrum, ranging from those who

seek complete sovereignty and political independence for the

republics and dissolution of the union government, and thus support

no form of binding agreement among republics, to those who feel

that. the matter can be resolved by fairly simple constitutional

amendment.

I.A.3.a. Union Government Views

Prior to the issuance of the Gorbachev Guidelines, the

Ministry of Justice of the USSR indicated its desire to see a Union

government with supremacy in a variety of specifically defined

There would be clear historical precedent for this. Part two

of the 1924 USSR Constitution, which contains all of its

substantive provisions, is in the form of a "Treaty on the

Formation of the Union of Soviet Socialist Republics."

6 There was even a public contest declared in which citizens

were invited to submit drafts of a union treaty.
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areas of law and regulation. The areas chosen were those in which

the Ministry believes some substantial degree of consistency and

uniformity are required for the creation and maintenance of an all

union market economy. In the Ministry's view, these include laws

on: currency and the monetary system, basic federal banking

regulation, issuance of and trade in various kinds of securities,

an antimonopolies system, general principles of civil law (i.e.
contract, property rights., etc), definition of union rights and

obligations with respect to infrastructure and emergency services,

basic union level rights for consumers, regulation of foreign
economic relations, basic labor regulation, the means by which

state requirements are to be met (i.e. a state contracting system) ,

and the means by which prices are to be formed and price controls

gradually eliminated. Although the Ministry itself saw this "wish

list" as eminently restrained and reasonable, Ministry

representatives made it clear that they were uncertain which, if

any, of these powers would actually be retained by the central

government.

Ministry representatives favored a union treaty as a means of

resolving the issue of federal power and union relationships and

providing the union with the powers it needs to maintain 
the all-

union market, but expressed concern about the current willingness

of some republics to enter into such a treaty. The type of union

desired, however, was described as similar to the European Economic

Community, but somewhat more tightly knit. This would suggest a

union which could also conceivably be formed by means of an

economic agreement that would not require a federal government as

such or a union level constitution. .The Ministry's proposal

generally avoided discussion of the fate of existing union level

political bodies, concentrating instead on the need for legal

uniformity on particular economic issues. Discussions with

Ministry representatives on the subject of judicial bodies,

however, suggested that the Ministry's model assumed a federal

apparatus with considerable power.

The recently issued Gorbachev Guidelines appear to advocate

the maintenance of a relatively strong union, with a substantial

amount of power remaining in the hands of central bodies. The

precise nature and concept of the union, however, is somewhat

difficult to determine. The Guidelines themselves do not discuss

the powers of the union and union republics in terms 
of division

of legislative authority, but refer instead to a variety of

specific areas in which an all-union administrative 
body should be

created because the activity requires uniform management at the

union wide level.

If it is assumed that a call for an all-union administration

in a particular area indicates an intention to create union level

supremacy on the named issues, the Gorbachev Guidelines appear to

agree in large part with the list of desirable union powers

discussed by the USSR Ministry of Justice. Basic monetary, banking
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and foreign exchange regulation, foreign economic relations,

external customs, emergency response system, union level

infrastructure (i.e. transportation, communications, fuel -and

energy, etc), antimonopoly policy, consumer protection, and certain

kinds of price regulation are all to be placed in the hands of

union level bodies according to the Guidelines.

There are also, however, some notable differences between the

apparent dictates of the Gorbachev Guidelines and the 
Ministry's

wish list. In one important example, the Guidelines state that

the republics shall regulate, through legislation, the possession,

use, and disposition of all of the national wealth located on their

territories. This may indicate an intent to create not only

republican freedom to control the use of republican resources, 
but

also republican freedom to define ownership and contract rights

within the republic's territory. Should this be the case, the

definition of ownership and the standards for establishing and

maintaining it might well differ across republican borders,

creating confusion and difficulty in cross-republic transactions

and hindering the functioning of a union wide market. No other

mention is made of the level at which basic civil law matters (e.g.

contract) will be controlled, and the Guidelines also omit 
mention

of the locus of control for securities regulation and definition

of business forms -- matters the Ministry would have placed under

all-union regulation.

In the Gorbachev Guidelines, union involvement in price

setting appears to be more direct union regulation of the price of

particular products, rather than the regulation 
of the process for

price formation and the process of price de-control, 
as envisioned

by the Ministry. However, the Gorbachev Guidelines suggest that

the products for which the union may set prices are to be

determined by agreement among the republics, giving the republics

a power to control union level involvement 
that did not appear to

be envisioned by the Ministry and perhaps effectively denying the

union the ability to set any prices at all.' The Guidelines do

envision a union wide minimum wage scale which would be obligatory

for the republics.

The Gorbachev Guidelines also mention several additional areas

for all-union administration not discussed by the Ministry.

Defense programs and the conduct of major scientific and

technological development programs are mentioned, as well as space

systems and research, the development of single accounting

standards, collection and organization of statistics, and the

maintenance of patent, weights and measures and meteorological

forecasting systems. The Guidelines also mention the setting of

Given the choice, most republican legislatures are likely to

choose to set prices themselves rather than to cede 
that power to

union level bodies.
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union standards and the adoption of international standards as

activities to be undertaken by the union level bodies, although it

fails to provide detail concerning the types and purposes of 
such

standards.

With respect to the means by which the union is to be formed

and maintained, the Gorbachev Guidelines are not entirely clear.

The Guidelines state that the Sovereign republics shall enter the

union voluntarily and on the basis of their mutual interest, and

further specify that powers delegated to the union may not be

changed without the consent of the republics and that republics

shall be economically liable for violations of their accepted

obligations. The Guidelines do not, however, specify the means by

which the republics will enter into the arrangement or the legal

form of the union, nor does it give any indication of the means by

which the republics must agree to change the delegation of powers

to the union, the ability of republics to withdraw from the union,

or the means by which a republic is to be held economically

accountable for failing to fulfill its obligations to the union.

There is no specific mention of a union treaty, and while the union

described could be formed by that means, the language could also

be taken to simply refer to the terms which should be included in

the new version of the constitution.

Both the Ministry's presentation of its conclusions concerning

union power and the treatment of the same issues in the Gorbachev

Guidelines are excellent illustrations of the current tenor of the

debate. The Ministry's list included no powers which were not

directly related to the economy, and no discussion of the means by

which the relevant union powers were to be enforced. The absence

of such matters is even more stark in the Gorbachev Guidelines.

In discussing the union, the Guidelines state that the republics

will voluntarily enter the union for the ourpose of forming a

single economic territory. carrying out mutually beneficial

economic relations and coordinated economic policies, and defending

the market. There is a nearly complete absence in the document of

discussion of the mechanisms by which union level law and

regulation should be generated or enforced and the political,

administrative and other structures that would be required.

Discussions with the Ministry would indicate an assumption

that union level bodies of power would remain essentially the same,

with some redefinition of powers and jurisdiction. Similarly, the

Gorbachev Guidelines mention that an Inter-Republic Economic

Committee will be established under the USSR Council of the

Federation, indicating that existing political/legislative

structures are to continue to remain in place. The exclusive focus

on economic needs and stark omission of related political and

institutional issues which is occurring in union level discussions

of federal structure and legislative power, is an indication of the

climate in which these issues must be resolved. The center appears

at present to be forced to conduct its argument for continued union
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largely in terms of economic necessity, as there appears to be

little or no public support at this time for the argument that

political or social unity is in and of itself a desirable goal.
This complicates discussion of economic matters, as the center and

republics argue in terms of the economic necessity of particular

arrangements, but fail to address directly the assumptions that may
be made concerning associated institutional and political

structures, thus making economic efficiency arguments the proxy for
other political issues.

I.A.3.b. Republican Views on the Future Shape of
the Union

Republican views on the preferable future shape of the 
union

vary considerably, ranging from the Lithuanian declaration of

complete political and economic independence to the views of 
some

conservative members of the Russian Republic parliament that the

union must be maintained in roughly its present form. The more

common views tend to recognize the need for substantial economic

integration and the desirability of burden sharing via common

defense arrangements and infrastructure. Most also accept as

desirable or unavoidable the existence of a union level

administrative structure of some kind which would administer policy

and programs which are coordinated at the union level. The terms

on which such a union would be entered, the powers to be given to

the union level structure, and the means by which the union

structure would be funded and maintain its powers, however, are

matters of substantial disagreement among republics, and among

groups within republics.

One common expectation is that a union treaty will be

elaborated and passed within the next few months to a year.

Recently, however, the idea has arisen within some groups that not

even a union treaty is required: instead, some argue for the

adoption of some form of cooperation agreement, to be concluded

between republics that are considered to be sovereign states on the

international level. One concept that is apparently very popular

at the present moment and that was repeated by several groups
during the mission is the concept of a union based on the voluntary
and freely revocable gift of powers to the center by various union

republics. Under this model the union republics would be free 
to

transfer to the center whatever powers each thought good, but there

would be no necessary correspondence or relationship between the

powers given to the Union by one republic and those given to it by

any other. The Union would be given only enough funds by the
various republics to perform those functions appointed to it and

would serve as a variety of hired agent for the republics,

performing military, diplomatic and other services on a fee paid

basis.

The Russian Republic's view of the matter, as expressed in the

"Shatalin Plan" accepted for immediate development and
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implementation by the republican government, is in many ways

similar to that expressed in the Gorbachev Guidelines. The

Shatalin Plan provides for the union government to control most of

the same areas of economic and social policy and implementation,
with a few exceptions.' The Shatalin Plan is, however,

significantly more specific about the type of union 
and the terms

and conditions for entry and exit and appears to contemplate a

somewhat less powerful union structure.

The Shatalin Plan envisions a voluntary economic union,

created by means of a treaty process between sovereign states,

intended to create a common market. Republics would have to accept

in full all obligations of the Treaty in order to join the union,

although some republics could be granted status as observers or as

associated members on unanimous approval of all full members of the

Union. Exit from the union would be available at any time, but

would require notice to other members and compensation for standing

debts and obligations. Unlike the union proposed in the Gorbachev

Guidelines, which would have the power to levy taxes, the Shatalin

Plan union would have no independent financial means and would

instead be financed by contributions made by the members on the

basis of GNP or GNP per capita.

With respect to the intentions of other territorial units, a

substantial number of the union and autonomous republics have made

clear statements that they intend to achieve complete independence

from the Soviet Union, at least, as it is currently constituted.

It is not at all clear that such republics would be unwilling to

take part in an economic union arrangement similar to that

described in the Shatalin Plan, or even in the Gorbachev

Guidelines, so long as such participation was based on an initial

recognition of the republics as sovereign states and the

maintenance of options for free exit from the union. As an

example, the Ukrainian Republic recently passed a comprehensive

declaration of sovereignty and an additional declaration on

economic sovereignty, declaring its intent to establish complete

political and economic independence with the establishment of

customs borders and, if necessary, the creation of a separate

currency. Yet, Ukrainian officials also expressed an ardent desire

for a strong economic union with at least some of the other

republics. Indeed, a footnote in the relevant portion of the

Shatalin Plan states that the language of the section discussing

* The Shatalin Plan would create trans-republican joint stock

companies to take control of maritime transport, 
fishing and air

transport, while the Gorbachev Guidelines leave these matters in

the hands of union level bodies.

4 The Union itself would have no independent taxing power,

although union contributions would be collected in some form of

federal taxation, if the members so agree.
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the future union treaty arrangement was agreed to word for word by

the other republics taking part in the drafting process, although

it fails to specify to which republics it refers.

I.A.4. conclusions and Recommendations.

The resolution of these issues of territorial and national

sovereignty is fundamentally a political matter that must be

resolved among the parties involved. Some resolution, however,

even if subject to evolution, must, be achieved before there can

be any hope for a successful economic reform which preserves an

all-union market. It is clear that no serious reform can take

place if the nature of the reform itself cannot be determined by

a state structure that is capable of administering and enforcing

it on a relatively stable, continuing basis. Even in those areas

in which basic policy actually remains relatively stable, it is to

be expected that political and legal uncertainty will severely
retard risk taking and the development of new forms of business

activities, Only those activities that will produce immediate

profit, or those which would appear to be both acceptable and

profitable under most likely future scenarios, will be 
undertaken

in this climate. Further, because many such activities are those

requiring limited investment and/or which are designed to take

advantage of current market deficits in consumer goods and

services, continuing failure to establish clear lines of authority

and a stable regulatory regime may produce results which give
credence to charges that those engaging in new types of activity

are privateers not interested in seriously investing in the

economic growth of their communities and may thus contribute to

pressure for reversal of economic liberalization.

If a completely stable and permanent solution cannot be

achieved immediately, as appears to be the case, a clear commitment

to an acceptable temporary or partial arrangement might be

preferable to no resolution at all. Such an agreement might

specify which laws were to govern particular economic 
matters or

even specific economic activities (e.g. transportation services)

during a specific period of years, with an assurance that, should

the governing law change after that period, compensation 
would be

made for serious loss and individuals would not find themselves

severely penalized for having taken part in particular economic

activities during the interim period. It is possible that such

temporary measures might be of assistance in areas in which there

is substantial agreement among most competing groups about the

proper conditions for economic activity. In the alternative, more

permanent measures might be taken to clarify control over

particular parts of the economy where there is general agreement
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on the appropriate territorial or political level of control.°

Unfortunately, the complications inherent in any attempt to

come to such an agreement, the time required to draft and agree

upon such matters, and the pressure of more basic political' issues

suggest that even temporary or partial arrangements are unlikely

at this time and that they would be perceived as unstable even 
if

passed. The maintenance of such solutions would require 
a level

of political stability and basic policy agreement that is simply

absent from the current environment. Temporary agreements, even

if such agreements could be reached, would by definition be

temporary and would thus fail to resolve the fundamental

uncertainty problems. Similarly, partial agreements would by

definition clarify the source of legal control for only a small

segment of the economy, leaving the determination of the broader

conditions in which that segment operates subject to the extreme

uncertainty described above.

Because the matter at hand is fundamentally a political one,

there seems to be little that international organizations can 
or

should do in assisting its resolution. One possible exception to

this might be the provision of assistance in modeling a variety of

alternative institutional and legal structures -- based on a

variety of sovereignty models and different territorial bases for

regulation -- that could achieve goals of economic coordination and

regulation. Such assistance might assist the various factions 
to

examine unstated assumptions about the political and institutional

structures that must be maintained to achieve those goals and might

help the various parties involved to avoid an outcome 
in which the

possibilities for an all-union market are diminished or destroyed -
- at great economic cost -- in order to protect aspects of local

sovereignty that could have been protected through less draconian

measures.

I.B. Competencies and Capacities of State Bodies

Introduction

There are a number of bodies in the Soviet Union that are

empowered to issue laws, or decrees and regulations 
with the force

of law. The relationships among the various bodies and the acts

which issue from them, however, is often unclear. In some cases,

this is the result of a legal tradition which defined state

authority as a single unified system with undifferentiated powers,

while in others it is a result of the as yet incomplete definition

of the boundaries of the authority of newly created bodies. While

this uncertainty thus produced regarding the capacity of given body

'° For example, an agreement might be reached that the proper

territorial level for control of freight trucking is the district

level.
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to regulate in a given area aggravates and is aggravated by the

problems described in section I.A. above, the lack of a clear

separation of powers is a separate legal issue 
that is capable of

causing difficulties even in the absence of federal strife.

I.B.1. The Soviet Theory of State Structure

Until quite recently, the concept of separation of powers was

strongly rejected by the greater part of the Soviet legal and

political community as a characteristic of bourgeois 
states, where

the various state bodies did not represent the interests of the

whole people. According to this traditional Soviet theory, state

power is an indivisible organic whole and all of the state organs

represent all of the people. While some division of functions

might be appropriate for the sake of efficiency, no separation of

powers -- in the sense of checks and balances -- is required, as

all bodies are expected to work together in pursuit of the same

public interests. Rather than defining the power of government

bodies narrowly as the power to act in only those ways and with

respect to only those subjects which are specifically 
delegated to

the body by the USSR Constitution or other relevant document, the

Soviet tradition thus defined the powers of various state bodies

by the assignment of broad responsibility for the corresponding
area of the country and the grant of generalized tools (e.g. the

issuance of laws, or of binding decrees). Accordingly, the

competencies of various government bodies were defined primarily

by the grant of certain exclusive powers and topics 
of regulation

to particular higher organs, while those below retained 
all other

powers necessary to their tasks (which were very broadly defined),

but could nearly always be overruled by the organ above them.

I.B.2. Changing Theories and the Problems of the

Transition Period

As a part of the overall process of perestroika and

democratizatsia (democratization), the generally accepted Soviet

theory of state power has changed markedly. The desirability at
a clear separation of powers, and of some form of "checks and

balances" between and among those powers, is now acknowledged by
the majority of the scholarly community and by most of the members

of various state bodies themselves. Note that the lines drawn

between the powers and the type of "checks and balances" envisioned

do not correspond precisely to the original U.S. model or to the

current Western versions. While there are certainly differences

of opinion, the generally accepted Soviet version of the theory

envisions a broader and more powerful role for the legislature,

with a correspondingly reduced role for other institutions. The

reformation of the Union and highest Union-republican level organs

of state power has included some elements reflecting this change

in theory and the legislative (supreme soviets, congresses ct

people's deputies) and executive (presidents and councils ct

ministers) bodies have been defined or redefined so that their
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functions and powers vis-a-vis one another are a bit more clearly

delineated. Although the power to review of legislation has not

been vested in the court system, the courts and state arbitration

have been empowered to hear cases concerning illegal or uJltra vires

actions of state officials that violate the rights of individual

citizens or organizations, and a committee has been created under

the Supreme Soviet of the USSR that is responsible for supervising
and reviewing the constitutionality of legislation and regulation.

The process of delineation of the powers of particular bodies,

however, is only at its earliest stages and the over-broad

definition of powers still contributes to confusion and

inconsistency in elaboration and implementation of laws and

normative acts.

Even the small steps toward delineation of competencies

mentioned above have been made only at the highest levels of state

power, while the lower levels have been much less affected by the

process. District, regional and local soviets of people's deputies

remain largely in the same form that they have had for many years.

The soviets themselves elect their executive committees and

presidiums, which are considered to be the executive 
arms of local

government and which may carry out many of the daily 
functions of

government in some localities. The distinction at these levels

between legislative and executive functions is limited at best and

there is far less institutional check on the actions of either the

soviets or the executive committees. The recent reforms have made

one important change in the local structure - i.e. the elections

of people's deputies are now far more open and can be contested,

thus producing a congress or supreme soviet that is in theory more

representative of the population. While this reform may produce

local government that is more responsive, however, it does not

address the separation of powers problems.

In addition to the primary bodies of state power, there exist

numerous ministries and committees. These bodies, although

considered to be a part of the executive rather than the

legislative apparatus, are generally authorized to issue binding

resolutions and regulations within their areas of responsibility

and within their territorial jurisdictions. Indeed, at the union

level the Council of Ministers has often been made responsible 
for

issuing the detailed instructions and regulations that implement

very general all union laws, and similar tasks have traditionally

fallen to other ministries or institutions with respect to

dictating the means by which broad legislative pronouncements will

be implemented. These ministries, committees and departments have

in the past issued enormous masses of regulations and instructions

which in theory implement the laws and decisions issued by higher

bodies, but which in fact may limit or significantly alter those

laws and decisions. The degree to which such limitations and

alterations are permissible is very poorly defined.

The result of this failure to clearly define the competencies
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of state bodies is a substantial amount 
of uncertainty and a lack

of uniformity with respect to the interpretation and implementation

of legislative acts. Local bodies may impose differing

requirements on new business entities for registration, place

restrictions on the activities of such entities, or otherwise

regulate activities under new laws while ministries and- other

institutions empowered to insure binding regulations, rules, or

orders may effectively restrict enterprises 
or others to whom such

acts may be addressed in ways inconsistent 
with the intent of new

economic legislation. Although direct contradiction of a

legislative act in a decision taken with respect to a 
particular

person or matter is appealable, a great deal of restriction can be

accomplished without direct contradiction of the broadly worded new

legislation and appeal of restrictions 
issued as generally binding

rules rather than with respect to a single individual or entity

(e.g. registration requirements, blanket prohibitions) is

substantially more difficult. Thus, there may be significant

differences in the implementation of legislation at lower levels

and participants in the economy may face the possibility of

arbitrary restrictions and unpredictable changes in the rules of

behavior."

During the current period of transition, where there is

substantial disagreement over economic 
law and policy, the problem

caused by a lack of clear limitations on competencies 
increased by

several orders of magnitude. Various territorial units

deliberately circumvent the requirements 
of new laws and the lack

of clear standards of this kind of inconsistency causes regulation

of this kind to be extremely difficult. 
In addition, these same

separation of powers issues cause severe difficulties for

legislators attempting to create new state bodies capable of

enforcing new laws and regulations broadly - against state and

quasi-state participants in the 
market as well as private parties.

I.B.3. Conclusions and Recommendations

Improvement in this situation will clearly depend, as will

improvement in most of the areas discussed in this report, upon

the resolution of the political issues discussed above. The

resolution of those issues of power definition, 
however, will not

be sufficient to solve problems of uncertainty. Resolution of this

problem will also require a better definition of the boundaries of

authority between legislative, executive, and administrative bodies

" Among the instances reported to us were the blocking of

particular types of cooperatives in certain city districts by local

soviet members who would be competitors, arbitrary changes in

registration requirements, requirements that certain entities make

payments to the local region although they were legally exempt from

taxation during the relevant period, charging of differential

registration fees and fees for property use, etc.
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at various levels.

The best means for addressing this problem in the short term

are not entirely clear. A significant amount of legislation

redefining particular bodies and their powers will be required to

achieve enforceable standards, and even this will be insufficient

without constitutional amendment at the union and/or republican
levels. Republican sources have stated that new constitutions,
reflecting deeper and clearer separation of powers, are now in

preparation, and these may be of assistance in this area. The

ability of the republics to provide an effective separation of

powers, however, is clearly dependent upon the outcome of the
federalism debate described in section I.A. Resolution of both

union and republican constitutional issues will take a significant
amount of time. Even in the absence of a need for large amounts

of subordinate legislation to implement the constitutional changes,
the process is likely to require years.

In some legal systems, the powers of state bodies vis-a-vis

one another have been defined not through legislation or specific

constitutional language, but through interaction over time, through
a process of numerous confrontations and resolutions. While a

similar process might serve to redefine the limits on the powers

of Soviet bodies, that process requires both an amount of time and

a type of binding case-by-case resolution and systemic stability
that are not currently available in the Soviet context.

Nonetheless, immediate improvement in the situation will require
that some of the basic powers of soviets, executive committees, and
other bodies of power be limited through some clear, binding, and
enforceable means.

Some attempt has been made in recent legislation to address

this problem by clear legislative statements concerning the powers

of lower level state bodies under the law. For example, the all-

union law states that a local body may not refuse to register a

cooperative except for the reason that its proposed activities, or

its documents presented for registration, do not conform to legal

requirements. This is one excellent means to circumvent the

problem in the interim period and it would be useful for

legislators to continue to use such provisions in legislative 
acts

in order to define precisely the permissible exercise of discretion
on the part of lower bodies.

In addition to limiting the exercise of discretion by lower

bodies and clearly defining the considerations which may influence

discretionary decisions, legislators could reduce confusion and

increase uniformity of application by specifying possibilities for

delay and for the exercise of arbitrary, inappropriate or corrupt
influences. Managers, entrepreneurs, and legal counsel at the

local levels complained repeatedly of the use of implementation

procedures (e.g. registrations, applications for licenses and

permits, etc) as the occasion for the relevant authorities to use
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their powers to assist or hinder particular 
economic actors on the

basis of prevailing ideologies, personal predilections, or outright

tion. The establishment of specific implementation

procedures in the law -- including clear statements concerning the

grounds on which registrations, permissions, 
etc are to be granted

or refused, relatively strict time limitations on the consideration

of applications, and the creation (in apropriate cases) of default

presumptions in favor of the applicant would all contribute to an

increase in uniformity of application 
of the law and a reduction

in corruption and inappropriate exercise of discretion. 
Although

the use of such systems does impose costs, both in 
terms of higher

level legislative time and effort in devising them for each

relevant law and in loss of flexibility, the gains in certainty and

faith in the operative effect of the laws 
among the public and the

business community may be worth the costs, particularly 
during the

transition period.

It is clear that control of inappropriate 
behavior by various

state bodies requires not only the elaboration 
of reasonably clear

standards, but also the provision of effective recourse when

illegal or ultra vires actions are 
taken. The clear definition of

the bounds of discretion and specification of procedures 
will go

a great distance in making the existing right to appeal actions

taken in individual cases meaningful -- both by providing clearer

standards by which individuals, officials and courts or arbitrazh

bodies may evaluate the actions of state bodies and by reducing the

need for lower level bodies to implement 
the laws through issuance

of normative acts and general regulations. 
Nonetheless, given the

emphasis in increasing effective control at local levels and the

strong support for local sovereignty campaigns, it is likely that

there will be a need for an expeditious means of resolving

questions related to normative acts as well, particularly during

the coming transition period. The creation of a general power of

judicial review may be thought to be undesirable, 
at least until

the completion of reforms of the judiciary and the dispute

resolution system as a whole. If this is so, consideration might

be given to the creation of another means 
of review of legislation

and regulations -- perhaps through an arm of the relevant

legislative body. In order to provide expeditious review of

matters of inconsistent implementing legislation or procedures, it

might be advisable to separate the 
body responsible for review of

legislative inconsistency questions 
from that responsible for more

difficult and cumbersome constitutional 
questions.

E.g. the creation of a registration system 
in which failure

to return documents with a valid reason for rejection within a

limited period would be construed as their acceptance and

registration.
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I.C. Localization of Power ard Local Capacities

Introduction

The Gorbachev Guidelines, like most of the other economic

reform programs that have been defined to date, include a

substantial element of localization of power and control over

economic activities and economic regulation. The Guidelines call

for the role of autonomous republics and other national formations

(i.e. autonomous oblasts and autonomous okrs) to increase

considerably, although they do not define the ways in which the

role of such formations should be augmented. The role of local

bodies in general (i.e. raion and city soviets as well as okrug and

higher level bodies) will increase substantially as the Guidelines

call for such bodies to take decisions on temporary price

limitations and market controls and other matters affecting local

economic behavior and conditions. In actuality, this process has

already been occurring with respect to some areas and some

functions, as new legislation places increasing amounts of

responsibility on local bodies and the reduction of the 
powers of

central bodies results in more localized distribution of control

and implementation activities. While some reallocation of

regulatory and implementation powers is clearly in order, a

localization process that fails to take account of the pressures

on local bodies to act irresponsibly with respect to the larger
market and their technical incapacity to meet many of the demands

placed on them, is likely to produce undesirable results.

I.C.l. Responsibility of Local Bodies to the Larger
Community

As local bodies have begun to exercise new powers, many of

them have shown tendencies to attempt to meet local interests

without regard to the needs of the larger community. Orders have

been issued restricting the movement of goods or attempting to

interfere in interregional competition in order to protect the

interests of local consumers or enterprises. This tendency is at

least in part a natural outgrowth of the process ot

democratizatsia. The concept of democratizatsia includes both the

increase in the peoples' effective control over matters of

importance to them (especially matters of local importance) and the

increase in choice of and control over the state representatives

making decisions. Implementation of this concept thus implies both

increased responsibility of local bodies and increased

responsiveness of local legislators and administrators 
- which is

expected to result from the movement of local bodies to a system

of open elections. The initiation of open elections is th'us

intended to, and apparently has, resulted in an increased incentLve

for local officials to appear to be actively addressing and

protecting local interests.
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The problems posed by localization are also inextricably
related to the crisis of authority discussed in Section I.A. above

and to the separation of powers issues discussed in Section I.B.

above, as the localities would be both less tempted, and less able,
to implement irresponsible policies in an environment in which the

federal system was respected and effective and the powers of

various bodies within it were clearly defined. In addition, the

same theory of an organic and indivisible state power that

prevented the development of meaningful separation of powers

prevented also the development of a concept of a limited or

specific role of local governments in the state structure,

resulting in an absence of models for even responsible local bodies

to follow. As a new model of state structure begins to be

elaborated, with respect both to questions of federalism and

questions of separation of powers, local bodies may begin to have

a clearer picture of their place in the social structure.

I.C.2. Technical Capacities of Local Bodies

Under the previous planning and budgetary system, local bodies

of state power had only limited amounts of responsibility for
economic planning, budgetary control, and the funding and provision

of local services. Budgeting and contracting for local needs had

to be accomplished through centralized state budget structures and

the central planning system, with the role of the locality often

being little more than to proffer requests for goods, funds and

services through the planning and ministerial systems. Thus, local

bodies have not had occasion to develop substantial skills or

experience in performing. such tasks as budget formation, evaluation

of tax bases, management and control of local utilities, property

registration, etc. Most bodies at the lowest levels lack the

knowledge, staff, and technological means to fulfill many of the

basic tasks of local government which have been or will be assigned
to them. As an example, it was reported to the mission team that

a particular district in the city of Moscow had "lost" the

registration information for a large number of new businesses 
and

was thus at a loss to fulfill any of its responsibilities for

monitoring the activities of these entities. If these local bodies

are not able to obtain substantial amounts of assistance in meeting
their new responsibilities, even a well-planned reform effort may

fail to show satisfactory results at the local levels.

I.C.3. Conclusions and Recommendations

Although there is substantial pressure for increasing

democratization and control at local levels, devolution of power

from central ministerial authorities into local bodies in the

absence of a resolution of the state authority and separation of

powers problems may be at least as damaging as the maintenance 
of

ministerial control, as the result may be destruction of broad

economic ties within the union and blockage of the formation of an

all-union market. Localization of control should proceed with
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caution during the transition period and increased localization of

control should not be permitted to substitute for the resolution

of difficult privatization issues or questions of local

sovereignty.

The ability of the reform program to show results at the local

level will be heavily dependent on the ability of local bodies to

meet their responsibilities and to use their new powers to promote

market activities, provide better local services and

infrastructure, and work creatively to assist in local development.

Local bodies should seek, and capable organizations should provide,

technical and financial assistance in developing techniques of

planning, organization and control that are effective during the
difficult transition period and that are capable of developing into

viable local government structures and practices.
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II. Legal Foundations for Market Exchange

Introduction

Approached in very simplistic terms, the effective functioning
of a market-based system is dependent upon the existence of clearly
defined and reasonably broad property rights, the ability of market
participants to freely exchange property rights through a system
of legally enforceable agreements, and the existence of a system
which provides reasonably secure and predictable enforcement of
such agreements. While there now seems to be greater recognition
of the fundamental nature of these matters, the need to establish
stable basic principles in these areas has until recently been
somewhat obscured by a tendency to focus on particular pieces of
legislation authorizing and defining specific forms of business
activity. Although several new pieces of legislation have appeared
in the last year that touch on these matters, these pieces of
legislation are generally "framework" laws which do not yet provide
the clarity or detail required in these areas. Unfortunately, the
competing reform plans which currently define the terms of the
legal/economic debate would appear to continue this unfortunate
tendency to neglect the fundamental substantive and procedural
building blocks for market relations. Both the Gorbachev
Guidelines and the Russian Republic's Shatalin Plan focus heavily
on defining specific institutions and instruments, while devoting
little or no time to the need to alter basic civil law concepts.

In their present forms, neither the substantive civil law nor
systems for dispute resolution and law enforcement .are adequate to
support and facilitate the growth of a market economy. Substantive
law in the areas of property and contract still contains many
aspects more suited to central planning than to decentralized
market exchange. Although there are some underlying civil law
principles, which might serve as the basis for the growth of the
law in new directions, these aspects of the law are simplistic and
will need development before they are adequate to support complex
commercial relationships. Section II.A. discusses the current
state of Soviet law on the ownership and use of property, while
Section II.B. addresses the development of contract law.

The systems for civil dispute resolution and enforcement of
economic obligations are currently being reorganized and are as yet
in a state of some disorganization. It is clear that they are yet
prepared to handle the burdens that market transition will place
upon them. With respect to the enforcement of criminal laws
relating to economic activity and the general supervision of
legality, the concern is not one of readiness to address new

problems but rather one of excessive armament of supervisory
agencies with intrusive powers and continuing existence of legal
sanctions inappropriate to a market system.
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II.A. Pro~erty Rights

Introduction

The Gorbachev Guidelines call repeatedly for the expansion 
of

property ownership and property rights in a variety of fashions.

The Guidelines explicitly call for the recognition of 
the right to

private property, a substantial program of privatization of 
state

property, and a program of land reform as 
major components of the

stabilization of the economy. In addition, the Guidelines

implicitly call for the redefinition of rights to own and use

property (especially productive property) in discussing the

expansion of business activities of all kinds 
and the need for a

law on freedom of entrepreneurial activity. These proposals are

substantially more far reaching than any of the previous union

level suggestions related to ownership and neither the current

union nor the republican level legislation is consistent 
with the

aims described. Implementation of the Guidelines will require a

significant legislative effort, including the immediate issuance

of a number of pieces of new legislation and amendment or repeal

of several other pieces, and, in the longer term, the redrafting

of entire civil codes and a massive amount of conforming 
amendment

of related legislation.

II.A.l. Traditional Soviet Doctrine

Until very recently, ownership law in the USSR was strictly

divided between socialist ownership and personal ownership.

Socialist ownership included the general ownership of the state

and state enterprises, ownership of rural cooperatives, ownership

of collective farms, ownership of trade unions and also of social

organizations. Personal ownership, a separate but related category

of legal right, included the personal and household belongings of

individuals and other objects needed by the individual for

conducting subsidiary farming operations on a plot of 
land, or for

engaging in a permitted handicraft or individual labor activity.

Personal ownership was to be derived principally from the labor

savings of individuals and was not to serve as the basis for the

extraction of illegal or "unearned" incomes.

The State was. regarded as the sole owner of all state

property, which could be held in "operative management" by

enterprises and other bodies to which the state gave property for

1 The precise definition of "unearned" income has always 
been

somewhat elusive. Illegal income earning activities for

individuals have generally included entrepreneurial activities

involving hired labor (income derived from the labor 
of another is

"unearned" by the receiver), illegal sale or lease of property or

sale or lease above permitted price levels, any variety of

middleman or trading activity, etc.
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use. operative management of property means, in effect, that the

property can be possessed and used, but use is restricted.

Property held in operative management must be used at all times

consistently with the charter of the enterprise 
and the purpose of

the property. Disposition can be made only in accordance 
with the

law, often requiring an order or permission of the superior state

body (ministry, department or committee) 
which is charged with the

management of the property. While personal property can be the

subject of a pledge or lien and can be disposed 
of far more freely

than state property, both the objects of personal ownership and the

permitted forms of individual economic activity were, until

recently, quite limited, rendering personal property essentially

irrelevant as a source of market activity."

Under the applicable civil code provisions, state property

cannot (in general) be alienated to individuals and can rarely be

used as security or levied against. As an illustration of the

relative importance of the two forms of property, the criminal

codes generally provided penalties for stealing, converting or even

negligently wasting state property 
that were very substantial and

notably harsher than those corresponding to similar actions

involving the personal property of individuals. These code

provisions have not, in general, yet been repealed although 
newly

issued legislation suggests that they may 
no longer be enforced,

and there is a clear intention to equalize the position of both

types of property in the future. For further discussion of

criminal sanctions related to the reforms, See section II.C.3.,

infra.

II.A.2. Fundamentals of Legislation on Ownership

In March 1990, the new Fundamental Principles 
of Legislation'

" In those restricted areas in which personal property was

permitted to serve as the basis for market activity, production

and exchange were significant. The best case in point is the use

of "personal plots" for the growing of foodstuffs and raising 
of

animals. Although extremely small in total area, it has been

estimated that the "personal plots" have 
provided up to a third of

the national supply of some fruits and vegetables. 
From the legal

point of view, however, this individualized market activity took

place on a fairly simple basis and 
did not foster any significant

development of market-oriented legal structures.

4 Fundamental Principles of Legislation are sets of general

principles in a given area of the law which are issued at the Union

level. These principles are then adopted by the republics an-s

become the General Part of the relevant code of law. The republic

elaborates the Special Part of the code, which contains more

specific provisions on the application of the general principles

to particular circumstances. The Fundamental Principles, along
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on ownership were passed and the USSR Constitution amended" 
in an

attempt to bring ownership law in general into a state consistent

with the new developments in economic regulation. Although the new

Fundamentals do authorize ownership by a variety of new economic

entities, thus overcoming the limitation of property ownership

forms to the "socialist" and "personal" forms enumerated in the

1977 USSR Constitution and corresponding laws, they are otherwise

extremely general. (This is, of course, to be expected of

Fundamental Principles). The law also states that all forms of

property will be equally protected -- a substantial step in terms

of the history of Soviet jurisprudence -- and provides generally

for the right of both owner and legitimate users to protection of

their property or use rights. The law does not, however, mention

of any means for registration of property ownership - a significant

omission.

The new Fundamentals mention a number of different types of

property ownership which are permissible, many 
of which -- such as

the property of a labor partnership, the property of an economic

partnership, or the property of religious organizations -- have not

previously been specifically addressed by Soviet law of ownership.
The Fundamentals themselves, however, do not provide definitions

of the particular rights and duties associated with the new types

of ownership. Some of these "new" types of ownership are

classified according to categories which already existed in the

law, for example, the ownership of a labor partnership is

identified as shared common ownership. This form of ownership is,

in turn, defined in a general fashion in republican civil codes,

e.g. chapter 12 of the Civil Code of the RSFSR. In this fashion,

the general rights and duties of the owners vis-a-vis 
one another

are already defined. The ownership of most business entities,

however, is classified as "collective ownership" -- a category of

ownership defined neither in existing civil codes nor in the

Fundamentals. A number of the types of ownership in this category

refer to ownership rights of new kinds of business entities 
which

are defined by relatively comprehensive all-union laws. In some

of these cases, the laws themselves define the rights of both the

business entity's as owner and (where relevant) the individuals who

may be part owners of the business entity. In other cases however,

the law is still silent as to the entities definition or the rights

of its owner and of the entity as an owner.

with particular all-Union laws which may require the inclusion 
of

certain provisions on the Special Part of the codes, serve to

provide uniformity across republics on general legal concepts.

6 The amendment, which eliminated the constitutional language

restricting property forms, was passed not as a separate amendment,

but as a part of the series of constitutional amendments that

created the office of the presidency.
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While the lack of a general civil law definition of collective

property does not completely block the use of owned property by the
relevant business entities, it does cause substantial uncertainty
concerning the precise boundaries of their ownership rights and the

rights of individuals and organizations who are, in turn, the
owners of the business and the managers of its property. This

uncertainty is particularly acute with respect to these types of

business entity which have not been defined in other laws. If the

definition of these types of ownership as "collective" stands, it

is to be expected that this new term will be defined on the

adoption of Fundamentals into the republic's civil codes and their

further elaboration therein. Under current conditions, however,

the redrafting of republican civil codes is not likely to occur

with any rapidity, and short turn development of the law in this

area is likely to occur by means of laws defining additional

business forms.

There are many remaining questions which are not answered by

the new Fundamentals, concerning, for example, the extent of

restrictions on the disposition of productive property. The

Fundamentals themselves state that an owner may possess, use, and

dispose of the property belonging to him in any way not prohibited

by law. There is, however, little law as yet concerning

permissible disposition of property. The exception to this is the

Fundamental Principles of Legislation on land, which provide for

very substantial control of land use by the state and withdrawal

of use rights for inefficient use. This is an ominous precedent

which suggests that the owner of production facilities may not be

free to dispose of those facilities in ways which might appear
wasteful or negative to society in general. The right simply not

to use owned property, or to destroy it if one so desires, may be

problematic - especially in industries where there are supply

and/or monopoly problems. Attempts to control disposition,

however, are likely to lead to restrictions on alienation that

hamper the free movement of property and reduce efficiency.

II.A.3. Additional Legislation Affecting Property Rights

Several additional pieces of legislation have been passed

during this year, which had some effects on the Soviet property

regime. In November 1989, the Fundamental Principles of

Legislation on Leasing were passed, which provide a means for all

kinds of economic actors, including individuals, cooperatives and

also state enterprises, to work on the basis of leased property.

The leased property may be excess capacity rented out by an

enterprise to a cooperative or individual or may be state property

rented by an enterprise, cooperative or other organization direct I,
from a ministry or other body. By using the lease-purchase option

provided for in the new law, enterprises and other economic

organizations can purchase and own productive assets that once

belonged to the state.
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Shortly after the Fundamentals on Leasing, another set of

Fundamental Principles of Legislation was passed concerning Land.

Although the new law does appear to allow more flexibility in land

use and codifies the possibility for land users to be given a life

tenure in land, it does not envision unrestricted purchase and sale

of land and appears to presume continued substantial contr'ol over

land use. According to the new Fundamentals, land can now be given

to agricultural and other users, for use in their private

businesses or affairs. Such land may be inheritable by the

descendants of the holder of a plot of land and there is no limit

on the number of times can be passed down within the family,
although rights to bequeath outside familial lines are not

clear. It would appear from the language of the Fundamentals

that this life tenure in land with the right of bequeathal defines

the concept of "ownership" of land."

II.A.4. Use of Property as Security

The new Fundamentals do generally authorize the use of liens

on property for securing obligations. This is an encouraging
development that suggests that restrictions previously placed on

productive assets owned by the state (effectively all industrial

assets) will not "follow" those assets into private hands.

Productive property that has been privatized (through lease-

purchase or other means) may thus begin to serve along with

personal property, as the basis for project finance. At the time

of this writing, liens on property - or pledges - are regulated by

basic republican civil code provisions."' Such provisions generally
allow pledge only of property that is owned outright or is in the

operative management of the pledge. This requires that contracts

of pledge be in written form and define the general conditions 
for

maintenance, insurance, and recovery of pledged items. A draft law

on Pledge, however, is currently being considered, which redefines

the conditions of an enforceable lien or pledge, the types of

" The possibility of free sale and purchase of land appears

to be a fairly serious bone of contention, especially within some

union republic level executive and legislative bodies that are

drafting plans for economic transition and reform based on the

assumption that they. will become substantially independent in the

near future. For example, we were told in the Ukrainian Supreme

Soviet, by the Ukrainian branch of Gosagroprom, and also by the

Ukrainian Ministry of Justice that the issue of land rights was an

extremely sore one in the republic at present. Gosagroprom and

the Supreme Soviet declined to issue opinions on the proper

resolution of the question, but the Ukrainian Ministry of Justice

stated that it would support a solution allowing the purchase and

sale of land, with a limit to be placed on the amount of land that

could be owned by a single individual.

' See, e.g. Civil Code of the RSFSR, Articles 192 through 202.
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property rights that may be the subject of a pledge, and the
procedures for effecting a foreclosure, and also introduces
registration requirements for encumbered property."

In order for property to be used effectively as security,
whether under the old or new provisions of the law, there will need
to be attention to the technical means by which legal requirements
can be met and rights substantiated. Particular difficulty will
be caused by the absence of a coherent system for registration of
property ownership and of liens and encumbrances on property.

According to information provided to the mission team, it is
possible to obtain documents from the local authorities which
attest to the ownership of property. While this may be helpful in
proving ownership during the process of obtaining a loan and/or
making a pledge, it will not provide the kind of systematic
registration and tracking that will allow a normal market to
function.

II.A.5. Property Rights of Individuals

With respect to the property of individuals, the new
Fundamental Principles of Legislation on Ownership have been
criticized by some commentators on the grounds that the sections
relating to individuals preserve the system by which the
permissible objects of individual ownership are enumerated by an
exclusive list, continuing the previous tradition in which
individual or personal ownership was discouraged and restricted
relative to other forms. The language of the Fundamentals is, in
fact, less than clear on this matter and would support both a broad
and a narrow construction.

Article 7 discusses in some detail the objects of citizens'
rights of ownership, separating such ownership from the provisions
of Article 3, concerning objects of the right of ownership in
general. Both articles contain permissive language, -- i.e.
"citizens may own", "ownership may be exercised over" - suggesting

'9 The draft law is significant in that it would provide for
means of pledging diverse types of property rights (e.g. lease
rights, use rights, etc) in addition to pledges of property held
in simple ownership or operative management. The ability to use
such rights as security will be very important in allowing
immediate economic activity, as the amount of property that is
owned outright is quite limited and appears likely to grow slowly
through lease-purchase and other gradual means of privatization.
The draft law, however, does not deal with questions of ability to
transfer restricted use rights or those which require permission
of authorities to be granted for each specific user. This may be
particularly problematic with pledges of rights to use and/or
natural resources.
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that items not included in the list provided are not permissible

objects of either rights of ownership in general, or citizens'

rights of ownership in particular. The list provided in Article

3 of objects of rights of ownership in general is very broad and

contains the catch-all category "other property." In contrast, the

list of objects of citizens' rights of ownership contained in

Article 7 is substantially more specific and limited and its catch-

all category is "other property for purposes of production and

consumption." Part 3 of Article 7 permits additional limitations

to be placed on the ownership of citizens by union, union republic,

or autonomous republic laws, while neither Article 3 nor any other

article contain such a clause concerning other types of ownership.

All of these differences suggest that individual ownership

continues to be a matter of some sensitivity and is subject to

special restriction. A narrow interpretation of the Fundamentals

could place restrictions on individual ownership of property for
investment purposes (as opposed to consumption or production), and

might tolerate very substantial restriction on individual ownership

by the republics. Even if the provisions of Article 7 are

interpreted more broadly, the separate treatment of individual

ownership creates confusion and invites restriction of individual

business and investment activities.

II.A.6. Conclusions and Recommendations

Gorbachev's Guidelines call for the creation of a varied

economy based upon multiple forms of ownership. In order for the

property law regime to support such an economy, a number of changes

in the property laws will be required. It must be recalled,

however, that the Guidelines also call for the republics to have

complete sovereignty over the national wealth located in their

territories and to be able to define the conditions on its use 
and

ownership. Thus, changes in the legal regulation of property

rights may have to be made at the level of individual union and

autonomous republics. While the Guidelines themselves do not call

for any particular means to ensure uniformity in this respect, it

is clear that substantial differences between union republics 
with

respect to the nature and means of protection of property rights

will cause difficulties in the development of an all-union market.

If property laws are to be issued by individual republics, some

means of coordination needs to be found so that differences in

republican laws do not prevent inter-republican 
trade.

One important way in which the property regime could be

improved would be the amendment of fundamental principles on

ownership, at either the union or republican level, to establish

a general right of natural and juridical persons 
(including state

entities) to own all types of property, with the exception of those

specifically forbidden by law and the elimination of the use of

permissive lists of the objects of ownership rights. This new

formulation of ownership rights would require a concurrent

29



replacement or amendment of significant portions of the existing
civil law and subordinate legislation and regulations, since the
older provisions would in fact impose substantial restrictions and

a concurrent issuance of legislation limiting ownership rights with

respect to various types of property, such as those that are

inherently dangerous. While this would be a significant

legislative task, establishment of this formulation of the objects
of legal ownership would avoid problems caused by gaps in

permissive lists and problems of interpretation with respect to new

forms of property and would eliminate uncertainties caused by the

differences in provisions applying to individuals and other types

of entities. A similar formulation of disposition rights of

property owners would be of assistance in ensuring the freest

possible movement of property.

A general reformulation of ownership rights as described above

might eliminate the need to create an identified special category
of ownership - such as "collective ownership" - to differentiate

such ownership from individual and state forms. A business entity,
as a juridical person, would be considered the owner of its

property in simple terms. Ownership relationships between and

among the owners of the business entity, would be regulated by the

laws governing the creation of such entities, as well as by general

provisions concerning such forms as common and joint ownership.

If, however, the creation of a special category of ownership is

desired for purposes of providing general principles, identifying

common characteristics, and allowing ease of referenced in other

legislation, the characteristics of this category of ownership
should be defined in the law before particular ownership relations

are so characterized. If the current characterization of various

types of business ownership as "collective ownership" is to be

retained, content will need to be given to the category immediately
so that the property rights of those entities are clear.

The more open formulation of ownership rights need not entail

the loss of ability to control undesirable uses of property or

moderate extreme differences in individual income or wealth

accumulation. Problems of unproductive behavior with respect to

productive property (e.g. failure to use the property, its neglect

or destruction) will, in general, be regulated by market incentives

and by pressure on business owners and managers to use and dispose

of property efficiently. In situations where there is an absence

of competition or severe shortage conditions, antimonopoly

legislation or laws governing emergency situations should be

adequate to provide the necessary control without preventing the

efficient movement of property to other uses (including the

scrapping or destruction of obsolete capital) or unduly restricting
the use of productive property for investment. Similarly, taxation

laws or specific restrictions on the accumulation by individuals

of particular types of property could be used to control extreme

wealth differentiation or restrict particular types of accumulation

deemed to be inappropriate during the transition period or for
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social reasons, without creating general restrictions on individual

ownership that create uncertainties and discourage individuals from

pursuing beneficial economic activities.

Principles discussed in the paragraphs above may also be

applied to the legal regulation of the ownership and 'use of

particular types of property, such as land. The Guidelines call

for an early land reform as part of the process of stabilization

of the economy. They also call for an end to the (state) monopoly
on land ownership, although there is no specific reference to

individual ownership of land and it would be entirely possible to

interpret the Guidelines as calling for elimination of the Union

level monopoly on land ownership rather than for the creation of

any particular form of private land ownership. Regardless of the

locus of formal ownership, however, land use rights must be

relatively freely transferable in order for efficient land use

patterns to develop and the extremes of state control over land use

dictated by the Fundamental Principles of Legislation on Land will

need to be eliminated so that agricultural producers will not be

enslaved to production minimums and prevented from developing

efficient land use patterns.

II.B. Contract Law

Introduction

In contrast to the direct recognition of the need for

reform in the legal regulation of property rights, contract law as

such is not a direct focus of the Gorbachev Guidelines and was not

featured in previous reform plans. Attention has been paid to the

need. to eliminate particular restrictions on contractual freedom

that stem from the planning system (e.g. price controls or the

assignment of contractual partners), but little attention has 
been

focused on the underlying system of contract law as such. The

removal of limitations on freedom of contract is, indeed, a matter

of first importance without which no market can be formed. In

addition, however, attention will need to be paid to the

development of the complex forms of contract required to support

modern market transactions.

II.B.1 Current State of the Law

The basic principles of Soviet contract law can be found in

the civil codes of the various union republics. However, the broad

general principles have never applied directly to contracts between

enterprises involved in the planning process. The outlines ot

these principles were drawn from pre-Soviet European Civil Codes,

and in any of the principles are not inconsistent with a market

economy. Those enterprises are subject to special code provisions,

as well as other regulations, which bind them to the dictates c,

the state economic plan, supplemented by general and procedural

provisions of the Statute on the Supply of Consumer Goods, the
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Statute on Material and Technical Supply, and similar legislation

that sets out the terms and conditions of contractual relations 
in

the given sphere, and/or by the terms of a mandatory contract.

These statutes, and especially the form contracts and planning

orders, have served as a means of specific prescription of contract

forms and terms for most enterprises, essentially eliminating the

need for the development of a more generalized contract law and

practice that would guide the free formation of 
complex commercial

relationships. In addition, the lack of a need to draft efficient,

legally enforceable contracts has contributed to a problem of

"contract illiteracy" on the part of many enterprises, business

participants, and even jurists.

There has been a call by a number of well known jurists,

including the Minister of Justice of the USSR, for work to begin

on the conceptualization and drafting of a new civil code --

preferably an all-union level code -- which would be up to date,

would encourage participation of enterprises and other business

entities in various forms of production, and would be uniform and

binding all over the Union. Included in such a code would be a

new set of contract principles which might advance the state of

contract law. However, given the pressure for greater republican

economic independence, attempts to create a complete all-union code

in a field in which previous codes were republican is not likely

to be widely supported and even an attempt to draft a new set 
of

all-union fundamental principles of legislation concerning such

topics is likely to be seen by many as an attempt to 
undercut the

republics' abilities to devise their own systems. Further, even

if successful, the creation of a new set of fundamental principles

might not solve the problem of a lack of complexity 
and concrete

provisions, as the fundamentals could prescribe only general

principles to be incorporated into more specific 
republican codes.

II.B.2 Conclusions and Recommendations

Some fairly immediate development of contract law will be

needed in order to regulate normal market relations among a wide

variety of economic actors. As the wholesale recreation of the

civil codes will clearly require a substantial amount of time, the

immediate steps may need to be taken through other means. Some

steps in this direction are being taken within the 
confines of new

laws on specific topics, such as the draft Law on Pledge or the Law

on Joint Stock Societies, where specific requirements are set 
out

for inclusion in particular types of contract. It seems likely

that elaboration of general standards for types of commercial

contract not currently included in the civil codes, or included

only in very basic form, will have to proceed by this means for

some time. Interim amendments to the civil codes pose substantial

difficulties as uniformity would require changes in many separate

codes among republics that may have significant differences

concerning appropriate content. With respect to contract law as

with ownership rights, there is a substantial issue of uniformity
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among republics that will need to be addressed. The Guidelines do

not mention contract provisions specifically, and there is no
indication that these principles are intended to be more unified
within the Union than those regarding property use and ownership.
Indeed, such differentiation would be difficult as many provisions

of contract law are dependent upon underlying regulation of

property ownership. Even if property ownership regulation is

relatively uniform, however, substantial differences in contract

law will retard efficient business practices within the union and

lead to localization of contractual relationships, particularly if

they result in failure to enforce inter-republican contracts.

In addition to improvements in the codified law of contract,

some attention could fruitfully be paid to issues of eduction.

"Contract illiteracy" could be combatted by increasing the

availability of information on the law and on the requirements of

the enforcement systems, or by the provision of some efficient

means for parties concluding contracts to check that the contract

meets minimum requirements before concluding it. Unfortunately,
the dearth of practicing attorneys in the Soviet Union and the lack

of contract experience on the part of those who exist suggests that

such services would have to be provided by some other source.

State arbitrazh is currently responsible for providing educational

support to enterprises and the public concerning contract and

economic discipline, but it is not clear that it will continue to

have such responsibilities in the future nor that it would be

capable of fulfilling them with respect to the general public under

new conditions.

The provision of model contracts might also be of use in

educating new business participants about the necessary form and

content of an enforceable contract, as well as in informing

existing enterprises about changes in the law and about options in

drafting contracts under new conditions. Some of these models

might be based on adoptions of the previously mandatory standard

contract forms. Many of the standard contracts, however, were

drafted by ministries or other bodies with a substantial interest

in ensuring that contractual provisions and standards favored

particular interests or groups. If these contracts are used as

models, it will be important that they be revised by an independent

group or body without interest in the contents, except as they are

consistent with law.

II.C. The Dispute Resolution Land Law Enforcement Systems

Introduction

A great deal could be written in pursuit of an adequate
description and critique of the Soviet systems for law enforcement

and dispute resolution. There are a number of features of the

systems, such as the division of civil cases between the courts and

state arbitrazh or the supervision role of the procuracy, which
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are not common to "Western" systems. A thorough treatment of these

complex subjects is clearly well beyond the scope of this report
and will not be attempted here. The following discussion provides

only the most basic descriptions of the relevant institutions and
concentrates discussion and critique on aspects of those systems
which are of most concern in the regulation and support of a
market-based economy. Section II.C.1 discusses the resolution of

civil disputes by the courts and by the state arbitrazh system and
their readiness to handle commercial disputes under new conditions.
Section II.C.2. discusses the role of the Procuracy in supervising
economic activities and its relationship to new types of business
activity. Section II.C.3. points out a number of difficulties in

application of existing criminal law to economic activities under

market conditions.

II.C.l. Civil Dispute Resolution

Although role and structure of the judicial system have

begun to be addressed as a part of the restructuring of government
bodies and political relationships, the civil dispute resolution

system has, as yet, received limited attention from those concerned
with market stabilization and economic reform as a key component
of basic market function. The Gorbachev Guidelines decry the lack

of respect for the law as one of the chief causes of the current

economic crisis, but completely fail to address the institutions
called upon to enforce the law and their adequacy to perform that
task. While this may in part reflect a correct recognition that

the questions of state authority to legislate and to enforce the

law, which are discussed in Section I.A., must be resolved before
the nature of dispute resolution and enforcement bodies can be
addressed, the resolution of those issues alone will be

insufficient to ensure implementation of the law. If the available
institutions for civil dispute resolution are not capable of

adequately enforcing the property and contract rights of market
participants, the redefinition of such rights will not have the
desired effects and the expansion of market activities will be
limited by the tendency of market participants to do business with

only those partners whom they already know and trust. At present,
neither the civil courts nor state arbitrazh are prepared to

adequately address the number and types of civil cases that will

arise as a corollary to market development and attention must be

given to redefining the functions of these bodies and preparing
them for new case loads.

II.C.l.a. The Court System

Although there are both Union level and union republic courts,
the Soviet system is not a federal system like the U.S. model. All
lower level courts are republican courts, with the only Union level
courts being the Supreme Court of the USSR and the military
tribunals. Although superior courts may in some circumstances hear

cases in the first instance, the large majority of cases are heard
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in the first instance in the local "people's court." The

republican level courts are arranged according to administrative

unit, with a court level for each level of territorial

administration. Thus, the number of intermediate instances which

stand between the people's court, or court of first instance, and

the Supreme Court of the USSR depends heavily upon the territorial

formation in which the court is located.

The district or city "people's court" is a court of general

jurisdiction, which hears both civil and criminal cases, although

the case load within the court may be divided among divisions which

specialize in cases of particular types. Each court also has a

presidium, which consists of the court's chairman and deputy

chairmen, and a number of other members, and which exercises

supervisory functions and considers protests brought against

judgments of the relevant court. Such protests can, in law, be

brought by a number of officials, but are in practice almost always

brought by the procurator, whose role in dispute resolution and law

enforcement is discussed in the law enforcement section of this

briefing report.

As the theory of separation of powers was not traditionally

accepted in Soviet legal theory, there was no attempt to create 
in

the courts a "third branch" of government with the accompanying

power and independence. The Soviet courts have been traditionally
subordinate to the higher organs of the state (i.e. to the Supreme

Soviet and to Council of Ministers through the Ministry of Justice)
and have had no ability to review or reverse legislative or

regulatory acts of government bodies. Judges were, until recently,

appointed by state functionaries (the local soviet or its executive

committee) at the same territorial level as the relevant court and

were dependent upon these local bodies for the provision of their

material needs. Given this system, it is not surprising that

reports of interference with judicial process have been common and

"telephone justice" -- in which a deciding judge phones or is

phoned by local political or governmental figures for instruction

with respect to a ruling -- is a term with which most Soviet

citizens are familiar.

In comparison with many Western models, Soviet court rulings

are relatively impermanent, in the sense that they are open to

challenge and to consequent revision or reversal from quite a

number of sources. Challenges can be brought not only by the

parties to the case (including the state, which can appeal a

failure to convict on civil or criminal charges) , but also from

outside the case by the procurator at the local or higher level (on

a complaint or by way of general supervision of court practice),

by the presidium of the relevant court, by courts at a higher level

(on a complaint or by way of supervision of lower court practice) ,

and also by other persons and officials. Such challenges or

protests may be brought at any time after a judgment has been

rendered. If the case is found, by the higher court, to have been
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wrongly decided, the decision and its effects may be overturned
despite the lapse of time, since the judgment was rendered and the
degree of reliance placed on the judgment by the parties involved.

A program of court reform has recently begun and the first
steps have been taken in order to remedy some of the problems here
discussed. A new set of Fundamental Principles of Legislation on
the judicial system was passed in November of 1989, and also a new
Law on the Status of Judges and a Law on Liability for Disrespect
of the Court. These new laws provide that judges shall be
independent and subordinate only to the law. In an attempt to
break the dependence of judges on local officials, the new laws
provide that judges shall, in most instances, now be appointed by
the state body at the next higher level of competence rather than
that equivalent to the court and that the material needs of the
court shall be provided for primarily by the Ministry of Justice.
The independence of judges and judicial decision-making is
protected by the imposition of fines, or in some cases prison
terms, for attempts to influence particular decisions or for
failure to carry out legitimate orders of the court. However,
while these new initiatives are clearly steps in the right
direction, they do not provide a basis for the courts to fulfill
the kinds of demands that will be placed on them under new economic
conditions.

The court's jurisdiction with respect to commercial matters
has traditionally been rather limited. The civil court has had
jurisdiction over economic matters involving individuals (e.g.
warranty cases), those involving kolkhozes (collective farms), and
cases involving very small sums of money. The large bulk of
commercial cases -- disputes between enterprises, organizations
and other juridical persons involving a planned or compulsory
element -- have been under the compulsory jurisdiction of state
arbitrazh rather than the courts. While disputes among juridical
persons which do not involve a compulsory element for either party
may be heard by the civil courts, personnel report that the number
of such cases has, in the past, been small. However, as the number
of business entities not bound by planning acts or state orders
increases and the number of transactions containing mandatory
elements decreases, a substantially greater number of commercial
disputes will fall within the jurisdiction of the civil courts.
Anecdotal evidence suggests that many of such disputes will, if
formal resolution is necessary, be taken to civil courts rather
than to state arbitrazh -- as many attorneys and business managers
associate state arbitrazh with the imposition of centrally dictated
tasks rather than the neutral resolution of disputes. Thus, the
civil courts have a very limited experience of business disputes,
and almost no experience with the resolution of complex business
matters.

In addition to serving as a forum for the resolution of
commercial disputes, the courts are increasingly being called upon
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resolutions. Parties may find it necessarY 
to seek discretionary

administrativeresoluin of legal disputes, and may in some cases

by unable to enforce their contracts or vindicate

rights.

II.C.i-b. State Arbitrazh

The Soviet system ofestate arbItrazhhs, 
since the early

1930s, functioned as a separatedipt 
reltif an gnrl

1930sih, fctne with exclusive jurisdiction over most economic

disputes between most enterprises, organizations and institutiosa

The role of the arbiter in the state atrbiitrazh system,

combines functions of mediator, judge, Arbest igator prosect t

state administrator, and legislator. Arbiters are expected to

W This act does not provide the courts in general with

judicial review powers. as 
normative acts -- which apply generally

rather than to specific persons 
or instances -- cannot be appealed

by this means.

State arbitrazh has traditionally had two branches: one

generall reerred to as "sae arbitrazh" and the other as
geealState arirg a Istate azn iand takes care of

departmental arbitorah Departmental ar re both under

disputes that arise between entities which are whle state

subordination to the same administrative body, whilertate

arbitrazh covers the remainling dipue une arbitraz
suborinaton to the emainng d s however, the system

jurisdiction. Although there are two branches, reponsibilitef

is a unitary one, 
with state arbitrazh 

carrying responsibility 
for

overseeing the 
activities of departmental 

arbaitrta
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assist the parties to a dispute to find an acceptable resolution

of the problem by themselves, but failing that are responsible 
for

determining a solution to the problem based on the applicable 
law

(which usually includes the legal requirement of adherence to

mandatory planned relationships). Disputes which must be resolved

by arbitrazh have included those between enterprises which are

unable to agree on the terms of a contract which they are legally

required to enter into, thus the arbiter may be called upon to

serve as the state administrator who elaborates planned or legally

required economic relationships at the individual 
level.

Arbiters are required to be aware of and to remedy legal

violations which may be occurring in enterprises with which they

have contact, regardless of whether those violations are related

to the subject of the dispute, and arbitrazh proceedings may be

instituted by arbitrazh authorities sa sponte, if an arbiter

believes that violations of law are occurring. This investigative-

prosecutorial side of the arbiter's role involves substantial power

to issue notifications to enterprises or to state enforcement

authorities concerning violations of the law. These notifications

must be returned within a stated period of time with a description

of remedial measures taken. Arbiters also have the power to issue

specific binding instructions to economic actors concerning the

elimination of violations of law. Finally, arbitrazh organs are

expected to draft normative acts which elaborate 
on the procedures

that enterprises are required to follow in economic activities

which have a mandatory nature, and to issue interpretations of

economic law to ministries and departments.

The arbitrazh case load is substantial, with hundreds of

thousands of cases being processed in some republics and 
more than

a million by the system overall in the course of a year. There are

strict time limits placed on the presentation of responses and

documentary evidence, and the rules of procedure are simplified and

actual proceedings informal in order to facilitate efficient

resolution of disputes. The process -bears almost no relation to

"arbitration" as it is known in Western systems. The arbiter is

expected to encourage and assist the parties to come to a

settlement, but failing that may suggest and even impose a

settlement himself, despite disagreement from both 
or all sides in

the case. Strict time limits for the resolution of disputes

contribute to a tendency for arbiters to impose solutions in all

but the simplest cases.

= The most comprehensive of these are the General 
Conditions

applying to all deliveries of goods of particular 
types.

Arbitrazh personnel interviewed in early summer 1990 claimed

that the vast majority of cases were resolved within 
the required

thirty days of their presentation for hearing, but admitted that

more of the cases involved arbiter-generated solutions 
than would
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The role to be played by state arbitrazh in the new market

economy is not at all clear. Some pieces of economic legislation

have referred disputes arising under the legislation to courts or

state arbitrazh, without providing guidance as to the relevant

jurisdiction of either or the relationship of one to the other 
in

resolving the disputes.' As mentioned above, general civil code

provisions give jurisdiction over disputes not involving mandatory
elements to either/both arbitrazh and the courts. Yet, the

traditions and procedures of these bodies are quite different and

the treatment of a single dispute is likely to vary substantially

between the two bodies. Arbitrazh bodies have traditionally

examined disputes in which the actions of the parties are heavily

determined by legal requirements, with a primary goal being the
enforcement of those requirements. It is not clear that this body

can be quickly or easily transformed into an "economic court" which

will serve simply to examine and resolve disputes presented to it

by essentially free economic actors. On the other hand, arbitrazh

bodies are the only bodies that have any experience at all with

large commercial disputes and any knowledge about the types of

conditions and the traditional contractual and economic

relationships that have existed in Soviet industry. This

experience, regardless of its possible tilt toward an intrusive or

coercive approach, is absolutely essential to reasoned, practical

resolution of the disputes that will arise as those conditions and

connections change.

First versions of new draft Legislation on arbitrazh (no

longer referred to in the drafts as "state" arbitrazh) are due to

be presented to the Union level Supreme Soviet and also to some

republican level supreme soviets late in this year. Early drafts

of the Union level laws (produced by the Union level arbiters)

appear to envision the new arbitrazh as more of a mediation and

conciliation body than it has been previously, and (in some

versions) perhaps also as the home of other non-judicial dispute

resolution options including both binding and non-binding

arbitration in the Western style. Jurisdiction provision of the

draft were very broad and exclusive -- placing nearly all economic

disputes except those involving individuals into mandatory

arbitrazh jurisdiction - without reference to the planned or

voluntary nature of their economic relationship. In addition, the

drafts retained relatively intact form the institution's

be desirable.

* It was suggested by some members of the legal community that

the remedies provided in such legislation were exclusive -- i.e.

that the complainant could proceed in either the arbitrazh or the

court but could not then appeal the decision in the other forum -

- but this has not been clearly stated in any of the relevant

legislation.
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traditional roles 
as law enforcer, 

administrator, and elaborator

of economic law and regulation

The Ministries of Justice 
of the USSR expressed the 

opiniol

that arbitrA= should 
become a sort of 

Ieconomic" or ,commercial"

court. In the Ministry vision, 
the new court would 

be an integral

part of the court 
system as a whole 

and would simply 
function as

specialized court, 
in much the same way 

that U.S. tax and patent

pa funco i specialized courts. ArbitraZh personnel

disagreed rather strongly with this vision, in particular i

woul plce te nw$'economic court" under subordination 
to higher

court boies th nthe system. They envisioned alter e toe the
court bodies in bod which would serve as alternative to
role for sth me instances and as the body with compulsory

jurisdiction in others. Although some of the acbining pe two

weresdit illing to consider the possibility Of combining the two

systems at a later date, all felt that this was notlthe tommake

such an initiative and that abita should be allowed to make

some fundamental changes and 
to develop alternate means 

of dispute

resolution before the appropriate 
means for combining the two fora

is determined.

II.C.l.c. Conclusion|-and Reomenati2n-s

Clearly, one of the matters 
of first importance 

relative to

the definition and support of the civil dispute resolution

authorities under new conditions will be the resolution of the

questions of definition of union, republican and local authority

which are discussed in Section I, above. Until the issue of

legislative and 
regulatory authority 

is resolved, it will remain

unclear which law is to be applied to any given case and which

court or arbitraZh body 
has final jurisdiction. 

Thus, decisions

of courts and irbitragh wil remain an unstable basis 
for action

by parties. In addition, as the union is reshapedlatilnsbe

becesary for not only the law, but the direct relationships

between and among the courts 
and arbitrazh bodies themselves 

to be

clearly redefined in terms of rights of appeal, proper jurisdiction

for multirepublic issues, etc. officials of the ministry of

justice of the USSR stated that they find the uS. model of a

federal judicial system attractive and hope to model the newly

revamped Soviet judicial system along similar lines, wicluding some

of the more restrictive features 
of U.S. practice with respect to

the appealability and 
permanence of judgments. 

No steps have yet

been taken in this direction, however.

Fundamental redefinition of the court system will be extremely

time consuming and is dependent upon the resolution and

ticnsmin of the complex political relationships that 
form the

soviet state. Results cannot be expected in the 
nto te There

ma, showever, be some steps which would contribute 
to the ability

of courts to resolve disputes in the near term while

fundamental changes are being 
made.
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one important step is the clarification, even if on an interim

basis, of the relationship between state arbitrazh and the civil

courts. If the jurisdictions of the bodies are going to overlap,

it may be desirable that the two bodies form parts of a single

system, so that a single standard of enforcement is produced in

relation to cases over which both bodies may preside. The precise

nature of the relationship, however, is less-important than that

the system provide certainty with respect to jurisdiction to decide

a particular dispute; certainty with respect to the legal standards

under which a body will decide; certainty with respect to the point
at which a resolution has reached finality; and certainty with

respect to enforceability of the resulting resolution. As long as

these conditions are met, the provision of several different fora

for resolving disputes need not necessarily be objectionable.

Indeed, the legal systems of most developed market economies

provide a number of means for the resolution of economic 
disputes

and experience seems to suggest that this facilitates dispute

resolution.

There may, however, need to be additional attention paid in

the Soviet context to the effect that a multiplicity of resolution

fora has on the development of commercial law and practice. 
Most

developed market economies have built these alternative structures

on the basis of a fairly well developed body of commercial law, so

that there is little concern about confusion in the development 
of

basic legal principles. In the Soviet context, as basic principles
of market-based commercial law are developing, it will be important

that there also be certainty with respect to the meaning and effect

of particular resolutions on the development 
of the commercial law

overall and a reasonable possibility for the experience of each

type of dispute resolution fora to be considered 
and incorporated

in the development of commercial law principles.

The relationship of the dispute resolution role of arbitrazh

to its functions of general law enforcement needs to be

reconsidered, and the law enforcement functions may need to be

separated from dispute resolution or even placed entirely with

other bodies. It is plain that there will be little resort to

arbitrazh for dispute resolution or contract enforcement 
if it is

expected that the institution will use the 
opportunity to conduct

a general fishing expedition for legal violations and will

institute enforcement proceedings. In addition, if arbitrazh is

to fulfill dispute resolution functions for economic actors who

possess substantial freedom to dispose of 
property and to contract

as they see fit, the portions of its activities which are concerned

with the general functioning of the economic system and the syste7

of contracting may have to be removed to a separate agency, or a,

least confined in a separate department of arbitrazh which could

be given the task of assisting with the elaboration of Soviet

contract and economic law by means of generation of models and

suggestion of regulations to a competent legislative authoritv.
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In addition to the need for clarification of systemic

relationships, there will be a very serious need for additional

personnel, facilities and training that has not yet been addressed.

To date, no substantial steps have been undertaken that will

provide training to judges on the handling of complex commercial

cases and there have been no plans announced for the hiring and

training of the large number of new judges and other personnel that

will be needed as the burden on the civil dispute resolution system

expands. There appears to be some desire on the part of officials

to postpone decisions about hiring and preparation of judges and

staff to handle commercial case loads until a decision is reached

on the future of the state arbitrazh system and its personnel. The

Ministries of Justice of the USSR and the Ukraine both expressed

a desire for personnel previously trained in state arbitrazh to

form the backbone of a new cadre of judges and staff for new

commercial courts.

The use of arbiters as commercial court judges, however, will

not eliminate the need for a substantial training program and the

hiring of new personnel. Arbitrazh runs on a relatively small

staff -- managing its case load only because its procedures are

streamlined and the resolutions of cases often based on easily

ascertainable mandatory requirements. Even if all current arbiters

were to become judges in a commercial division of the civil courts,

the longer processes and need for more complex determinations would

cause them to be unable to cover even a fraction of the case load

they handled in arbitrazh. Further, it is clear that arbitrazh

personnel -- trained in the enforcement of planned relationships -
will also need substantial training in handling new types of

commercial cases involving new economic actors and new legal

issues.

Personnel in the Ministry of Justice of the USSR expressed

serious interest in the possibility of beginning a training program

for judges and others involved in various types of civil dispute

resolution. This may be a very fruitful area in which technical

assistance could be provided. Such technical assistance, however,

will be most fruitful if it is available not only on the issues of

complex commercial cases of particular types, but also on basic

questions of court organization and docket control, basic civil

process matters, and the organization and availability of non-

judicial as well as judicial means of dispute 
resolution.

II.C.2. Procuracy Supervision of Business Activities

The Soviet Procuracy is an institution charged with

responsibility for "supervision" of all branches of Soviet society

to ensure the legality of their actions. Current legislation

divides this supervisory responsibility into four specific types:

supervision over agencies conducting investigations, supervision

over the legality of court process and decisions, supervision of
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places of confinement, and general supervision over the execution

of laws by ministries, lower level bodies of state power,
institutions, organizations, and citizens. In executing its

general supervision responsibilities, the Procuracy comes into

frequent contact with enterprises, associations and. other

participants in economic activities, as well as with the ministries

and departments that have traditionally controlled their

activities.

The Procuracy may undertake a review of the actions of

organizations, enterprises, or other bodies on its own initiative

or may conduct a review or investigation on the basis of a

complaint or a procurator's observation that difficulties are being
experienced. In addition, the Procuracy has in previous years
conducted a variety of "campaigns" against certain categories of

violation, often in response to Party resolutions urging that

greater attention be paid to the elimination of the particular type
of violation. In recent years, campaigns against environmental

offenses and violations of economic legislation have been frequent,

engendering substantial Procuracy involvement in reviewing the

activities of economic actors.

In connection with the procurator's review, he or she may

demand documents from various bodies and individuals, including

copies of subordinate legislation and regulations, information

concerning measures taken to ensure compliance with the law, and

other information -- including business documents and records --

needed to verify information concerning alleged violations and

ascertain the state of legality. Expert investigations may be

ordered and individuals may be required to give oral or written

explanations concerning possible violations of the law.

Procurator's demands in these respects are mandatory and must be

fulfilled by the relevant organizations and individuals. There is

no requirement that the procurator show grounds for investigation

or bring charges before making demands for information.

If violations of the law are found, the procurator may take

several kinds of action. Illegal or ultra vires normative acts may

be protested against, which in some cases entails the suspension

of the act until the protest is considered.4 The procurator may

* The Procuracy has no power over higher bodies of state

power, i.e. the Union and republic level councils of ministers,

congresses of peoples' deputies, supreme soviets, and presidiums.

* Protests concerning such acts must be considered by the
relevant officials within ten days and a notification sent to the

procurator concerning the results of such consideration. If the

protest is rejected by the relevant officials at the level of

issuance of the protested act, the procurator may bring a protest

to the body superior to the body or individual issuing the act.
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also issue a recommendation regarding the elimination of a

violation and has the right to take part in sessions of collegial

organs where such recommendations are to be considered.N If the

violation of law is clear and threatens immediate harm, the

procurator may issue a written instruction to the relevant

individuals or bodies, or to their superiors, requiring .the

immediate elimination of the violation. Fulfillment of such

instructions is mandatory and must be undertaken immediately.3
Finally, the procurator may issue a decree concerning the

initiation of criminal or civil investigation or administrative or

disciplinary enforcement proceedings. Procurators are not limited

to consideration of serious violations and they can and frequently

do take enterprises and their managers to task for such matters as

lack of labor discipline, managerial incompetence or errors, and

waste or lack of efficiency."

The degree to which the Procuracy will exercise supervision

over the activities of private business entities is not entirely

clear. Although its previous supervision of enterprise activity

was, by definition, supervision of the activities of state agents,

the Procuracy's powers are not limited by the governmental or

quasi-governmental nature of the objects of supervision. By the

terms of its statute, the Procuracy has the power to supervise the

activities of private businesses and citizens as well as those 
of

other entities. Thus, the Procuracy has nearly unlimited rights

to review business records, employee and customer knowledge and

other information concerning the operations of businesses and

individuals and to conduct "fishing expeditions" for legal

violations.

It is not clear to what extent procurators have been

exercising their powers to investigate the activities of newly

formed private businesses. Some instances of procuratorial demands

for documents from private cooperatives were reported to 
mission

members in Moscow, and at least one instance of an attempt by a

procurator to use his authority to stop members 
of a cooperative

Z There is no time limit on the consideration of

recommendations.

2 Such instructions may be appealed to a superior procurator

within ten days, but appeal of the instruction does not entail

suspension of the instruction's force.

9 Because the majority of enterprise activities were, until

recently, subject to the legal requirements of the planning system,

and legislation (either criminal, administrative, or civil)

generally prohibits the negligent waste or damage of state

property, many matters of wasteful business 
behavior or failure to

meet contractual commitments fell under the general rubric

"violations of legality."
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from "wasting" cooperative funds. Such activities by procurators

clearly have the potential to be extremely disruptive to the

conduct of normal business activities and to interfere with the
exercise of business judgment by managers of private businesses.

The most effective means for limitation of the Procuracy's
role in private business affairs would be to amend the statute

governing its activity, to eliminate any power of general

supervision over private activities, whether individual or by

business entities. Another option would be to require that some

minimum evidentiary standard be met concerning the grounds for

investigation before procurators may have access to information

concerning such activities, but this may be the functional

equivalent of elimination of the general supervision powers without

the clarity of doing so explicitly. A more comprehensive version

of this option is favored by some members of the Procuracy itself,

who feel that the responsibilities of general supervision unduly
detract from the Procuracy's functions as public prosecutor. While

this would certainly solve the problem, it is unlikely to occur

immediately, particularly given the current tendencies of lower

bodies to ignore or even flout superior directives and the probable

desire of superior officials to employ general supervision powers

as one tool to control local insubordination. An amendment of the

Procuracy's general supervision powers to eliminate its power over

private businesses and individuals, however, would address the

possibility for interference in business affairs without preventing
the Procuracy from addressing unacceptable official behavior.

II.C.3. Criminal and Administrative Sanctions

The Soviet state has traditionally controlled "undesirable"

economic behavior not only by controlling the means of economic

endeavor, but also by providing criminal or administrative

sanctions for behavior which violates accepted norms and/or
undermines the economic system. Although the severity of these

sanctions has diminished somewhat over the years, there are still

a number of articles of the criminal and administrative codes of

most republics that are serious cause for concern. Some of these

articles criminalize behavior that may be rational and economically
beneficial, while others appear to define "legitimately" criminal

behavior but could be of concern if interpreted too broadly.

It appears extremely likely that most or all of these articles

of the codes will be eliminated in the next major revision of the

criminal codes. This process has already begun in the traditional

way, with the issuance of draft Fundamental Principles of Criminal

Law of the USSR and Union Republics. These new Fundamentals were

issued in draft form for public discussion in January of 1989, and

appear to envision substantial changes in the criminal law

including the elimination of the differentiation between property

crimes relating to state property and other property crimes, the

elimination of many economic crimes, and the recognition of
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reasonable risk as necessary to business and personal activities.
Since the issuance of the draft version, however, it does notappear that any substantial further action has been taken on the
matter and the objectionable portions of the existing criminal
codes continue to stand and to hamper the economic reform effort.
Prosecution under most of these articles continues with tens ofthousands of convictions per year.

Taking the RSFSR Criminal Code as a model (most republicancriminal codes are very similar), there are two sections of thecode which are cause for concern. The first is Chapter II, whichdeals with crimes against socialist ownership. Although many ofthe crimes discussed in this section are "legitimate" -- e.g. theftor intentional destruction of state property -- the penaltiesprovided for such actions with respect to state property arecurrently vastly disproportionate to those provided for similaractions with respect to any other type of property. Thisperpetuates the notion that state property is of more importancethan other types of property and may tend to skew the deterrent
effects of the criminal law. In addition, there are a number of"crimes" in this section of the code which would seem not to meritcriminal punishment and which may be subject to inappropriate
interpretations. Of particular concern here is Article 100, whichproscribes an "unconscientious attitude toward state property"which results in damage, destruction or theft. Such provisionsprovide a tempting means for criminal liability to be inferredwhenever there is some kind of damage to property and it isquestionable whether an "unconscientious attitude" -- as opposed
to actual negligence -- ought even to be grounds for civilliability, much less criminal liability. As discussed above, itseems clear that these differentiations between crime involving
state property and crimes involving other property will beeliminated during the next revision of the criminal codes. In themeantime, however, it would be of some use to eliminate the mostegregious differences by means of amending the sanctions in thestate property crimes to conform more closely to those in thegeneral property crimes sections of the code and by repealing oneor two of the most draconian articles, such as Article 100.

The second section of the RSFSR Criminal Code which givescause for concern is Chapter VI - Economic Crimes. This chaptercontains a number of articles criminalizing rational economic
behavior which, because of irrationalities in the economic system,
may have undesirable economic consequences. Article 153 provides
for criminal punishment for commercial middleman activity, .whileArticle 154 criminalizes "speculation" -- the buying and reselling
of goods for the purpose of extracting a profit (functionally
similar to commercial middleman activity, although usually
involving state subsidized goods) . Article 154-1 addresses theproblem of irrational grain and bread pricing by criminalizing the
purchase of bread and other grain products (meant for human
consumption) for use as animal feed.
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Clearly, these articles address behavior that is, in some

cases, not only not criminal but even desirable in 
the context of

market activity. Articles 153 (commercial middleman activity) and

154 define activities which are necessary to keep markets

functioning smoothly and to adjust the distribution of goods.

While Article 154-1 (feeding bread to animals) deals 
with a rather

specific subsidy situation, it is clear that the desirable means

to deal with the problem is a pricing adjustment 
rather than the

criminalization of rational behavior.

Other articles in the section on economic crimes deal with

actions which might well remain crimes in some circumstances 
under

market conditions, but whose scope and definition needs to be

altered. For example, Article 156 criminalizes the deception of

purchasers and customers by means of false weights and measures,

false accounting, and also by the marking up of retail prices on

goods or services. While the use of false weights and measures

clearly constitutes criminal fraud, the matter of price markup

needs to be removed from the code.

As with many of the articles in the "socialist property"

section of the codes, it is clear that the new code versions if

based on the draft Fundamentals, will remove or 
adjust many of the

articles in the "economic crimes" sections. Some of these

articles, however, are very serious impediments 
to normal economic

activity and need to be dealt with immediately by means of

amendment. This is particularly true of Articles 153 (middleman

activity) and 154 (speculation). Unfortunately, these particular

articles are not likely to be wholly repealed 
immediately, because

of the fear that such an action would give license to wholesale

redistribution, runaway inflation, and the arrogation of state

subsidies on basic goods to private persons. 
Officials at several

levels expressed belief in the need to control speculation in order

to prevent inflation and to provide for a fair distribution of

scarce goods and there has been sharp debate 
in the RSFSR over the

proposition by Shatalin that the articles 
of the criminal code on

speculation be repealed and all those convicted thereunder be

released from punishment.

Even if it is not feasible to remove the offending articles

from the code immediately, steps need to be taken to limit the

chilling effect of these provisions on those who wish to 
engage in

new forms of business using legitimate sources of supply and

channels of distribution. Limitation of the articles to the resale

of goods purchased at state controlled prices would be of some help

in clearing the way for entrepreneurs and small businesses to

engage in business activity using contract 
prices without fear of

prosecution. In addition, the creation of a clear exception 
for

those who provide distribution services (i.e. purchase goods and

transport them to areas where they are needed) 
might allow better

goods distribution and competition by firms located far from
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promising markets.

In addition to the code sections dealing with economic crimes

and crimes against state property, there are a number of other

articles in the criminal codes which may be of some concern.

Article 69 of the RSFSR Criminal Code defines "wrecking" -- 'a crime

against the state which involves an act or omission directed toward

the subversion of any part of the Soviet economy or Soviet state,

committed for the purpose of weakening the Soviet state, by 
use of

a state institution or organization or by obstruction of its 
work.

This was a common charge during the years of the terror and 
it has

not been seen much in the courts since that time. Nonetheless, it

is clearly subject to dangerously broad interpretation,

particularly in times of economic upheaval and 
distress, and there

is no need for anything more in the code than the existing article

on sabotage.

Article 88 is also of some concern. Article 88 criminalizes

violations of the rules for transactions involving currency.

Currency violations are classified as crimes against the state (the

most serious classification) and the penalties for such violations

are draconian, including death for speculation in currency on a

large scale or as a form of business. Given the "dollarization"

of the Soviet economy and the recent relaxation of the rules 
for

use of hard currency by Soviet citizens, this article would appear

to be out of date and in need of immediate amendment or repeal.

It must be noted however, that the Gorbachev Guidelines state a

clear intention to reverse the recent liberalization and make 
the

ruble again the only legal currency in the USSR. While this policy.

may be ill-advised -- as such restrictions have proven in the past

to be unenforceable -- the criminal code provisions are likely to

be retained if it is, in fact, pursued.

The larger part of the discussion above applies not only to

the various republican codes of criminal law, but also to codes 
of

administrative violations. Administrative offenses are generally

less serious versions of offenses which appear in the criminal

codes, or are offenses not meriting criminalization. Most

republican codes of administrative violations include articles

describing conduct analogous to that which is discussed above under

articles of the criminal code. For example, Article 151 of the

RSFSR Code of Administrative Violations prohibits petty

speculation, while Article 153 prohibits unauthorized operations

with foreign currency and Articles 150 to 150-2 deal with

unauthorized trade in goods. Each of the relevant articles of the

administrative code will need amendment or repeal in the same

fashion and for the same reasons that such is required for the

criminal code.

48



III. RequlatiOn of the Business Sector

Introduction

The Gorbachev Guidelines establish, as one of their primary

goals, the creation of equal opportunities for all citizens and

organizations to engage in business activities in a variety of

forms, in an environment in which market forces are able to

operate. According to the Guidelines, this goal 
is to be achieved

through the passage of legislation ensuring freedom of economic

activity and prevention of state interference the management of

businesses and through a series of measures designed to create

competition, including the rapid privatization of large portions

of state property, the freeing of prices, and measures to de-

monopolize the economy. Achievement of these broad goals will

require massive amounts of legislative change, for while some steps

have been taken to create new legal forms of business activity,

very little legal progress has been made in the areas of

privatization, decontrol of prices, or antimonopoly measures.

Section III.A. discusses the measures that have been taken to

create new opportunities and forms for business activity and the

problems and anomalies created thereby. 
Section III.B. discusses

the plans for privatization and the need for a coherent legal

framework. Section III.C. deals with the legal regulation of

competition and measures to demonopolize the Soviet 
economy.

III.A. Legal Forms of Business Organization

Introduction

One of the primary means for reform of legal regulation of the

economy that has been used to date has been the passage of

relatively comprehensive laws intended to authorize and define a

new form of business activity. There has been a steady stream of

such legislation, beginning with the Law on Individual Labor

Activity in 1986, and continuing with the Decree on Joint

Enterprises and the Law on the State Enterprise in 1987, the

controversial Law on Cooperation in the USSR in 1988, and in 1990

a new Law on Enterprises, a decree on joint stock companies and

companies with limited liability and a decree creating special

conditions for small enterprises. This method of legislative

reform has allowed the Soviet government to 
create substantial new

business opportunities relatively quickly -- avoiding the years of

delay that would be required if the reform were to rely on the

reworking and practical development of general civil principles

alone -- and to exercise some control over the pace 
and direction

of the development of private activity. The Soviet government has

also used this method of reform to provide itself with 
the ability

to experiment and to learn; to create a new form of economic

activity, to observe its impact on the economy, and to evaluate and

solve the problems it encounters. Inevitably, however, reform of

this type has produced gaps and anomalies in legal regulation which
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will need to be addressed if the goal of equal business opportunity

expressed in the Guidelines, is to be met.

III.A.l. Regulation of Enterprises

The improvement of enterprise function has been a primary goal

of Soviet economic reform efforts for nearly the entire history of

the Soviet planned economy and is clearly one of 
the keys to the

success of the reform effort as a whole. The 1987 Law on the State

Enterprise was designed to begin a gradual liberalization 
of the

rules and planning that had hindered enterprise initiative by

gradually releasing planning claims on 
the products of enterprises

and allowing them to sell the released products at freely

contracted prices to whatever purchaser they chose. The concept

was one of a learning process in which the state enterprises 
could

get their feet wet in a market-like situation 
without committing

all of their resources or risking the possibility of serious

losses. As the percentage of product available for sale at

uncontrolled prices grew, the market for such products was expected

to develop concurrently.

Unfortunately, the implementation of the law did not provide

the kinds of results that had been hoped for. 
Complaints abounded

concerning the failure to release a sufficient amount of

production, and continuing ministry control of enterprises --

through the supply and distribution systems and the financial

system as well as by means of state orders -- was generally blamed

for the disappointing result, with some concern being expressed

over the disruptive effects of the substantial rights that the 1987

law had given to the enterprise labor collective. Subsequent

amendments to the 1987 law sought to further limit ministry and

planning control over enterprise decisionmaking 
and to limit the

powers of the labor collective, but results in terms of increased

production and market-based activity 
of enterprises continued to

be unimpressive. A wide variety of factors were believed to have

contributed to the poor performance, ranging from continuing

interference by ministries and state organs, to supply problems,

to distribution difficulties, to the inhibitions on enterprise

managers produced by uncertain political 
and economic conditions.

In addition, although the law envisioned a reduction 
in the amount

of production to be delivered to the 
state, fear of disruption of

supply chains resulted in the passage of a requirement that

enterprises maintain supply relationships that had been in

existence for more than a minimum term. In practice, this amounted

to a requirement that most enterprises conclude 
supply contracts

with those to whom their production was previously assigned, in the
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amount of production that was previously being supplied. 3 Under

these circumstances, growth in market-style trading relationships

could occur only at the margins, primarily on the basis of

production increases.

In June of 1990, a new law superceded the amended 1987 law.

By its terms, the current version applies to all enterprises, 
not

only those that are state-owned. On the other hand, specific

legislation concerning the formation and activities 
of particular

types of enterprises (e.g. joint stock companies) will govern the

activities of those enterprises. As most of the "privatized" forms

of business enterprise will need to be organized under one or

another of the specific laws, it would appear that the newer

version of the enterprise law will, like its predecessors, apply

primarily to state enterprises."

The new law is quite broad and general in many of its

provisions and refers many of the most important questions of

ownership and management. It provides for complete freedom for the

enterprise to plan its activities and production, but also states

that enterprises shall provide work or services to the state

according to a procedure determined by Union and republic 
laws.

At present, the law governing state orders makes such orders

mandatory for enterprises, obviating the general provision in the

Enterprise Law. Similarly, the Enterprise Law states that

enterprises may sell their product at rates to be determined

individually or by contract, but goes on the require that, in cases

determined by Union or republican law output be sold at state

* The only exceptions to this requirement would be those

supply relationships that had only recently been formed (and i

important these supplies would be secured via mandatory state

order) and those instances in which the previous recipient c.

supplies no longer wished to receive them (a reasonably rare

occurrence in a deficit plagued economy where supplies 
in hand are

often far more valuable than their monetary price).

" This would seem to be confirmed by the language of the

decree on small enterprises issued in August 1990. The decree

requires that the creation, activity, reorganization and

liquidation of state-owned, cooperative, leased, joint, and other

types of enterprises be governed by the terms of current

legislation. It goes on to state that the creation, activity, etc.

of individual, family, collective and other types of small

enterprises which are not regulated by special legislation shall

be guided by the terms of the decree and by their charters --

suggesting that the terms of the enterprise law do not necessarily

apply to all enterprises. The question of whether the enterprse

law would be held to apply to an enterprise, created by in

individual, family or collective, which exceeds the size definiticr

for a small enterprise, remains open.
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prices. It further provides for confiscation of monies 
received

above state prices and fines for failure to abide by price

discipline. Thus, the Enterprise Law itself provides a framework

for relatively unobstructed decisions on production and pricing,

but this freedom is eliminated by other legislation.

The result of its passage is not likely to be an immediate

change in the performance of most enterprises. 
The Enterprise Law

itself, while it does provide some additional freedom for

enterprises to construct plans and dispose of output independently,

cannot address the kinds of structural problems -- e.g. lack of a

wholesale market, continuing existence of price control, extreme

uncertainty with respect to political authority and the future

business environment -- that may cause enterprises to remain in

familiar but unproductive patterns.

In addition, a recently issued presidential decree imposed the

requirement that all enterprises maintain longstanding economic

ties at least through the end of 1991, and this restriction was

reiterated in the Guidelines. Thus, many enterprises will,

provided that they abide by the requirements of the 
decree," again

be in a position in which expansion into freely negotiated 
market

relations can take place only at the margins of their 
production

capacity.

In attempting to pass a generalized enterprise law, the

drafters of the newest version of the law may have actually

hampered the movement of state-owned enterprises toward more

independent and efficient behavior. The current version of the

enterprise law appears to be something of a hybrid: taking great

pains in some areas to protect the prerogatives of the enterprise

owner, but also making reference in various articles to the

independence of the enterprise itself; restricting the rights of

the owner to interfere in the management of the enterprise; and

defining in some detail the structure of the enterprise and its

management rather than leaving such matters 
to the owner or board.

A law directed specifically to the requirements for efficient

operation of state enterprises might be 
preferable to the current

version, as it would be able to deal more directly with the need

to see that state enterprises are well organized and to prevent

undue interference with enterprise operation by the state and/or

its ministries and branches. Without the need for concern that

restrictive provisions might violate the rights of private

enterprise owners, the law could be drafted to cover 
in detail the

rights of public employees engaged in production work and the

' There is substantial evidence that enterprises are not

contracting to supply others. This may well be a result of the

extreme levels of current uncertainty with regard to plans for

economic reform and the probable level of prices in even the very

short run future.
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precise nature of appropriate -- and inappropriate -- relationships
between the management of such enterprises, the owner (the state) ,
and the owner's agents (ministries, departments, etc). Given the

fact that under current conditions the basic enterprise law appears
not to be intended to apply to the vast majority of private

enterprises in any case, the apparent general applicability of 
the

law serves only to confuse matters and provides little benefit 
to

offset the costs of failure to draft the law in a more tailored

fashion.

III.A.2. Cooperativel

Without question the most active, and the most controversial,

new form of business activity is the cooperative, authorized and

defined by the 1988 Law on Cooperation in the USSR. Under the law,

cooperatives may be formed by groups of three or 
more persons and

may hire labor, lease or purchase business premises and equipment,

and operate on as large a scale as may be desired. Cooperatives

are permitted under the law to charge freely negotiated 
prices for

goods and services, although products or services under state

contracts, using inputs provided by the state or for resale of

goods purchased in the state supply network 
(whether wholesale or

retail) , are subject to centrally dictated price levels and/or

permissible mark-ups. Immediately following the passage of the

law, the cooperative sector of the economy boomed, with tens of

thousands of cooperatives appearing during the first six month

period.

Not long after the boom in cooperative formation, a public

outcry began over the prices charged by cooperatives for goods 
and

services and the practice of some higher quality cooperatives

(especially restaurants and service cooperatives) of reserving part

or all of their production or services to be sold to foreign

citizens for hard currency. There was a growing public perception

that cooperatives were engaged in price gouging and were covers for

"quick profit" operations that did not contribute to resolving

shortages in the economy or increasing the supply of goods and

services to the vast majority of Soviet citizens who cannot afford

the high prices generally charged by the cooperatives.

Cooperatives were also increasingly associated with problems of

The perception that cooperatives are highly concentrated in

activities requiring limited investment and little or no capital

construction and offering high profit levels due to high 
demand is

quite accurate. This pattern is, however, entirely natural and to

be expected. As the cooperative law is relatively new, there has

been little time for substantial capital construction to occur.

In addition, uncertainty with regard to the climate for cooperative

regulation and growing public hostility naturally increases the

natural tendency for investment to be made and activity 
undertaken

in areas in which high profits allow for quick return.
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theft, and of organized crime." Pressure for control of

cooperative activities and prices grew and in 1989 a set of

amendments was made to the cooperative law, re-emphasizing the
restrictions on activities involving state-source supplies,
allowing republican authorities to impose price ceilings on basic

commodities regardless of the source 'of the supply, and placing

price restrictions on imported goods sold by cooperatives. In

addition, the list of activities in which cooperative businesses

are not permitted to engage continued to expand, with cooperatives

being banned from any business involving precious metals or stones,
various kinds of trade in works of art, books and films, and a

variety of others.

Responding in part to public pressure, local and higher

authorities often refused registration to cooperatives, attempted

to close them or interfered in their activities in other ways.
Some pressure for control of arbitrary behavior by officials has

begun to be felt, although public and much official opinion

continues to be anti-cooperative. In June of 1990, another

substantial set of amendments was passed which (among other things)
both re-emphasized price control measures and provided various new

protections for cooperatives from interference with their

activities or finances, including expedited means for cooperatives

to seek review of official actions.

At present, cooperatives remain subject to a variety of
restrictions concerning the types of activities they may engage in

and the prices they may charge, many of which restrictions have not

yet been placed on other new forms of enterprise. If this

inequality in restriction continues, business activities may move

away from cooperative forms and into the forms of joint stock

companies, small enterprises and others. While this is not clearly
a cause for serious concern so long as the new forms are relatively
flexible, the pattern of increasing restriction that took place
with cooperatives needs to be avoided in dealing with other

enterprise forms. Legislative attention has shifted to promotion

of other forms of business enterprise, such as joint stock

companies and limited liability companies, in which both ownership

and profit distribution are more controlled and more diffused.

3 This is, again, a rather natural occurrence under the

circumstances. Before the advent of the cooperative movement,

almost all Soviet business entities settled their accounts through
bank clearing operations. The volume of cash transactions in the

economy was very limited. Cooperatives, particularly restaurants

and fashionable shops with their large cash turnover, are obvious

targets for criminal activity.
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III.A.3. JOt tock Companies ad

L~imited b
Limitliabilityliay

Joint stock companies and companies with limited liability may

be ormd ccordiflg to the provisions Of a decree of the USSR

be formed a nisters issued in June, 1990. The decree is

considered to be an interim measure, tae to begin while more

related to the formation of such companies

permanent legislation 
is elaborated.

joint stock companies and 
companies with limited liability may

fome y sto or more individuals or entities, While the

formation of such companies is thus theoretically ope

business participantsp substantial minimum capital requirements

ensure that these forms will not, for the present, be used by

smaller business enterprises. Joint stock companies can be created

as nw buines entrprs, or can be formed by the transformation
as new business enterprisest oint stock company form.

of an existing enterprise into jointo

The companies are created through the conclusion of an

agreement between the founders and the elaboration of achrefo

the company and the registration of the 
agreement and the charter.

Registration of companies must be completed within 30 days of

submission of satisfactory documents 
and may not be refused except

on the grounds of a violation of the law or failure of the

submitted documents to conform to legal standards Authorities may

require the submission of 
additional information from 

persons or

entities attempting to register companies 
in order to verify the

information submitted 
and the 30 day time limit 

will be calculated

from the time at 
which all required 

documents have 
been submitted.

Failure to register 
the company within 

the required period 
may be

appealed to a court 
or state arbitrazh.

The decree specifies in some detail the structure of the

bodies which will have authority to govern the companies (including

a general Meeting 
of shareholders, 

auditing commission, 
executive

body, and optional shareholders council) and the means by which

decisions shall be taken by such bodies. Quorum rates, minimum

frequency of meetings, and percentage votes required for passage

of various types of decision are specifiedr with very limited

provision for alteration by the company 
charter.

of particular interest is the formation of joint stock

companies on the basis of companies which are partly or wholely

" Several sources during 
and after the mission 

indicated that

registration for joint stock companies 
was onsuming far more time

than the maximum allowed under the 
statute, with estimates ranging

from two to six months. No information was availthe authorities

the cause of these 
delays and whether appeals 

to

had been made.-
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state-owned. This process requires the permission of the relevant

ministry to which the state enterprise is subordinated and the

agreement of the enterprise' labor collective. Shares in the new

joint stock company must be offered to members of the labor

collective, and the ministry has the right to purchase shares as

well. It is permissible for state bodies other than the

controlling ministry to take shares in the new company and for

other enterprises and organizations to be stockholders. 
While

experience with the creation of joint stock companies on the basis

of existing state enterprises is as yet extremely limited, it may

be expected that such conversions will result frequently in the

creation of companies that remain state-controlled through majority

shareholders which are state bodies.

If there is no requirement that the ministries and state

committees divest themselves of controlling interests in 
most such

companies, control through stock ownership may be allowed to

replace the more direct control that ministries previously

exercised. Concerns have already been voiced concerning the

possibilities for ministries to use the joint stock company form

to avoid restrictions that may be placed on state enterprises 
that

are directly owned and controlled. For example, creation of a

joint stock company may allow ministries (as well as other

potential owners) to avoid the requirements of the enterprise 
law

concerning the powers of the labor collective and to dilute the

power of the collective within the joint stock company by promoting

worker investment on an individual basis. Of even greater interest

to some ministries and state bodies will be the possibility to

engage in profit-taking through dividends that would not otherwise

be permissible to them.

The Gorbachev Guidelines state an intention to use the joint

stock company form as a step in the process of privatizing mediu7

to large sized enterprises and organizations and creating

competition in the market. Enterprises are to be turned into joint

stock companies, whose stocks will in turn be sold 
off in order to

privatize them. While the sale of stocks or shares of some 
kind

may well be the only viable means of privatizing large enterprises,

there will be a number of possible pitfalls under current

36 Some restrictions on the ability of enterprises and

organizations to hold the stock of other 
enterprises or companies

apply under the terms of the Council of Ministers decree concerning

demonopolization. See Section III.C., below.

" As an example, representatives of the specialized state

banks in the Ukraine, which are being converted into joint stcc:

companies, stated that the Ministry of Finance of the Ukraine c.

the USSR would hold large percentages of the stock in the company,

with additional stock to be held by industrial ministries, 
and ey

state enterprises.
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legislation that could be reduced or avoided. It is extremely

important that privatization programs depending upon the creation

and sale of joint stock companies include carefully drafted

restrictions on the retention of shares by ministries and state

bodies. Such restrictions should prevent state bodies from

retaining a controlling, or perhaps even an influential, interest

in joint stock companies and thereby perpetuating their control

over Soviet industry. The definition of controlling interest will

need to be quite precise, as even fairly small percentages of stock

ownership may provide a state body with effective control if the

remaining stock ownership is very diffused.

An alternative means to prevent the maintenance of state

control over joint stock companies would be to prevent the relevant

state bodies from retaining any interest at all in such companies.

This option would require that holding companies or agencies be

created to take ownership of stocks that could not be sold on the

market. In a similar vein, state bodies might be permitted to hold

some stock in the companies, but forbidden to exercise voting

powers or other shareholder rights related to the- control and

management of the company. Systems that do not take the ownership

of the stocks, and the consequent receipt of benefits in the form

of dividends, out of the hands of the state bodies entirely,
however, may foster situations in which state bodies are tempted
to use their authority to create advantageous conditions for

companies in which they hold investments - creating anticompetitive

conditions in particular markets.

Another step that would be of assistance in reducing the

potential for abuse by state owners of interests in joint stock

companies would be the passage of a strictly drafted state

enterprise law which would define with specificity the permissible

relationships between the state as owner, its agents, and any type

of business or enterprise in which the state has an interest and

the structures and procedures by which the commercial operation of

such enterprises is to be ensured and state interference (whether

to the advantage or disadvantage of the enterprise) prevented.

Strict application of such a law to the relationships between joint
stock companies and state bodies which own stocks could

substantially reduce the problems of detrimental state controls and

anticompetitive behavior by state owners during the long

privatization process in which the state is likely to retain

substantial ownership.

III.A.4. Small Enterprises

Special conditions for the creation and regulation of small

enterprises or small businesses were created by a decree of the

USSR Council of Ministers of August 8, 1990. The decree emphasizes

the importance of small businesses to expansion of economic

activity and creation of a market and, with the purpose of

stimulating small business formation, offers a number of tax and

57



other benefits to businesses that fall within its guidelines. The

recognition of the importance of small business activity is

encouraging and there are some provisions of the decree that will

have positive effect. The intended scope of the law, however,

appears to be more limited than would first appear, 
and may allow

more state involvement in small enterprise operation than w.ould be

desirable.

The provisions of- the small enterprise decree permit the

formation of small businesses in all sectors of the economy and 
on

the basis of all forms of ownership, including state ownership and

mixed ownership. In addition, any existing businesses that meet

the size definitions contained in the law are to be qualified as

small businesses. The primary criteria for defining which

businesses fall within the dictates of the law is size of the work

force. This criteria varies according to the sector of the

economy: businesses in industry and construction qualify with a

work force of up to 200 persons, in science and scientific services

with up to 100 persons, in other production sectors of the economy

with up to 50 persons, in non-production businesses with up to 25

persons, and in retail trade businesses with up to 15 persons.

Union and autonomous republics are permitted to establish lesser

maximums for qualifying size of the work force and may also define

an equivalent criteria based on economic turnover. 
Although the

law is not specific on the point, it is to be assumed that lower

maximum limits established by republican authorities would apply

to qualification of small businesses for republican level programs
and would not replace the Union standard with respect to businesses

in that republic.

Small businesses may be created by individuals, and by nearly

any kind of group or entity, alone or in combination with others.

State-owned enterprises and associations may create small

businesses, and government bodies authorized to administer state

property may create small enterprises directly. 
Small businesses

may also be created by means of separation of a subdivision or

structural unit from an enterprise or association on the initiative

of the workers in that subdivision. When this occurs, provision

must be made for the subdivision to meet its contractual

commitments, steps must be taken to avoid reduction in budget

revenues, and the enterprise or association, rather than the

workers group, will be considered to be the founder of the

business. In effect, a small business is created by creating any

business entity that conforms to the size limitations, as

cooperatives, joint enterprises, joint stock companies, and other

business entities which are defined by separate legislation may

also be considered to be small businesses for purposes of receipt

of the benefits of the small business legislation.

The law also authorizes the creation of small enterprises

which do not fall within other categories of business. Such

enterprises may be established by registration of a charter with
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the local authorities. 3 The registration process itself is subject
to a two week time limit from the date of submission of

registration materials and the grounds for refusal to register a

small business would appear to be limited to violation of the

formation procedure or failure to comply with requirements for

valid registration documents." A founder who has not received. his

or her documents back by the two week deadline, or who has received

an unjustified refusal, may appeal to the courts or state

arbitrazh."

Small businesses which are created as joint stock companies,

or in other separately defined forms of legal organization, must

adhere to the legal requirements of those forms as defined in 
the

relevant law. With respect to small businesses which are not

regulated by other legislation, internal operations and

relationships are not defined with the specificity found in the

laws defining most of the other forms. The decree states no

requirements with respect to the management structure or ownership

distribution within the small business and stipulates that the

relationship of the small business to its founder shall be

determined by its charter. With respect to conduct of its economic

activities, the decree states that a small business is independent

with respect to disposal of its products and its profits, but later

states that the products and work of small businesses must be

realized at the prices and rates determined by legislation. It

would thus appear that the small business form will allow freedom

with respect to use of proceeds, but not allow businesses to

operate outside state price controls on any product to which 
they

apply and will not serve as a vehicle for developing market

relations on a more realistic price basis until a general price

decontrol is accomplished.

" The provisions for direct registration of small businesses,

combined with the expansive list of persons and entities permitted

to form such businesses, would seem to allow individuals to

register and operate a business on the same basis as groups and

entities - an option that was not open to individual entrepreneurs

before the passage of this decree. The conditions for and

restrictions on individual business activities are discussed

further in Section III.A.5, below.

9 As a technical matter, the language of the decree

specifically lists the two technical reasons 
for valid refusal to

register a small business and states that refusal 
of registration

because it is inexpedient is not permitted.

*' As discussed in Section I.C., above, registration provisions

might be more effective if they provided that failure to return the

document within the allotted period should be construed as

registration.
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The decree creates a number of special privileges for small
businesses designed to encourage their creation and growth. These
include an exemption from payments into the budget from income
(i.e. a tax exemption), with the exception of cooperatives which
are required to pay the taxes normally levied on them, and those
small businesses which already exist, which must continue to pay
in the same fashion and at the same rate as previously.
Accelerated depreciation is permitted for small businesses and the
decree authorizes the creation of special funds for assistance to
small businesses, on either a private or state basis. Such funds
may offer advantageous loans and other forms of financial support.
In addition to the funds, the decree requires or authorizes the
creation of various state organizations which will assist small
businesses with training, construction of facilities, foreign
trade, and other matters.

Anecdotal evidence obtained during the mission suggests that
the special privileges granted to small businesses and the lack of

specific regulation of their internal structures and activities has
encouraged entrepreneurs and their legal counsel to favor the
creation of new business endeavors as registered small businesses
rather than in cooperative or other form. All of the relevant
reports, however, related to the choice of business form rather
than to the creation of small businesses by persons who would not

otherwise have engaged in such activity, and the degree to which

this decree has been or will be successful in stimulating new
business activities is not clear.

Several improvements and clarifications could be made in the
decree, or incorporated into a law on small business if such is
envisioned. First, the relationship of the decree to state bodies
and state-owned or state-controlled enterprises and organizations
should be better defined and may need to be altered. The

unstructured nature of the relationship between the founder of a

small business and the business itself invites abuse by state
bodies wishing to avoid the non-interference restrictions that are

contained in some other legal provisions. The provisions
concerning the creation of funds to assist small businesses open

the possibility that state-created and state-owned small

enterprises will be assisted by means of these funds, allowing
portions of enterprises (or whole small enterprises) to avoid a
hard budget constraint and/or to compete on advantageous terms with
other private enterprises. It is not clear that there is any
substantial benefit to be gained by fostering the creation of new

enterprises - of whatever size .- that will be under the control of
the old state administrators and it may be appropriate to limit
the creation of small enterprises to those involving private

individuals and entities, or perhaps mixed entities. A less

drastic means to address this problem would be the application of

a strict law on state enterprises, which would ensure the

independence of state-owned enterprises from state bodies, to any
small business owned or controlled by the state or another state-
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owned entity."

Although the current version of the decree permits the

establishment of small businesses in any sector of the economy, it

assigns priority to the fostering of businesses concerned with

production of consumer goods and provision of consumer 
services,

production of construction materials, accelerated development of

new equipment and technologies, and the solution of ecological

problems. While the development of small businesses in these areas

would certainly be beneficial, small business should also be

encouraged to form in the areas of business and industrial

services,' transportation, and wholesale trade, as well as in

service sectors that could contract with government bodies to

perform some of their functions. Privatization and

demonopolization in these areas must occur quickly, in order for

the independent business community in general to be able to

function and for markets to develop and the encouragement of small

businesses which would serve these needs should be given at least

equal priority with those mentioned in the decree.

There is no clear reason for cooperatives or existing small

businesses to be denied the tax benefits accruing to new small

businesses and to be thus disadvantaged with respect to their

competitors. If a tax holiday is desired only with respect to

newly formed businesses, this could be provided for in the

legislation, but the general provisions of the legislation should

apply equally to all forms of businesses.

Finally, it is important to note that the general conditions

under which small businesses created under the provisions of the

decree will operate are quite similar in a number of respects to

those under which cooperatives have operated for the past two

years. There are no restrictions on the distribution of profits

within the businesses, and they are being encouraged to operate In

many of the same sectors in which cooperatives have operated. Like

cooperatives, it is to be expected that many small businesses will

form, at least in the short term, in sectors of the economy in

which limited investment is required and in which supply conditions

and pricing requirements allow business owners to 
take substantial

rents and to quickly recoup their investments. It is thus quite

possible that the same kind of regulatory frustration concerning

0 The passage of such a law, generally controlling the

relationship of the state to state enterprises, would seem in any

case to be desirable. See Section III.A.l., above.

4 It is interesting that the decree provides for creation ey

a number of state bodies of enterprises specializing in the lease

of equipment to small business. This is precisely the type ot

activity that a-small business itself could provide to the business

community.

61



lack of visible investments and infrastructure improvements and
public frustration with high prices and high incomes for employees
that has been directed at cooperatives will arise with respect to
at least the private small businesses as well. In order to allow
these businesses to make contributions to the economy and to assist
in the formation of a market, state bodies must resist pressures
to restrict the activities of such businesses and/or to regulate
their profits and incomes through high taxation.

III.A.5. Individual Business Activities

One of the very first of the legal changes authorizing new
economic activity did not create a new form of permissible business
activity, but rather expanded the scope of permissible private
economic activities by individuals. The Law on Individual Labor
Activity, passed in November 1986, was intended particularly to
expand the involvement of individuals in the production of
handicrafts and consumer goods and the provision of services. It
contains lists of specifically authorized and specifically
prohibited production, service and cultural activities, as well as
a general statement that all activities in the relevant spheres
which are not specifically prohibited are to be considered legal.

The scale on which such activities could be conducted,
however, was clearly intended to be strictly limited. No activity,
according to the terms of the law, may involve the use of hired
labor or the extraction of "unearned income" or other detriment to
social interests. The law requires that citizens obtain permission
from local authorities to engage in such activities and gives
substantial leeway to local officials to set conditions and fees
for licensing and registration, although a refusal to issue a
registration can be appealed to administrative bodies superior to
that which issued the refusal.

Until August 1990, the rights of individuals to engage in
business activities continued to be rather restrictively defined
by the 1986 law, although groups of three or more individuals were
authorized by the Law on Cooperation in 1988 to establish
substantial business operations and to hire a labor force. This
maintenance of stringent restrictions on individuals was echoed by
the continuance of restrictions on individual property ownership,
individual use of banking and finance facilities, and other similar
restrictions. The anomaly with respect to business activities now
appears to have been at least partially addressed by the August
1990 Council of Ministers decree on small enterprises, which
envisions the creation and chartering of small enterprises by
"citizens, family members, and other persons jointly engaged in
labor activity." While this language is not entirely clear
concerning the ability of individuals to register small enterprises
(i.e. it refers to citizens - plural - and others Jointly engaged
in labor activity), the decree refers in other places to
"individual" small enterprises and to the "founder or founders" of
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the small enterprise and practicing attorneys informed missions

members that it was possible for individuals to register a business

under these provisions.

Taking the provisions of the decree on small enterprises on

their face, the inclusion of individuals in the decree would appear
to render the restrictions on individual labor activity contained

in the 1986 law essentially moot. The decree states that

"individual . . . and other types of small business -- the

procedure of whose creation, activity, and liquidation is not

regulated by special legislation -- are guided by this ordinance

and their own charter." Such language would appear to indicate

that the provisions and restrictions of the Law on Individual Labor

Activity are not intended to apply to small businesses chartered

and run by individuals. While this would bring restrictions on

individual activity more into line with those applying to business

activity pursued by groups, it would seem to produce a different

type of anomaly, in that the restrictions on types of activity that

previously applied to both cooperatives and those pursuing

individual labor activities would effectively apply only to

cooperatives. As the new decree was passed only in August, it may

be somewhat early for an analysis of this type and it is possible

that conforming legislation and/or the institution of restrictions

applying to individual small enterprises will clarify the situation

at a later time. Such clarification will plainly be required in

order for individuals to take an active part in the development of

the economy.

III.A.6. Conclusions and Recommendations

There are a number of conditions commonly thought to be

necessary for businesses, of whatever legal form, to operate in an

efficient manner within a market. These conditions include the

maintenance of relatively even conditions for competition among

businesses and relative freedom for businesses to choose the prices

at which they are willing to buy and to sell goods, and the

existence of suitable institutional frameworks and supports for

businesses to be created and defined. These conditions are

interrelated and must work in conjunction with one another. 
The

Guidelines recognize the importance of each of these factors and

express strong intent to create the necessary conditions.

The elimination of price control can be accomplished through

a combination of the removal of products from price control lists,

the redefinition of the powers of price setting agencies, and the

movement of business activities into forms not subject to price

controls. Until some meaningful price reform begins to take place,

no business or enterprise, regardless of the form of its

organization, will be able to operate efficiently because normal

market signals will not be providing correct information.

Furthermore, the relative degree of management independence and the

internal form of business organization will be irrelevant to
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efficiency if the prices at which the business must buy and sell

are strictly controlled. It is in this area that the Guidelines

are often least convincing and the measures described to free

prices often appear vague and equivocating. Prices are to be

decontrolled on a very gradual basis and a variety of state bodies

are to retain power to reinstitute price controls if pr.ices in

local markets rise too much or too quickly. Such measures are

almost certain to lead to widespread local price control0 and it

will be important for price decontrol measures to be implemented

and enforced in a uniform manner by a relatively superior state

body or agency.

The creation of relatively even conditions for competition

between businesses is also a complicated matter, and one that

receives top priority in the Guidelines. The Guidelines suggest

that a presidential decree on the freedom to engage in business or

entrepreneurial activities will be issued in the near future which

will protect the right of all individuals and entities to engage

in business activities. While this might be helpful in clarifying
the situation of those groups whose rights to engage in business

are not clear, and particularly in clarifying the rights of

individuals with respect to business activity, the creation of

equal conditions for such business activity is at least as

important as the simple establishment of the right to engage in
such activity in general.

Perhaps the most important step that could be taken in regard

to the equalization of conditions for business activity would be

the passage of a clear and detailed law concerning the relationship
between the state and its employees and agencies and any business,

enterprise, or commercial organization in which the state has an

ownership interest. Such a law could clearly define the

permissible and impermissible relationships between state-owned

entities and state bodies, providing a defined management structure

with specific safeguards against interference (whether helpful or

harmful) in the financial or business affairs of the enterprise.

Properly drafted and enforced provisions of this type could be 
of

great assistance in eliminating some of the most troubling

inequities in the current conditions for market activity including

subsidization and the absence of a hard budget constraint for many

state enterprises and anticompetitive behavior by state bodies

designed to advantage particular enterprises. While the

application of such a law could not be instituted across all

4 The susceptibility of local bodies to public pressures is

discussed in Sections I.B and I.C., above.
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sectors immediately, and certain exceptions might have to be made,"

it would be a very substantial step forward in the creation and

protection of market competition.

A number of inequalities are caused by differences between. and

among the laws applying to particular business forms. 
While some

of these differences relate to legitimate differences in the ways

in which such forms should function, a number are not necessary and

should be eliminated. Examples of these types of differences

include the substantial restrictions on activities of cooperatives

and their exclusion from the tax benefits provided by the decree

on small businesses, and the apparent restriction of individual

entrepreneurs to the small business form and thus to the size

limitations on small businesses.

The history of the cooperatives is an excellent illustration

of another source of inequalities in business conditions. The

problems experienced by the cooperatives with relation to

interference by local authorities indicate the importance of

providing protection to new businesses against inappropriate

attempts at regulation or intimidation. In a number of situations,

local authorities will believe that they have an interest -

personal or related to their position, political, economic or

simply corrupt -- that conflicts with those of business owners and

managers, and they can be expected to use their authority over

businesses to further those interests. This suggests that

provisions in the Guidelines allowing local regulation of prices

or other conditions of business may need to be reconsidered

entirely, or if retained will need to be very narrowly and

specifically drafted to avoid local creation of unequal conditions

for certain businesses or local sabotage of entrepreneurial efforts

in general.

In addition, the history of regulation of cooperatives shows

a disturbing tendency on the part of legislators to respond to

difficulties and to public dissatisfaction with broad restrictions

removing problematic activities from the purview of independent

businesses. Such a response has allowed legislators to avoid the

necessity of specifically identifying the causes of the problem and

designing means to address it. If conditions for business activity

For example, some enterprises or entire industries may

remain state-run monopolies for the long run. Different

legislation would be required for efficient operation of such

companies, although its provisions should also 
be clearly defined

and strictly enforced. Even with respect to some of these possible

exceptions, it may be preferable to allow the provisions of the

general state enterprise law requiring separation of the state from

the enterprise management and operation on commercial principles

to apply in the first instance, and allow normal regulatory

processes (e.g. antimonopoly regulation) to take place.
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are to be equalized across all types 
of business form, however, and

if independence of business activity is to be increased for all

types of business organization, this response to regulatory

problems will no longer be acceptable. 
Legislators will need to

develop more tailored means of regulating undesirable business

behavior, such as reporting requirements or licensing and

inspection systems, which can be applied equally to all businesses.

Finally, the efficient and effective 
conduct of business, and

the efficient regulation of business by the state, requires the

presence of the technical and 
institutional structures that make

effective regulation possible. One of the most important of these,

particularly during the transition 
period, is a reliable mechanism

for reviewing laws and regulation to identify and address

inconsistencies and anomalies and see that they are addressed.

Reliable means for information concerning 
new laws and regulations

must be available to participants in market activity so that they

can regulate their conduct accordingly. 
This would require both

an effort to make sufficient amourts 
of such materials available

to such participants and to ensure that all of the legislation,

regulation and normative acts relevant to 
the conduct of business

are contained in publications with 
a suitably large circulation and

availability. Systems for efficient registry of businesses and the

property they possess are absolutely necessary and do not yet

appear to exist. In each of these areas, technical 
assistance in

the form of training in information control and analysis,

computerization of data bases, means for maintaining a permanent

and useful record of business registrations, 
etc.

III.B. Legal Framework for Privatization

Introduction

Although the need for a substantial privatization of s

property has been acknowledged by both the Union and S:7-

republican governments, no specific policy or program, and

legislation, has yet been announced with respect to the means,

conditions, and pace of privatization. While some of the prvai

concerning business forms do provide a means for privatn

particular state assets or enterprises, these laws are nse

supported by any special conditions intended to assist in their use

as privatization vehicles and there is no requirement that sats-

property be made available for privatization 
through these me:ns.

The Gorbachev Guidelines place large emphasis on a 
privatizat:7

program in creating a market, but they provide little in the .:

of a coherent program and there are some disturbing notes in

few details they do contain.

III.B.l. Privatization Through Leasing

The primary means of privatization of state property u

current law are the use of lease-purchase arrangements,
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outright purchase of state property, and the creation of joint

stock companies. while there does not appear to be any official

record of the amount of property "privatized" through each means,

anecdotal evidence suggests that the lease-purchase method may

account for a large portion of the movement of state 
property into

private hands. According to figures provided by the newly

established Union of Leaseholders, seventy percent of leasing

agreements include a right to purchase the 
asset leased at the end

of the term at a price which is fixed at the beginning of the

leasing arrangement. Although many leasing arrangements are 
small

businesses or involve the lease of facilities by restaurants or

providers of services, such arrangements are said to include leases

on some very large enterprises and firms.
4

III.B.2. Privatization Through Joint Stock Companies

It is possible under the terms of the decree 
on the creation

of joint stock companies for this vehicle as well to serve as a

means of privatization of enterprizes. 
As the decree itself was

issued only a few months ago, little activity has yet taken place

under its terms and it is somewhat early to evaluate its use 
as a

privatization tool. However, the procedure for creation of such

joint stock companies from enterprises that are state owned and

ministry controlled requires permission to be obtained from the

relevant ministry and envisions continued state ownership

participation in state enterprises, generally through the ministry

as a holder of part of the stock. Joint stock company creation

under these provisions appears likely 
to lead to the creation of

mixed ownership companies, often with continuing effective state

control. Indeed, complaints have already appeared 
that the joint

stock companies in particular, as well as other new forms of

business organization, serve simply as a ministerial dodge 
in that

they allow ministries to shift enterprises into a "quasi-private"

legal form and thus entitle themselves 
to dividends and returns as

owners without losing control over the 
enterprise.

Should the ministry be willing and able 
to sell its shares of

the stock, the joint stock company could become a completely

private entity, but the likelihood that this 
will occur frequently

is small and the ministry's ability to 
sell off its stock may now

be subject to approval from the State Property Fund discussed

below. Some larger enterprises have expressed an intention to

avoid these requirements by first moving their operations to a

leasing basis - removing the state or ministry as a participant 
in

their business activities except in the role of lessor - and

thereafter creating a joint stock company without state or ministry

participation. Whether or not these plans are ultimateLy.

successful, they in fact rely not on the creation of the Joint

4 One example provided by the Union 
of Leaseholders was the

lease-based privatization of the Baltic Shipping 
Company.
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stock company but on the leasing arrangement itself to remove state

ownership control of the property involved.

III.B.3. The State Property Funds

Legislation at the Union 
level has recently created 

the USSR

State Property Fund -- an organization with broad responsibility

for the care and management of state property. The legislation

simply creates the Fund itself, 
without providing any information

on the procedures by which it 
will operate or the limits, if any,

on its discretion. The Fund has the capacity to value and to

dispose of state property, 
but the terms and procedures 

by which

such valuation and disposal are to proceed have not yet been

defined. As it is likely that the Union level 
State Property Fund

will have jurisdiction only over 
property owned or controlled by

the Union government, it would appear necessary for coordinate

institutions to be formed at 
all other territorial levels 

at which

independent property ownership exists before comprehensive

privatization can take place. This would certainly include the

union republics, and would 
likely include the autonomous 

republics

as well. It might also be necessary 
to create such bodies within

larger cities.'

The issue of the level at which 
state property is owned must

be resolved before the organs 
of the state can begin to 

transfer

the relevant ownership rights. 
Under current Soviet conditions,

this promises to be a difficult 
and divisive process that is likely

to consume a substantial amount 
of time and energy. In order for

any privatization to proceed 
in the short term, it may be necessary

for lesser agreements to be reached among the relevant state

bodies, allowing the various territorial 
authorities to dispose of

particular properties where the territorial ownership can be agreed

upon.

If the declarations of local sovereignty promulgated be a

variety of territorial formations below the autonomous republic

level are accorded any validity, it will be necessary to create

State Property Funds for those 
areas as well.

4 Representatives of the Moscow City Soviet made it clear that

they desired and (in some cases) expected to be given many of the

enterprises in the Moscow region to manage or 
dispose of. In thte

case of lower level formations and some cities, where the aount

of property in local control is not extremely large, it may not be

necessary to create a separate agency with responsibility 
for the

care, valuation and disposal of state property. These functions

could be assigned to one or more of the existing arms of Local

bodies.
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111.B.4. Further Plans for Privatization

The Gorbachev Guidelines recognize the importance 
of private

owners in the economic incentive structure and their role in

protecting not only the operating revenue 
of businesses, but also

their net worth. They place heavy stress on a program of

privatization and de-governmentalization as a key component in

establishing a real market economy. 
Although they do not provide

any significant amount of detail about 
the process to be used for

privatization, there are a few indications concerning the way in

which it might proceed.

According to the Guidelines, privatization will take place

first in some priority industries, in which it is most desirable

to create non-state businesses. These industries include commerce,

restaurants, consumer services, repair and construction, and small

businesses. However, although privatization of these small

enterprises is stated as a priority, no particular means for

conducting such privatization is specified 
in the Guidelines. No

specific mention is made of any priority on the privatization 
of

transportation or other services related to business activity.

For medium and larger sized enterprises, 
the Guidelines envision

a privatization process that will 
begin with the transfer of those

enterprises into joint stock company forms. The Guidelines are

silent, however, concerning any limitation on the amount 
of stock

that may be held by the state or by a state-owned 
business entity

and any need thereafter to sell off the 
stocks in such companies.

special concern is expressed about the need to avoid

"legalization of wealth obtained illegally" and the Guidelines

state that there must be strict monitoring of the process to

prevent this from occurring. No further information is provided

about the possible monitoring process, but the statement raises the

ominous specter of state use of the privatization process to

identify and confiscate profits from illegal (or previously

illegal) activities through some kind of a "source test" for funds

used to buy property. Any attempt to use the process in this way

is certain to have a substantial chilling effect on public

willingness to invest. Further, it might well be argued that the

illegally obtained wealth" would be more productive and better

controlled if allowed to enter the normal business sector, where

its activities could be regulated and its profits taxed, instead

of being forced to remain in illegal channels.

In connection with this issue, the Guidelines state that

priority for purchase of property and stocks is to be given to

worker groups and their members, presumably on the assumption -uhat

these groups are less likely to be using illegally gotten funds

than individuals or other groups. While the point is not

explained, the reference suggests that individual investment in

state property, even if not subject to a source test 
regarding the

money used for purchase, may be discouraged or disadvantaged. The

69



Guidelines state that workers groups and their members will be

given assistance for property and stock purchases 
in the form Iof

discounts, loans, installment sales, and the use of enterprise

funds. This is the only mention of monetary 
assistance or special

terms to be offered in connection 
with the privatization process.

With respect to authority to conduct the privatization

program, the Guidelines state that the 
programs themselves -- that

is, the determination of the goals, principles and direction of the

privatization -- will be issued by decrees of the President 
at the

Union level, and by the supreme governmental authorities of the

union republics. All concrete procedures connected with the

process at the Union level will be handled by the USSR State

Property Fund, and the Guidelines 
call for the creation of similar

agencies in the republics. There is no mention of the need for

decrees to be issued or agencies established at any levels lower

than the union republic and no hint 
of the procedure by which the

level at which particular pieces of property are owned is to be

determined. As the Guidelines call for complete republican

sovereignty over property and the specific identification of Union

property as a part of the process of conclusion of a new union

treaty, it may be assumed in their discussion 
of the erivatization

process that this division will 
already be complete.

III.B.5. Conclusions and Recommendations

In order for the goal of substantial 
privatization contained

in. the Guidelines to be met, a number of legal steps must be

accomplished and several pitfalls 
avoided.

Of first importance in the privatization process is the

determination of ownership for state property. Little property can

be privatized on a stable basis if the threat of confiscation of

the property by a competing state body exists. Whether this

process takes place through the conclusion of a new union treaty

or through some other means, it must occur before the privatization

process can begin in earnest. In the interim, before the matter

as a whole is resolved, some privatization could take place 
with

respect to property for which the locus 
of ownership is clear. In

order to facilitate these processes it might be helpful for an

interim process to be established 
by which a prospective purchaser

could obtain the explicit agreement 
of Union and republican offices

that a piece of property could legitimately be transferred by a

particular State Property Fund. It might be possible for the Funds

themselves to be given the power to come to agreement on these

tatters, at least with respect to a limited 
group of properties.

* This would also explain the failure to discuss the need for

agencies below the level of union republic, as the Union would have

no authority over such matters once the new treaty is 
concluded.
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once ownership of property is established, the relevant owners

should immediately develop specific plans for privatization,

together with the financial and other means to support them.

Privatization plans which provide assistance and installment

purchase options only to workers groups 
will not produce the kind

of response necessary to privatize large sections 
of the economy

and will cause inappropriate valuations of 
properties (due to the

disadvantaging of some bidders) and may lead 
to inefficient use of

properties. The Guidelines' stated commitment to 
equal conditions

for all in conducting business operations will be much less

meaningful if the conditions of privatization are skewed toward

particular forms of ownership and control. Individuals and other

groups should have equal opportunities to purchase 
state property

with workers groups. In connection with this, the privatization

process should not be used as a means 
to identify and confiscate

illegally earned income.

If privatization is conducted in the absence 
of antimonopoly

measures, valuation of enterprises currently holding monopolies

will be difficult and monopoly behavior by newly privatized

enterprises may lead to irresistible pressure for state controls

or limitations on privatization. The elaboration of privatization

legislation must be closely coordinated with the creation of

antimonopoly legislation, and the practices, 
procedures and powers

of the State Property Fund connected in part with those of the

antimonopoly enforcement agency.

Priority in privatization should be given not only 
to saaLL

shops and enterprises in the retail, restaurant and consue

services industries, but also to industrial and business services,

wholesale trade, and trucking and other industrial transport. E

small endeavors in these sectors may make substantial inroads -

state monopolies, and the availability of these business servi:s

is vital to the survival of other privatized 
companies. Pricr

should also be given to the establishment of 
competitive bid-Ji

systems for the supply of state orders and the use of competitive.;

awarded service contracts to meet state needs.

III.C. Antimonopoly Law and Policy

Introduction

Antimonopoly and/or fair competition law, although not in

initial focus of reform efforts, has been receiving an increaslr

amount of attention by legislators and policy makers in rec-2 2 :

months. While drafts of antimonopoly laws have been produceA

both the union and some republican levels, there is s

substantial confusion over the proper direction of policy 
an-

precise nature of the functions to be fulfilled by the antimonc

enforcement body. In the interim, a decree of the CouncLL

Ministers of the USSR provides for some general antimonopoly pc. -

for union and local authorities. This early stage of develcc-
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is something of a concern, as the degree of state-fostered

monopolization is quits high and state enterprises with monopoly

positions in union or regional markets may be able to exert a great

deal of negative influence if privatization and de-control of

pricing proceed without any attention to this issue. 
On the other

hand, until a number of fundamental decisions are made about the

extent and nature of privatization to be pursued 
and the ways in

which markets are to be built and controls dismantled, it will be

difficult for a suitable antimonopoly law for the transition period

to be drafted.

III.C.l. The Degree of Monopolization to be Overcome

various studies have indicated the high degree of

monopolization which exists in the Soviet 
Union. Information from

Goskomstat, the USSR State Committee on Statistics, is that

production monopolies are common. These purpose-built monopolies

exist in many sectors and are true monopolies in the sense that one

factory supplies 100% of the production of the good in question for

the entire Union. Even where products are grouped together, 
there

is often only one producer.d Capelik cautions that concentration

indices provided by Goskomstat may themselves 
downplay the levels

of concentration in various sectors because concentration rises

with disaggregation.

Anecdotal evidence on the question of monopolization was

common during the mission. For example, the managers of the ZIL

enterprise boast that their firm is the sole manufacturer of 6-10

ton trucks in the Soviet Union. Another firm is the sole

manufacturer of 3-5 ton trucks. A number of firms manufacture ball

bearings but each one is specialized in a particular size.

Numerous firms assemble televisions but there is a sole supplier

of television tubes. Additional monopolies are created through

administrative means, i.e. the grouping of otherwise independent

Information contained in a paper by V.E. Capelik of the

Central Economic and Mathematical Institute cites 
the example of

the machine building sector - where 87 percent of product groups

have a single producer.

* A paper by A. Yakovlev similarly warns that indices of

concentration understate monopolization by aggregating branches of

industry. Yakovlev uses the example of chemical fibers, where

there are 33 producers in the Soviet Union. These firms produce

375 different fibers but 288 of those products 
come from a single

firm. Yakovlev states that such monopolization throuqh

specialization operates in other sectors as well, citing

automobile, bearings and semiconductors. Yakovlev notes, however,

that the Soviet economy also contains substantial hidden capacity

in that many "profile" producers have equipment to supply non-

profile" inputs to the firm.
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plants under a single administrative 
controller or the cordoning

off of exclusive territories for a given plant. For example,

mission members were informed 
that in the shoe industry there 

are

multiple plants but each specializes in supplying the region in

which it is located.

III.C.2. Barriers to Entry

In order for deconcentration of Soviet industry 
to occur, a

variety of existing barriers to new entry must be removed or

reduced. These barriers include price controls, foreign trade and

foreign exchange restrictions, lack of infrastructure, and cartel

activities by existing enterprises.

III.C.2.a. Price controls

Normally, the existence of rents will attract new 
entry into

a given market until the rents disappear." Assuming the legal

preconditions are satisfied, it would appear that new entry is

feasible in most Soviet markets. The very shortages, technical

backwardness, and lack of development which characterize Soviet

industry today can be seen as powerful arguments in favor of

efficient new entry. While shortages normally indicate 
that there

is room for new entry, that may or may not be the case in the

Soviet economy today; there is such inefficiency that it is

difficult to say that there 
would not be excess capacity 

in some

sectors once a proper incentive structure is put into place and

production is reorganized. Whether or not there is sufficient

capacity however, it is likely that there is still room for

efficient new entry. The new entrant, for example, could use newer

product or process technology to 
produce a similar product cheaper

or better or could offer a 
newer product.

In order for new entrants to be 
attracted, prices charged by

monopoly firms must signal 
that entry will be profitable. 

This,

however, may not be allowed 
to occur. Under Article 26 of the 1990

Law on Enterprises, the enterprise sets its own prices unless Union

or republican law establishes a state price. This price-setting

freedom is limited however under Article 
26(2), which states:

For products of enterprises 
that hold monopolies on the

goods market and also resources 
that determine the scale

of prices in the economy and the social protection o'f the

citizens, state regulation of prices 
is allowed.

The disappearance of rents 
is due both to the existence of

price competition among a larger group of producers or suppliers

and to proecompetitive responses 
by existing monopolists, who may

be spurred to increase efficiency, raise quality, lower prices

and/or increase output in order to deter entry.
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In the event that the enterprises violates state

discipline for prices and rates for products, work, 
and

services, the surplus sum acquired is subject to

confiscation...

These provisions may eliminate the potential 
for high-prices

and profits in monopoly sectors and reduce the incentives 
to entry

which will deconcentrate monopoly sectors. Preliminary indications

are that price control of this type will be 
used extensively. In

addition, mission members were told that prices would be freed

after deconcentration, not before. Thus it appears that the role

Soviet policy makers assign to market 
forces in demonopolizing the

economy is limited and possibly not 
well understood.

III.C.2.b. Currency Convertibility

While free prices will provide the incentive for new entry,

a convertible rouble, the availability of imported components 
and

capital goods, and the possibility of foreign competition 
are all

necessary for new entry and deconcentration 
to come about. Most

or even all sources of potential competition in currently

monopolized Soviet markets depend in one way or another on imports.

For example, if entry is to come from another Soviet enterprise,

that entry will entail the creation of a design, the construction

of a new plant and the installation of new tooling. If these steps

are to occur in a reasonable time frame, 
substantial imports would

be involved, likely including. the design, some portion of the

tooling and, at least initially, numerous components. Thus,

domestic firms will need the ability to purchase on the world

market, presumably financing 
these purchases with rents 

from their

own highly concentrated sectors. 
Convertibility is also indicated

if imports of completed products are to have a role in

deconcentrating industrial sectors and restraining the market power

of monopolies.

Provided that a realistic exchange rate is set -- so that

foreign goods would be expensive -- convertibility should not

destroy the market for Soviet goods. If, however, convertibility

cannot be achieved in the short to medium term, other steps should

be taken toward opening the market to foreign competition 
both in

industrial and consumer goods, including the provision of as much

foreign currency as possible for auction to business users.

III.C.2.c. Other Barriers to New Entry

Additional barriers to new entry include the lack of a service

infrastructure, the emergence of anti-competitive conduct b

existing firms and legal barriers to entry. In terms of services,

the current poor state of Soviet transportation, telecommunicatons

and postal communications stands out as an impressive barrier to

the creation of new enterprises, as does the lack of development

of financial and other supporting sectors. The ability for firs
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to communicate and transport goods efficiently is necessary for

all business to function efficiently 
and is particularly necessary

to new entrants who will initially work without 
established supply

and transportation networks and 
firm business connections. State

monopolies in these sectors Will need to be dismantled quickly.

Transportation is particularly important for its ability to permit

entry by existing firms into new geographical markets and create

competitionl quickly, thus, in sectors such as road freight

transportation, privatization and 
demonopolization should move as

quickly as possible. In order to support the emergence of private

road haulage companies, needed infrastructure including terminal

and warehouse facilities will have 
to be constructed.

Other inputs necessary for new entry 
may also be unavailable

due to anticompetitive conduct of existing 
firms. Mission members

were informed that associations of enterprises, 
permitted under the

1990 Law on Enterprises, had already begun to coordinate their

conduct to limit entry. For example, it was alleged that an

association of approximately 25 large state enterprises in

Leningrad, involved in many industrial sectors, is able to block

new entry by denying inputs to new firms." In addition to such

broadly based exclusionary conduct, associations composed of

horizontal competitors pose obvious dangers 
of cartel conduct, and

appear to be permitted or even fostered by the existing law.

Article 3(1) of the Law on Enterprises provides that enterprises

may join together into associations "for purposes of coordinating

their activities" and that "(b]y a coordinated decision of the

enterprises the association may be made responsible for centralized

performance of certain production, economic and other function..

While this article also requires that the associations abide by the

terms of antimolopoly legislation, there seems to be the risk of

at least confusion as to the extent of horizontal cooperation

permitted. Because horizontal cooperation poses the gravest risks

of anticomnpetitive effects, an effort needs to be made to clarify

and limit the types of conduct permitted 
through associations.

" What is unusual here is that the 
association would seem to

comprise a sort of conglomerate cartel; the members are not

horizontal competitors. Another source in Leningrad, disputed 
the

effectiveness of the association in limiting entry.

" For example, firms are grouping themselves to solve problems

of supply. This worthwhile goal, however, can have anti-

competitive effects. under the Ministry of Metallurgy, for

example, all scrap metal firms, about 200 in number, have banded

together. If "solving joint problems of supply" in this instance

means providing a united front to sellers of scrap metal, then the

association is a straightforward buyers' cartel. Likewise, in te

textile sector, about 500 firms in the Russian Republic fornerly

under the Ministry of Light Industry have banded together 
into an

association (or "concern") to combine information on inputs and
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Legally mandated product standards may 
also serve as an entry

barrier. Mandatory quality standards already exist for many

industrial and consumer goods and suggestions were heard that

higher standards would soon be set, 
at least for consumer goods.

Although the level required by currently existing standards appears

to be quite low, the effects of such standards should 
be examined

and caution should be used in setting new standards in order to

avoid unintended anti-competitive effects. Mandatory standards

(apart from standards affecting health or safety) 
may well pose a

barrier to entry by new firms capable of producing products

acceptable to some consumers but not of meeting the standard.

Voluntary standards, on the other hand, 
can be useful and can help

competition and new entry in appropriate circumstances, 
especially

in a market such as the Soviet Union 
where the brand names of the

numerous new entrants will convey little 
information to consumers

about product quality.

A number of provisions of existing criminal code criminalizing

private enterprise are extremely serious barriers 
to entry, as to

any private business activity, and must be amended or repealed.

In particular, Articles which prohibit private entrepreneurial

activity, activity as a commercial middleman, and speculation, need

to be addressed in order for potential entrants to come forward.

The issue of criminal and administrative 
sanctions is discussed in

greater detail in Section II.C.3, above.

III.C.3. Draft Antimonopoly Legislation

A draft set of Fundamental Principles of AntimonopoLY

Legislation is due to be submitted to the USSR Supreme Sove:

before the end of the year." In the interim, the Decree o

Council of Ministers of the USSR Concerning Measures for the -

monopolization of the National Economy promulgated on August

1990, provides the basis for the creation of an anti-monoo.

agency and the beginnings of its activities. Provisions of

Council of Ministers Decree will be discussed below along with c.

corresponding provisions of draft legislation.

their purchasing power.

* If a new entrant can certify that its product 
meets a g

standard, that certification may substitute 
for the reputation

a brand name in informing consumers about the quality of

product.

" An earlier version of this draft legislation was the sub-

of comment on a bilateral basis. The current version has

reviewed in a multi-lateral setting at the OECD on 5-6 November

a revision is reportedly under way.
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Both the Decree and the draft Fundamentals 
draw on the main

lines of competition legislation 
in Western countries. The abuse

of dominant position, cartel agreements, unfair competition,

discrimination, and anticompetitive mergers are all prohibited

under their provisions. in addition, provisions not typically seen

in the West are included in the Fundamentals, particularly the

power of the Antimonopoly Committee (AMC) to break up dominant

firms and "organs of power and administration" (OPAs) without

regard to specific conduct.

Articles 7-11 of the draft Fundamentals and Article 4 
of the

Decree spell out the purposes, powers, and functions of the AMC.

Information obtained in one meeting indicated that the 
AMC is in

the process of being constituted. 
Another meeting indicated that

the current Decree is insufficient 
to establish the AMC. Neither

the Decree nor the Fundamentals include 
provisions specifying the

details of the AMC'F form and staffing, although a very early draft

to the law defining the AMC is being revised in conjunction with

work on the Fundamentals. The status of the AMC thus remains

vague.

Dominant position is defined in Article 2 of the draft

Fundamentals as "an exclusive position of a market participant

granting him an opportunity to exert a 
decisive influence ofr the

level of competition in a certain market or to limit the freedom

of economic activity by other participants in the market." It is

not clear as to whether the firm must have both an exclusive

position and usable market power 
or whether the two are equated.

The provisions of the Decree suggest 
that a threshold share of the

market will be considered sufficient to constitute a dominant

position, while firms below that share may be considered 
to have

a dominant position, only if they have both a minimum 
market share

and usable market power. The Decree provides that firms with a

market share exceeding 70 percent are dominant and firms with a

share of from 35 to 70 percent may be considered dominant

"depending upon their opportunities to exercise decisive influence

in each concrete case.. .

Article 3 prohibits a firm from abusing 
its dominant position

by suppressing competition through production limitations, refusals

to deal, price increases, tie-ins and other means.'7  It is not

* Such powers appear in other Eastern European competition

laws, e.g. the Polish anti-monopoly law.

" According to the draft and Fundamentals, a dominant firm may

not abuse its position by:

limiting production or withdrawing goods from the market

with the aim of creating a shortage 
or increasing price;

refusing to deal with a party who has placed a proper

77



clear whether the suppression of competition 
itself must be proved

clear ~ ~ ~~ I whehe thsspresinofcop that the dominant f irm
or whether it is presumed once it1is sho at le domeaof the
has engaged in prohibited conduct. For at least sometitive

violations enumerated above, e.g., tie-in sales, an anticompetitive

effect need not arise in the market for the second good even though

the firm has, by definition, a dominant position in the 
market for

the first good. For other conduct, e.g., withholding goods to

create a shortage, an anticompetitive effect, the creation and

capture of rents, should follow from the conduct given the

existence of a dominant position.

Cartel agreements (agreements between market participants) are

prohibited by Article 4 of the draft 
Fundamentals and Article 2(b)

of the Decree. Such agreements are prohibited and void if they are

aimed at anticompetitive market division, creating barriers to

entry, fixing uncontrolled prices to gain either high profits or

the elimination of competitor, or bid rigging. The draft

Fundamentals would permit such agreements to be approved by the

AMC where they increase efficiency or output or promote 
exports.

Unfair competition, including false labelling, false statements

about a firm or its products, false or deceptive claims about a

product, incorrect comparative advertisements, 
unauthorized use of

a trademark, and unauthorized use or disclosure of confidential

information is also prohibited by both the Decree and the draft

Fundamentals.

The draft Fundamentals prohibit from 
applying discriminatory

or exclusive conditions to firms, if those conditions restrict

competition, or from directing firms to give priority to particular

customers.o Such bodies are also prohibited from attempting to

limit the independence of firms in selling their output or

concluding among themselves agreements which limit competition.

Anti-discrimination is treated more simply in the Decree which

states that competition-lIimiting discriminatory or prejudicial

circumstances must not be established against "participants in a

given market."

order;
imposing "patently disadvantageous or irrelevant

conditions" on a transaction, meaning a demand for

inputs, undesired tied purchases, 
and unjustified claims

for payment in hard currencies;

unjustifiably increasing controlled prices;

imposing coercive conditions on 
citizens in the sale of

goods;
suspending/reducing state order production with!out

authorization;

Mandatory state orders are expected 
from this provision.
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With respect to the conduct of state bodies, the Decree states

that "central economic organs, 
ministries and departments" 

of the

Union are immediately relieved 
of the task of "direct guidance 

of

the fulfillment of ongoing economic tasks" and of the

administration of enterprises and organizations. 
This article is

placed in abeyance, however, pending stabilization 
of the economy

and a legislative sorting out of union-level administration.

Article 19 of the Fundamentals gives the AMC control 
over the

creation, reorganization or liquidation of large-scale market

participants ("large" being 
undefined), with the right to prohibit

such moves i( they may lead to a dominant position or other

restraint on competition and to make exceptions where there are

countervailing efficiency, output, or export gains. Where a

dominant firm already exists, the AMC is empowered to break-up the

firms, apparently without regard to 
conduct. Under the terms of

the Decree, a firm with a greater 
than 20 percent market share may

not hold shares in a competitor, while legal persons holding a

controlling interest in a firm with a greater than 20 percent

market share may not hold a 
controlling interest in the 

shares of

a competitor of that firm.

The Decree permits ministries 
and departments of the USSR 

and

of republican and autonomous region governments and even the

executive councils of local governments to breakup highly

monopolized enterprises and organizations, 
if allowed by productive

and technological circumstances and where "the economic expediency

of the reorganization is apparent."

In addition to powers of reorganization and merger 
control,

the draft Fundamentals provide the AMC with the power to issue

orders directed to the cessation of a violation, to the restoration

of the status quo, to the restructuring or break-up of a firm, to

the disgorgement of "illegally gained profits"r and to impose fines

for slow or non-compliance with orders. Forty percent of fines

and disgorged profits are to go into a fund for the promotion of

competition. Consumers or firms may also enforce the provisions

of the Fundamentals by bringing private actions for damages against

firms or bodies which act in violation of the antimoropoly

legislation. These actions may be brought either in court or state

arbitrazh.

The Law on Limitation of Monopolistic Activity and Competition

Development, developed as a part of the Shatalin Plan, bears a

close resemblance to the proposed Union level 
fundamentals.

Several additional prohibitions are placed on conduct bv a

dominant firm: discrimination against some firms in favor of

others, the imposition of unprofitable agreements on 
firms and the

general prevention of new 
entry.

In addition, the Shatalin draft sets up certain conditions for
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division of dominant firms: that the factories or shops be

separate territorially or organizationally; that 
there be limited

interdependence of the units; that the division follow economic

demand for the products; and that there be no long-term development

plan for the firm as a whole."

III.C.4. Conclusions and Recommendations

Several issues are highly important in the development of

competitive markets in the Soviet industrial sector. 
First, anti-

cartel provisions must be clearly and vigorously applied. It is

crucial that enterprises not fall into what for them would be

natural-seeming cooperative behavior guided by their association,

rather than engage in vigorous competition. Horizontal

associations, in particular, pose threats in both upstream and

downstream markets as the firms can combine into either sellers'

or buyers' cartels." Moreover, if such associations are in fact

buyers' or sellers' cartels, that fact will surely push their

counterparts to organize similarly, further decreasing efficiency

by creating a chain of monopolies. The risk of cartelization

through the association structure is sufficiently great that

clearer provision regarding permissible association may 
need to be

provided in both the antimonopoly and the enterprise laws, and that

the new antimonopoly authority should consider restructuring

existing associations into competing groups.

An issue that is not well treated in the existing Decree or

draft laws is the distinction between vertical and horizontal

restraints. Vertical restraints may reduce competition within the

vertical structure but promote competition between vertical

"9 The "merger" control provision also differs from the

Union draft. The Shatalin draft distinguishes between the

creation, liquidation or reorganization of economic associations,

concerns and unions and the creation, liquidation or reorganization

of an enterprise. The former must be notified to the AMC, they

cannot be created, liquidated or reorganized without the approval

of the AMC and non-response by the AMC to the notification

constitutes disapproval. Notification of the creation, liquidation

or reorganization of an enterprise is required only when that may

bring about a dominant position. The effect of non-response by the

AMC to such a notification by an enterprise is not clear from the

Shatalin draft.

0 The efficiency rationales of these associations may 
be weak

and need to be examined closely on a case-by-case basis. For

example, it is hard to see why all firms buying scrap metal need

to be associated into one association in order to overcome problems

of supply. Would not the economies of joint buying be exhausted

somewhere below 100% participation?
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structures, that is reducing intra-brand 
competition but promoting

inter-brand competition, especial in the long run.6 There is the

strong possibility that c0 peiton romoting vertical restraints,

in particular by small firms or new 
entrants, will be prohibited

under the Soviet law given that decision-makers, especially courts,

will not be well equipped to make the necessary distinctions

between intra- and inter-brand competition. From this point of

view, it would be useful for the fundamentals to be 
more explicit

through the use of non-exclusive examples, as to the types of

agreements which are prohibited and the types permitted, and to

distinguish explicitly between vertical and horizontal agreements.

The use of such examples would not make for elegant drafting 
but

would serve to educate courts and enterprises quickly 
and directly

as to what standard of conduct is 
expected.

The application of restructuring powers may need to be limited

to certain well-defined situations. It is easy to see how

restructuring should be applied, where the issue is the break-up

of an association, where there are a number of independent

producers or unrelated products grouped 
into one firm. It is not

at all evident, however, how a monopoly based on a single 
assembly

line could be constructively broken up. Here, the focus should be

on encouraging new entry.

Penalties for violations of the Fundamentals are weak in

several ways. First, penalties for violation of the substantive

prohibitions especially the anti-cartel provisions, may need to

include the possibility of imprisonment given the grave effects af

the offense on the economy and the upper limit on fines rais

substantially. Second, the investigative powers of the AMC are

lacking in both substance and enforcement powers. IndividuaL3

cannot be called to testify under 
the current draft, yet testin:7on<.

is often required to understand both 
what appears in documents an.

practices which may not be memorialized on paper. Furter,

criminal penalties, as well as increased fines are needed 
to a

" For example, if a new truck manufacturer wants 
to challerT

ZIL, it would probably want to be able to grant exclusie

distribution territories in order to better entice potentiau

dealers to invest. - The manufacturer might seek to set minni

retail prices for those firms, again to help insure the profits

that would make such a dealership interesting to own. Itruck

want to require that the dealer sell only its trucks, L

exclusivity, to be sure that the dealer's efforts 
are not dilu:.-

across competing brands. These restraints may reduce intra-bri

competition but promote new entry and interbrand competition in

long run. On the other hand, similar restraints by ZIL on

dealers would, given the firm's dominant position, be disapprCK

For example, exclusivity could deny potential new entrants in tr.

manufacturing access to potential dealers given ZIL's dominaz.

of the existing dealer network.
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investigations work. Without the threat of criminal penalties 
for

impeding an investigation, documents will be 
destroyed rather than

produced and false testimony provided 
with impunity.

Staffing of the AMC, both in quality and quantity, should also

receive attention if the agency is to function 
effectively. The

responsibilities of the AMC, without taking into account the

ndusrial restructuring Dowers, roughly correspond to the combined

functions of the United States Federal 
Trade Commission plus the

Antitrust Division of the U.S. Justice Department. These two

agencies have a combined employment of perhaps 2,000 people. 
The

Soviets, on the other hand, are thinking of staffing this agency

with less than 100 people. Drafting the AMC at such a low level

beyond a brief initial period will guarantee 
paralysis.

While it is clear that antimonopoly legislation must be in

place and enforced for a market economy to function efficiently,

no antimonopoly provisions are themselves sufficient to

deconcentrate the Soviet economy. Widespread deconcentration can

occur only when conditions exist for businesses 
to be created and

market forces to operate. Development and implementation of

antimonopoly legislation must be closely coordinated with programs

of privatization, price decontrol, and the opening of possibilities

for foreign trade. These are elements which must be present 
to

make deconcentration possible rather than items which can be

deferred until later.
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IV. Selected Sectoral and ARecifiC Issue

Introduction

This section offers brief commentary concerning a number of

sectoral and specific legal issues that were raised during the

mssiorl. The comments offered are not intended to be comprehensive

nor the selection of topics exhaustive, 
as either is substantially

beyond the scope of this report. 
The focus in these short sections

is on particular aspects of each topic 
having special relevance to

efficient business operation and/or the implementation of the

Gorbachev Guidelines. Section IV.A discusses the regulation of

banking and finance with respect to 
use of the banking system by

businesses, Section IV. addresses the importance of foreign trade

andbinvestment, section IV.C. discusses the regulation of land use,

and Section IV.D. comments upon problems in the creation of a

housing market. Sections ME., IV.F. and IV.G. go on to make very

brief comments upon taxation, environmental regulation, and the

social safety net, respectively, while 
Section IV.H. discusses the

vital matter of institutional capacities to implement reform

legislation.

IV.A. Bankiig and Finance

The Gorbachev Guidelines place a substantial amount of

emphasis on immediate attention to the banking and finance system,

with the primary intention of gaining control over 
inflation and

the issuance of currency. The Guidelines also envision a transfer

of the specialized state banks (the large state banks which

together account for a large portion of bank deposits and

outstanding credits) from state-owned and regulation 
institutions

to joint stock company form. This step is intended to enable the

specialized banks to compete on an equal footing with the new

commercial banks, with the goal of stimulating the provision of

banking services on commercial 
terms to the economy. While there

may be some value in stimulating the large state banks 
to provide

better banking services and to take more account of commercial

factors in their activities (particularly lending policies) , the

transfer of these banks to joint stock company form 
might be more

appropriate after some transition has been completed, with

supervision by the central bank - perhaps jointly with other

institutions - to continue in the interim in order to allow some

flexibility in regulation of these banks and to provide some buffer

against the disruptions likely 
to occur in transition.

While the Guidelines focus on revamping the banking 
system to

control issuance of currency in order to restore public 
confidence

in the ruble, they do not discuss the need to foster public and

"2 The reader is referred to the reports of other mission

members for a more in depth 
treatment of banking regulation.
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business confidence in the banks themselves and 
to develop banking

legislation and practice that will facilitate the use of the

banking system for business purposes. There are a number of very

simple measures that could be taken to improve general public

confidence in and willingness to use the banking system, and to

make the use of banks by smaller businesses easier anid more

efficient. These measures would, in line with the Guidelines'

focus on equal conditions for business activity, serve to help

equalize conditions for all businesses 
with regard to banking.

Banking and financial regulations are not 
reliably available

to the public and there is substantial evidence that basic

regulations applying to the management of accounts and banking

activity are not understood by many businesses. Banks may have

vastly differing regulations concerning 
the ability of a customer

to use funds deposited with the bank -- for example, requirements

that funds be drawn via bank documents rather 
than cash payment or

upper limitations on the amount of funds that may be withdrawn

during specified periods of time. These limitations are sometimes

contained in the bank's charter, but there is no requirement that

such charters be published or available 
to clients or that clients

be advised of such restrictions prior to depositing funds with the

bank. Similarly unpublished restrictions may apply to use of hard

currency funds. Some new businesses, and also individuals, have

been surprised by these restrictions under disadvantageous

circumstances and caused to incur penalties for late payment of

obligations. Legislation or regulation needs to be passed requiring

some uniformity in this respect, or at least mandating disclosures

prior to deposit.

Problems in individual and small business use of the banking

system have been caused by the lack of a system for bank payment

that is available to individual account holders. Bank clearing

systems were designed for use by juridical persons only, with

individuals previously having the right to hold only savings

deposits in the state banking system. Individuals payments were

made by means of cash, or occasionally (i.e. taxes, trade union

dues, judicially imposed support or penalties) by means of

deductions from salary. Although this restriction is in the

process of disappearing, there still exists no meaningful checking

or bank draft system by which individuals, or small businesses

which run through individual accounts, may make business payments

and have verifiable transaction records. 
Further, because of lack

of familiarity with any financial instrument other than cash or

enterprise clearing procedures and uncertainty 
as to the means to

verify validity of payment documents, most businesses will not

accept any form of payment other than cash. Such facilities are

very necessary for the development of business activities, and

appropriate base legislation and regulations need to be issued

clearly authorizing these transactions, 
permitting the charging of

reasonable fees for such services (to encourage banks to develop

them), and defining the forms required for validity 
and the nature
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of obligations to honor drafts and 
payment documents.

In this area as well, there is a particular 
problem with hard

currency accounts. Since individuals were until recently prevented

by law from conducting any operations whatsoever involving hard

currency, there was no provision for individuals 
to have accounts

with Vneshekonombank, the only bank previously 
authorized to carry

out hard currency operations. While this restriction has also

recently been lifted, no provision has been made by Vneshbank 
for

opening hard currency accounts for 
individuals and this service is

only available from a few banks which have recently been authorized

to conduct currency transactions under Vneshbank supervision.

Small businesses and social organizations have complained that

those banks that accept foreign currency will only do so for

businesses with substantial accounts and that they continue to have

no means to maintain accounts or to make foreign currency payments.

The absence of such facilities will seriously inhibit the

participation of small businesses and enterprises to engage in

foreign trade, reducing the competitive benefits to be achieved

thereby.

Finally, there is a need for legislation 
concerning access to

financial and account information about individuals and businesses.

There is a belief among some sections of the population that 
the

building up of large bank deposits, the conduct of very substantial

business operations, or the deposit of any amount of hard currency

is likely to give rise to disapproval, increased scrutiny, and

possibly some kind of investigation or enforcement 
action, on the

part of bank officials and state authorities. There is also a

general failure to understand bank procedures 
and a fear that bank

accounts could be attached or sequestered by state agencies or

purposes of enforcing legal requirements 
not related to financial

regulation. There is good historical basis for these beliefs, as

the banking system has at various times in the past served as a

means for enforcing the law in a variety of respects, including

notification of law enforcement authorities where "suspicious"

activities are occurring and the 
requirement, through a complicated

documentary payments process, of proof of compliance with

everything from quality standards to social security laws. In

addition, many members of the public remember 
the currency reform

conducted in 1961 and the associated 
confiscation of deposits over

a stated amount. Fears of such difficulties, and the resulting

unwillingness to use the banking system, might be somewhat assuaged

through the passage of privacy legislation which would strictly

limit the use of account information.

IV.B. Foreign Investment and Currency Convertibility

The opening up of foreign investment and trade 
possibilities

are a vital component of the Soviet economic reform effort, both

because of the importance of imported goods and equipment to the

85



growth of competition in the market" and 
because of the need for

substantial amounts of investment funds. The Guidelines clearly

recognize the importance of and need for 
foreign investment funds

and the availability of foreign exchange for purchases, 
(although

the appreciation of the competition issues is not obvious) and give

prominent place to the "strengthening" of the USSR's position

regarding foreign economic relations. The plan for improvement

includes three elements: a) stabilization of the political and

economic situation, b) a program for reduction of military

spending, and c) a new policy on foreign investment including

guarantees for investors.

The order in which the Guidelines present the steps of the

plan is both important and correct. Reduction of domestic spending

and the provision of guarantees, or even special inducements, to

foreign investors cannot substitute for the 
existence of a stable

political and economic environment. While the most important and

immediate aspect of stability to be resolved is the authority

crisis discussed in Section I.A., economic and regulatory stability

are also important in attracting foreign investment. The

clarification of property and contract rights, 
the legal rights of

foreign parties, and the measures to be taken to privatize and

demonopolize the economy will give foreign investors a greater

security and an ability to evaluate the wisdom of various

investment projects.

With respect the rights of foreign investors, 
a presidential

decree was issued on October 26, 1990 equalizing the rights at

foreign participants in the economy with 
those of Soviet citizens

in a variety of respects. The decree allows foreign investment .

all kinds of business enterprises, either in combination wLJ?.

Soviet investment or alone. Foreign firms are to be permited

establish subsidiaries in the USSR that are 100% owned by

foreign parent. Rights of foreign investors are to be protectei

to a degree not less than those of Soviets. While this decrce

clearly expands the possibilities for foreign investment,

actually provides none of the requisite 
certainty with respect tc

the rights of the foreign investor. Equation of the foreign

investors rights with those of Soviet citizens will only proviie

certainty when the rights of Soviet citizens are themselves

relatively stable. Until this is the case, uncertainty wiiL

continue to be a major factor in retarding 
foreign investment.

The other primary factor that both restricts foreLv'

investment in the USSR and obstructs the ability of Soviet enti-, -

and citizens to trade on the world market is the problem ot

non-convertible ruble. Lack of convertibility makes it diffL._

or impossible for foreign investors to repatriate profits

their investments and makes Soviet companies 
and citizens re

3 See Section III.C.2.b., above.
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on the government-controlled distribution 
of foreign exchange for

foreign trade transactions.

Policy with respect to the use of foreign currency both inside

the USSR has not been consistent in recent 
months. Several steps

have been taken recently to liberalize restrictions on foreign

currency use in internal transactions, and it was until recently

expected that further steps in this direction 
would be taken until

internal convertibility was established in the near future.

However, the Guidelines move in precisely the opposite direction,

stating an intent to forbid the use of foreign currency in internal

transactions. Experience strongly suggests that such restrictions

are not maintainable in practice and that 
they lead to inefficient

behavior and further distort internal markets.

If some protection is desired for citizens who do not have

access to hard currency, a "legal tender" provision might be

considered which would require that all establishments accept

rubles as payment for obligations, but would not forbid the

acceptance of other currencies as well. Such a system would,

however, be workable only if the state were willing to allow

establishments to set prices in rubles and hard currency

independent of the official exchange rates, thereby making it

possible to charge rational prices in both currencies. Although

the "exchange rate" thus established would be very informative, the

authorities are not likely to permit private businesses to set

effective exchange rates.

As to use of foreign exchange for purposes of foreign

transactions, policy has been somewhat more consistent but the

adjustment of exchange rates is slow. Exchange rates for

commercial use have changed twice recently, with the ruble being

devalued relative to other currencies, but not by anything

approaching estimates of the "market" exchange rate. The most

recent decree, however, permits all businesses 
to purchase foreign

exchange at auctions after January of 
1991, opening the possibilty

that more foreign exchange will become available for trade

purposes. In order to maximize the access of Soviet 
enterprises

to foreign markets and the 
competitive benefits that 

result from

such access, as much foreign exchange as possible 
should be made

available for auction purposes.

IV.C. Agricultural Issues

By far the largest legal issue confronting agricultural reform

is the question of legal rights to own and use land. Some

substantial liberalizing change with respect to land use rights

occurred during the preceding year, but until the issuance of the

Gorbachev Guidelines it appeared clear that the state intended to

continue to exercise substantial control over land use and lan

disposition. The Guidelines, however, contain strong statements

concerning the need for land reform, as an early part of the
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economic stabilization and reform process, 
including calls for an

end to the monopoly on land ownership and the institution of land

mortgages. While the precise legal regime with respect to land

ownership and use is not specified, achievement of the goals stated

in the Guidelines clearly require change in the 
existing law.

Until quite recently, the Constitution of the USSR stated

clearly that the land (along with a variety of other natural

resources) belonged to the state. While a variety of land use

plans could and did exist, ownership of the land itself was

reserved entirely to the Soviet state. 
However, Article 10 of the

USSR Constitution, which previously provided for state ownership

of land, was substantially revised by a portion of 
the Law on the

USSR Presidency, which was passed in April 1990. The relevant

portion of Article 10 as it is 
now constituted reads:

The land, its mineral wealth, the waters and the

vegetable and animal world in their 
natural state shall

be the inalienable property cf the peoples living on 
a

given territory, they shall be managed by the Soviets of

People's Deputies, and they shall be made available 
for

use to citizens, enterprises, institutions and

organizations.

In addition, there is the following section of Article 
11:

For conducting. peasant and personal auxiliary

farming operations and for other purposes stipulated 
by

the law, citizens shall have the right to hold plots 
of

land in lifelong possession, with the right of

inheritance, as well as to hold such plots in use.

While these sections of the current Constitution appear to

make a substantial change in the rules of land ownership, the

extent of the practical consequences is not as clear as might first

appear. While the Constitution no longer dictates state 
ownership

of the land, the new formulation appears to specify a form of

collective ownership - by the "peoples living on a given

territory." A formulation giving ownership rights to "the peoples"

would not normally be interpreted as authorizing individual

ownership of the property involved. In practice, this formulation

might well mean that the representatives of the "peoples" - the

state bodies at the relevant level of government - would in fact

exercise the ownership rights which in theory belonged to the

collective population and would be the 
functional "owners" of the

property. Control over land would be exercised by local soviets

and their executive committees, under the control and guidance of

higher bodies of power if the words "a given territory" were

interpreted to mean a larger portion of territory than that

governed by a local soviet. Under this interpretation, decisive

control of land use would be likely to move from the hands 
of all-

Union authorities into the hands of Union republican or perhaps
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lower level authorities, but would not move into the hands of

individual or corporate private owners.

The provisions of the Fundamental Principles of Legislation

on Land passed after the constitutional 
amendment, would appear to

confirm that this interpretation was intended. Although several

portions of the law refer to the possibility 
for local soviets or

other bodies of state power to grant 
plots of land, such plots are

to be granted for use rather than individual 
ownership. According

to Article 5 of the Fundamentals, "land may be granted for lifelong

use with the right of bequeathal, to Soviet citizens for purposes

stipulated by Article 20 of these Fundamentals of Legislation."

Thus, permissible use by individuals is defined as a heritable life

tenure rather than as simple ownership with 
the power to dispose

freely of the land. The conditions for land use by corporate

bodies would appear to be quite similar with the Fundamentals

providing that, "permanent ownership of land shall be granted to

collective and state farms, other state-sector, cooperative and

public enterprises, associations and organizations, and religious

organizations for the purposes of agriculture 
and forestry."

Discussion of the current state and probable future of land

ownership during the mission appeared to confirm that the generally

held view with regard to permissible rights in land was that

completely free sale and purchase was not 
likely to be instituted

soon. Several sources in the Ukraine (the Supreme Soviet,

Gosagroprom, and the Ministry of Justice) stated that the issue of

land ownership rights is extremely divisive and that the 
real bone

of contention is free disposition 
and the concentration of land in

private hands. It was reported, that draft land legislation for

the Russian Republic essentially duplicates the "use for its

purpose with bequeathal rights" formulation that appears in the

Union-level Fundamentals.

Unless some acceptable formula is adopted which will allow for

flexible disposition of land, land use patterns may be locked into

the distribution which occurs initially as land is granted to those

who want individual farming operations. Restrictions on the

According to the Deputy Minister of Justice for the Ukraine,

tne issue will be difficult to resolve quickly and 
it is possible

that an interim (i.e. more conservative) solution will be adopted

in at least the short run. The Deputy Minister himself, however,

was strongly in favor of allowing the free sale and purchase of

agricultural land up to a stated limit. He had proposed to the

Supreme Soviet of the Ukraine that a 100 hectare 
limit be placed

upon the size of individual farms, with a maximum of 50 hectares

of that to be good plow land and the rest to be suitable fhr

buildings, grazing, forestry or other purposes. Although he had

stated that an "interim" solution might be what passed, he also

felt that it was possible that this variant 
might pass.
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purchase and sale of land are likely 
to hamper the development of

efficient land use; for example by preventing concentration of less

rich land into larger, potentially profitable farms.,6  While

concentration of land ownership in individual hands need not remain

unrestricted, means need to be provided for reasonably direct

transfer of land between users and facilitation of farm'ing and

other operations of different sizes depending upon local

conditions.

As to use, the existing Fundamentals appear to 
envision very

substantial state supervision and control 
over all kinds of land

use, regardless of the ownership status of the land. Article 9

allows the termination of rights in land on a wide variety of

bases, including irrational or improper use of the land (defined

in some cases as failure to use the land 
for its purpose or failure

achieve appropriate harvest yields). Later portions of the

Fundamentals which discuss the types 
of use to which land may be

put also include substantial specification regarding 
the purposes

for which land may be granted to nd used by different types of

individuals and groups. The imposition of restrictive use and

yield requirements on agricultural land would 
significantly hamper

the ability of individual farmers to innovate and to make efficient

choices based on land condition and on market conditions and

signals.

While the Guidelines call for land reform, including the

elimination of the monopoly on land ownership 
and the institution

of land mortgages, it must be noted that they do not explicitly

call for individual private ownership of land. It would be

possible to interpret the Guidelines 
as advocating the elimination

of the Union level monopoly on land ownership, or of referring to

the move to ownership by the "peoples" on the territory as the

elimination of the land monopoly. Similarly, the draft law on

pledge would permit the establishment of a pledge of land use

rights, and "land mortgages" could be established on this basis.

Such an interpretation of the terms of the Guidelines, would

indicate an interpretation of the recommended land reform as a

substantial redistribution of use rights, for which the basis has

already been created in legislation. Such a "land reform" would

fail to solve any of the problems identified with respect to

existing law.

It is also possible to interpret the Guidelines as calling for

the institution of individual and other private ownership rights

' The Fundamentals on Land contain provisions which suggest

that the problem of less productive farm land might be dealt wit

by means of provision of subsidies to those who hold the land.

This approach would discourage or prevent both the formation of

profitable farms on such land and the transfer of the land to

other, more efficient uses.

90



to land. This would be consistent with the apparent principle

purpose of such an innovation, which would appear to be the

creation of vehicle for investment and for the securing of

borrowing. The creation of individual and private ownership rights

in land would require fundamental changes in the 
existing law, and

perhaps another alteration in the relevant constitutional 
language

as well. If the reform were to encompass the elimination 
of some

of the burdensome use restrictions now existing, as would be

consistent with provisions of the Guidelines 
concerning increases

in the independence of farmers and agricultural 
producers and in

the efficiency of agricultural activities, 
it might be appropriate

to replace the Fundamentals with a new law reflecting more

restrained powers of zoning and use monitoring.

IV.D. Regulation of the Housing Market

The transfer of housing stocks and the creation 
of a private

housing market is emphasized by the Guidelines as a means of

soaking up excess currency in the hands of Soviet citizens and

creating a vehicle for investment and 
for the securing of loans.

Several changes in existing legislation will 
need to made for this

goal to be met.

Prior to the passage of the new Fundamental Principles of

Legislation on Ownership," Soviet citizens were limited to the

possession of one dwelling house or apartment and one dacha or

country house. If a citizen acquired an additional house through

inheritance or other means, he or she was required to dispose oc

one of the homes. Provisions of the civil codes of the republics

dealing with ownership still contain these restrictions. Accord~nr'

to the new Fundamentals, property that may be the object

ownership by individuals includes a dwelling house or apartmenl>

and also a country house. The Fundamentals provide the citi-u.

with the right of purchase of an apartment in the state hous?;

fund which he or she is occupying. The Fundamentals

specifically state a limit on the number of houses or dwelliL.

that may be owned by an individual, although the language of

article is singular rather than plural. Thus, the status

restrictions on individuals rights to own dwellings is not entireL

clear and should be clarified. The provision of rights to own rc

than one house might well spur the creation of new 
housing space

by individuals hoping to take high rents under conditions -

extreme housing shortage. However, given the fact that extrem

large numbers of Soviet citizens have been on the waiting list

housing for many years and may now lose 
their rights to a fre

granted apartment (when available) , a liberalization which all:.-

some individuals to own more than one dwelling might simpL

socially unacceptable at this time.

6 These are discussed more fully in Section II.A.1, above.
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Many individuals will not want to own 
even a single dwelling

if the incentives for ownership are not provided. At present, most

people pay very little for their apartments in rent, and they 
are

not responsible for the repair and maintenance 
of the apartment or

building. Purchase of an apartment, particularly 
where there may

be no guarantee that neighbors will also purchase and will

contribute to improving conditions, will 
not be attractive unless

rents are increased to reflect the real costs of building and

maintaining housing stocks and the benefits of ownership - the

ability to obtain credit on the basis of ownership and to freely

rent or sell the owned property - are made available to purchasers

along with the burdens.

IV.E. Taxation Issues

Although the general taxation scheme was not a principle focus

of legal inquiry on the mission, some relevant comments 
concerning

the implementation and effects of the new 
tax laws can be made on

the basis of discussions held with practicing 
lawyers.' The tax

laws applying to both individuals and to juridical persons of

various types are quite new, both having been passed 
in the spring

of 1990. Following the passage of the new tax laws, an additional

piece of legislation was passed establishing a state tax

inspectorate which will enforce taxation 
law provisions and also

collect other mandatory payments to the state budget. This law was

signed on the last day of May 1990, and the tax system is still

very much in the process of reformation according to the new

structure.

Despite the somewhat disorganized 
state of the system, there

is evidence that the provisions of the tax system are, in fact,

influencing the choices made by persons wanting to form business

entities. For example, new businesses are attempting to fit their

organizations into particular forms in order to take advantage of

tax holidays provided (e.g. tax benefits to small enterprises)

In one sense this is an encouraging development, in that it

provides evidence that fiscal incentives do have effect and such

evidence may strengthen the government's stated resolve to use such

measures rather than more direct orders 
concerning behavior. In

reality however, it is far too early for any meaningful refinement

of tax incentives and it would be preferable, 
particularly during

the transition period, for the policy stated in the Guidelines to

be implemented through equal taxation conditions 
for all business

forms. This will allow new entrants to choose 
forms on the basis

of their correspondence to the business requirements of the

activity rather than on the basis of temporary tax benefits

accruing to one form over another, and will avoid any;

anticompetitive effects that might be produced by differential

7 The general effect of taxation on business development and

enterprise behavior will be addressed 
by other mission reports.
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taxation.

For similar reasons, the fairly substantial discretion,

currently in the hands of local officials with respect 
to waiving

portions of taxes, should be controlled or eliminated. 
While such

discretion may allow for local authorities 
to encourage beneficial

activities and to assist businesses in trouble, it also may allow

local bodies to suppress competition in particular industries to

disadvantage the competitors of local political 
representatives,

or to generally create obstacles for particular types of legitimate

business." If tax reductions are to be permitted, it would be

preferable for the conditions for such reductions 
to be defined in

the law. At a minimum, tax laws and regulations should set clearer

guidelines defining the circumstances under which 
a business may

be granted a tax reduction and the factors which must guide any

exercise of discretion by officials in setting tax 
rates.

IV.F. Environmental Regulation

Soviet environmental law is still very much in its infancy.

The first legal enactments in this area were made in the late 1980s

and those tended to be quite general in tone and 
to have little in

the way of meaningful sanctions. Until 1988, when the State

Committee for Nature Preservation (Goskompriroda) was created,

there was no state agency generally responsible for oversight of

natural resource use and elaboration of environmental law and

policy. Thus, although pressure for environmental regulation 
and

clean-up has produced quite a lot of attention to this topic 
among

legal scholars in recent years, the legal regulation of use of

natural resources is still in its earliest stages.

Beginning in the late 1960s, a series of Fundamental

Principles of Legislation of the USSR was drafted concerning 
the

use of various types of natural resources. In 1968, the

Fundamental Principles of Land Legislation were passed, in 1970 the

Fundamental Principles of Water Legislation, in 1975 Fundamentals

on Minerals, and in 1977 Fundamentals on Forestry. The union

republics duly took these principles 
as the general parts of their

codes on the subject and elaborated corresponding 
codes of law at

the union republic level. Even the codes, however, proved to be

rather general in tone concerning sanctions for failure to properly

use natural resources, providing more detail on the types of use

that could legitimately be made of particular resources and the

procedures for obtaining use permissions. Although misuse or

pollution of the relevant resource is prohibited in each of the

codes, the sanctions available are often unclear, or where clear,

ineffective. Fines for violations by individuals, administrative

discipline for enterprise managers, confiscation of illegally taken

resources and of implements used therefore, and other similar

sanctions are provided. The sanctions tend to be rather mild by

Reports concerning discriminatory 
behavior with respect to

cooperatives in some districts included reports of 
the imposition

of disadvantageous tax rates.

93



international standards and seem to be designed primarily to

prevent theft or misuse of resources. Similar problems are

encountered with the USSR Laws on Protection and 
Use of the Animal

World and on Protection of the Atmosphere (both 
passed in 1980 as

Union level laws rather than as Fundamental Principles).

Effective control of pollution by enterprises has been a

difficult issue under conditions of central planning and state

ownership. The imposition of fines on state enterprises 
by state

enforcement agencies did not prove to be an effective method of

controlling enterprise behavior, and the sanction of enterprise

closure, which is available under most of the natural resource

laws, has not been an attractive one in conditions of shortage.

Attempts were made for a number of years to enforce 
environmental

standards and control pollution through the planning system, by

requiring Gosplan and the ministries to take account of

conservation needs and pollution problems, but this approach has

not met with great success. Now, as the restructuring of the

economy goes forward, new means are being sought to enforce

environmental norms both against state enterprises 
and against new

forms of economic actor.

Under current legislation, the new State Committee for Nature

Preservation has broad powers to prohibit new construction or

renovation, to suspend enterprise operation, and 
to bring suits to

force enterprises to clean up pollution and/or 
pay damages to the

state. Under the 1988 legislation, Goskompriroda must, in most

cases, approve the building of new plants and facilities.

According to Soviet scholars in the area, these powers have been

used in the ensuing two years to prevent the construction of a

number of plants and/or to require significant changes 
in design

in order to meet environmental standards. The same sources

reported that at least one of those plants 
whose construction was

substantially held up by Goskompriroda was to 
belong to a Soviet-

Western joint venture, but there was no indic-ation that

environmental restrictions were being differentially enforced with

respect to newer forms of economic 
actor.

In addition to delays in prevention of new constructions, 
the

mission members received numerous reports of forced plant 
closings

connected with environmental concerns. The reported number of such

closings varied, with one official of the Russian Republic

reporting that nearly 400 plants had been closed in the RSFSR

* It would be reasonable to expect that the burden of

enforcement might at least appear fall rather disproportionately

on newer forms of economic actor, because those who are not on the

state budget will be more likely to respond to financial sanctions,

because they form a larger proportion of new constructions or newer

process installations, and because they may be perceived to have

greater resources and external connections to use in securing clean

technology and/or cleaning up polluted sites. Unfortunately, no

statistics were, to the knowledge of our contact, available on

these matters.
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alone. These closings appear to be occurring on the local

administrative level and, in some cases, in response to public

demonstrations without any official involvement, rather than at the

behest of Goskompriroda.

According to our sources, a piece of draft legislation on the

protection of the environment has been pending 
now for more than

a year. This legislation would allegedly tighten the environmental

regulations and increase the strength 
of some sanctions, and would

also unify some of the natural resources legislation 
that is now

contained in separate laws dealing with particular 
resources. It

is not clear what is preventing the legislation from moving

forward, although it was suggested that more 
pressing matters had

taken precedence and that there is now substantial some need to

re-fashion the old draft law to correspond to economic reforms that

were far broader than expected at the time of drafting.

According to Soviet sources, the most serious problem 
facing

the Soviet Union in effectively enforcing environmental regulations

and in dealing with problems that have already 
been created is not

the lack of legislation but the lack of available resources and

technology for evaluation and clean up, lack of disinterested

participants in the evaluation and clean up processes, and the lack

of affordable clean technology both for refit 
and for new plants.

In theory, enterprises and organizations are already required by

law to prevent environmental damage and are 
liable under the law

for the remedy of any pollution damage they cause. 
Unfortunately,

scientists and specialists who are retained 
to perform evaluations

for Goskompriroda and for particular enterprises are not

independent and often have institutional interests to protect in

issuing their findings. Where findings of damage and enterprise

liability are made, enterprises cannot be forced to clean up damage

when the enterprise itself does not have the 
ability to do so and

there are no services available that will evaluate the sight and

perform remedial work. While these circumstances continue, the

details of liability imposed by legislation are essentially

irrelevant, and both the enterprises and enforcement authorities

will continue to be faced with stark choices between continuing

production and environmental safety. Plainly, it is desirable that

legal incentives created at this time 
not be counterproductive or

allow evasion, but refinement of legal incentive structures

designed to affect business behavior 
cannot proceed until both the

general economic and regulatory structure and the conditions on

which environmental services are available 
are better defined.

One legislative change that might be of some assistance in

the short term would be the legally mandated devotion of some

substantial portion of fines and penalties 
to the creation of the

needed infrastructure. It has also been suggested that provision

of favorable legal conditions for the creation of private companies

in these areas, as well as favorable conditions for foreign 
firms

to take part in such work, might be considered as ways 
to begin to

remedy the problems faced. While there may be room for some

additional assistance, there are already means for the union and

republic governments to exempt firms which provide -important
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services from taxes and fees and to expedite 
their establishment.

A number of efforts are under way to establish such firms --

primarily, as joint enterprises with the participation of a Western

firm experienced in environmental work 
-- and some subset.of these

have already been granted special advantages. 
The key issue for

some time to come will be the continuing devotion of sufficient

funds and attention to the problem.

IV.G. Social Safety Net

In addition to discussion of the plans for economic

stabilization and reform, the Gorbachev Guidelines address the

issue of maintenance of living standards during the reform and

stabilization processes and the provision of a social safety net

for those unable to work, children, students, and others. Among

the provisions suggested in the Guidelines 
are the establishment

of a minimum standard wage and minimum standard for student

stipends and pensions, based on the cost of a basic basket of

consumer goods. While it is clear that incomes maintenance

programs should periodically be adjusted with respect to the actual

cost of basic goods, automatic indexing of any of the programs

should be avoided, particularly during the transition period. 
A

further suggestion for combating the effects 
of inflation is some

kind of indexing of savings deposits. Provisions of this type

would simply fuel the inflationary process and prevent necessary

adjustments during the transition period 
and should be avoided.

IV.H. Institutional Capacity to Implement Legislation

With regard to all areas of legal reform discussed in this

the previous sections, there are serious questions concerning

ability of existing institutions -- economic, social, and lega -

- to implement reform measures. Serious deficiencies in stafft

training, and technological capacity will hinder implementation

many of the reforms discussed, and may 
in some cases cause refcr

measures to be almost completely ineffective. While it is n

possible nor is it desirable for the reform process to be delayed

for the years that would be required for these problems to e

addressed, reform measures and implementation provisions must

drafted with the actual capacities of the 
existing bodies in mind.

Implementation procedures requiring sophisticated information

technologies, for example, will simply not function in most areas

of the Soviet Union at the present time. Problems may also

caused by attempts to implement legal provisions 
in the absence

their institutional corollaries. One of the best examples of tn,

is the complete absence of land and property registration 
syst--

and the enormous problems that this is likely to gene:-

concerning proof of ownership and registration of claims

encumbrances on property. Large amounts of technical assistv

will be required for these deficiencies to even begin to

overcome and such technical assistance is vital to the succes

the reform effort.
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November 16, 1990

Recommendations Regarding the Legal
Framework for Soviet Economic Reform

The following recommendations concerning 
the legal framework

for Soviet economic reform are set down in order of priority,

taking into account the stated objectives and priorities of the

Gorbachev Guidelines. The recommendations are, in general, made

with practical implementation (primarily legislative drafting and

amendment and enforcement of legislation) in mind and may not

address the major systemic issues which are well beyond 
the scope

of external assistance. These issues will affect the

implementation of any of the recommendations 
here made, however,

and they should be kept in mind while reviewing 
this document.

1. Systemic Issues ConcernMin Reuiatory Authority

A. By far the most significant problem facing the Soviet

economic reform is the lack of a clear 
and acknowledged structure

of state authority that is capable of working out and enforcing

economic law and policy with consistency. 
Some resolution of this

problem, even if temporary or subject to controlled evolution, must

be reached before any economic reform program 
can succeed. While

not venturing any recommendation on the resolution of this

fundamental political question, there should be no doubt that

failure to resolve these issues will completely undermine any other

attempts at reform.

One possible means by which international organizations might

be of use in this matter would be the provision of technical

assistance, if requested, in modeling alternative institutional and

legal structures for economic regulation. Such assistance could

help to eliminate rigid assumptions about 
links between economic

coordination and political sovereignty and avoid an unnecessary

destruction of the all-union market.

B. Another factor contributing to uncertainty in authority

structure is the failure of traditional Soviet legal theory to

clearly delineate authority of state 
bodies. As with the issue of

state authority discussed above, this is essentially a political

issue which must be resolved internally 
without the involvement of

international bodies. If systemic changes are to be made :

provide for additional separation of powers, these will recuLr-

substantial new legislation, and may also require constitutc'.-

change. If systemic change is not pursued, or in the interL>

careful and precise limitation of the discretion of lower st_;c-

bodies in implementing new legislation is desirable and may he

to limit their ability to derail economic 
reform measures.



2. Lgcal Capacities

Under the newly issued Gorbachev Guidelines, a substantial

shift of regulatory power to local bodies 
is contemplated. Local

authorities appear to be subject to extreme pressure from local

interest groups and most do not have the technical capacity to

implement many of their new responsibilities. 
Devolution of power

onto local bodies should proceed with caution and technical

assistance should be provided to local bodies concerning

implementation of such measures as land 
and property registration

systems, provision of local services, and registration of

companies. The success of the reform depends upon the

effectiveness of local implementation of 
laws and reform measures

and without technical assistance the incapacities 
of local bodies

may seriously hamper reform 
efforts.

3. coordination of Legislation

A massive legislation program has been 
underway at the Union

level for several years and new laws appear on an almost weekly

basis. It is apparent that many of the laws have been 
drafted by

different groups and there are inconsistencies, overlaps, and

conflicts among them. A legislative review body should be

established and empowered to review legislation and to make changes

for consistency to be submitted through the appropriate legislative

channels on an expedited basis.

4. Property Rights

The newly released Gorbachev plan both explicitly 
(in calling

for privatization, land mortgages, and. other vehicles for property

ownership and use) and implicitly (in discussing the expansion of

business activity and freedom of business 
participants) calls for

expansion of property ownership and property 
rights.

In particular, property rights need to be expanded 
and more

clearly defined, and the rights of individuals with respect to

property use need to be clarified. Both of these objectives could

be achieved through changes in the union-level fundamental

principles such changes would eventually need to 
be incorporated

into new civil codes at the republican 
level.

In the interim before new codes are issued, it may be pcssible

to improve the definition of key property rights and to efne

procedures by means of particular laws which would regulate -.!,e

area in more detail, such as the draft Law on Pledge. There may be

difficulty in implementation, however, if such laws are nc:

consistent with existing foundation 
legislation.
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5. Contract

The basic principles contained in the Soviet 
civil codes are

not generally inconsistent with market 
activity, but have not been

developed in practice because business contracting has taken place

under the planning process. In the medium to long term, it will

be necessary for the civil codes to be amended and to develop

provisions appropriate for modern business practices. In the

interim, specific types of contract may be authorized and developed

via the passage of particular laws, such as the law on pledge.

Such laws could elaborate the standards, the requirements for

written form or registration, and other matter necessary to allow

business to be conducted on the basis of that 
contract type before

code reformulation.

In addition to the issuance of specific laws 
defining newer

types of contract, model contracts for particular types of

transaction would be useful and might combat contract 
illiteracy.

Such forms would need to be developed by an independent 
group or

body without a one-sided interest in the terms of standard contract

forms. .

6. Civil Dispute Resolution

In order for both courts and state arbitrazh bodies to

function effectively in new circumstances, the relative

jurisdictions of the court and arbitrazh systems must be made clear

and third party reopening of judgments must 
be limited.

In addition, there is a very great need for technical

assistance in the form of judicial and arbiter training in complex

commercial matters and in the form of assistance 
with information

control and docket control in the civil courts.

There will also be a need to develop alternative forms of

dispute resolution that will be open 
to businesses and individuals

to resolve commercial disputes, such as arbitration (on the Western

model), mediation, and others. These could be developed either

under the arbitrazh or court systems or independently, provided the

means for enforcement of resolutions is clear.

7. Creation of Institutions

With respect to all measures here suggested, creation cf

appropriate institutions to support legislation and assisti

implementation will need to be made a priority. 
Such institutdZ2s

as property and land registration systems, companies registers, and

others will be required in order for 
legislation to function.
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8. grminal and Administrative Sanctions

A variety of behavior that is efficient and desirable under

market conditions is still subject to 
criminal and administrative

sanctions under existing law. Such sanctions criminalize or make

administratively punishable normal commercial middleman 
activity,

unauthorized actions with foreign currencies, unauthorized 
pricing

behavior, and other activities that either ought not to be

regulated at all or should be regulated by market incentives.

Although clear intention to remove many of 
these provisions in the

next code revision has been expressed, immediate action to repeal

the most offensive articles -- especially those dealing with

middleman activities and speculation -- is necessary to remove the

chilling effect that such provisions have on commercial 
activity.

9. Procuracv Supervision of Business Activity

In fulfilling its functions as the general overseer of

legality, the Procuracy has broad powers to review documents and

materials concerning the operation of any 
enterprise or business

to determine whether violations of the law 
are occurring. There

is no requirement that the Procurator bring charges 
or have cause

before reviewing an enterprise's records to look for violations.

Clearly, procuracy supervision powers over private businesses must

be limited to avoid inappropriate interference 
in normal business

operations and "fishing" for administrative, civil or criminal

violations. Procurators should be able to request access to

private business documents only under some kind of due cause

standard or with respect to an investigation.

10. Regulation of Business Forms

The newly issued Gorbachev plan strongly 
states an intention

to create freedom for all participants in the economy to "freely

choose where and under what forms of ownership and management" to

organize their activities. In order for this goal to be met, a

substantial amount of legislative and legal work remains to be

done.

a. Enterprises

It is apparent that the current law governing 
enterprises was

drafted with state enterprises in mind, but that attempts to 3ke

the provisions generally applicable have resulted in a strange an

probably ineffective law that is confusing in its application. it

pould be more appropriate to draft a law applying directly and or,

to state enterprises which could deal in detail with their

peculiarities and protect state enterprises from undue interference

by their owners, while allowing the 
laws concerning other forns o
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business organization to govern the activities of private business.

b. Cooperatives

However, high prices and the public association of

cooperatives with criminal activities has led to an increase in

restrictions on cooperatives. Cooperatives have also encountered

substantial interference from both local and higher 
authorities in

the form of refusals to register, refusals to provide premises,

high taxation rates, and other forms of 
interference. The law has

been amended to provide recourse against such activities, but

cooperatives continue to encounter great resistance. The problems

experienced by cooperatives illustrate the need for strict

prevention of illegitimate interference and harassment by state

bodies and the need for the state to be willing to stand up to some

public discomfort with the reform process without responding by

placing broad restrictions on new business 
forms. Restrictions on

cooperatives which are not placed on other businesses should

generally be lifted. It is also important for the pattern 
not to

be repeated with respect to other business forms.

c. Joint Stock Companies

Experience with joint stock companies to date is quite

limited, but there is some- indication that ministries and other

state owners of enterprises may attempt to use transfer to joln:

stock form to avoid restrictions placed on the enterprise by ta

Enterprise Law (for example with respect to the labor collect> 
e

and to legitimize ministerial profit-taking in the form

dividends. The ability of state owners to use the laws in this

illustrates both the need for a specifically applicable

covering state owned entities of all types and the need for :-

legal requirements placed on each business form to be as uni.:o_

as possible.

d. Small Enterprises

Under the terms of the decree, small businesses are g

unrestricted in the types of business they may engage in and thle i

internal structures are not heavily regulated. The relations,-.

of the founder to the business is freely defined by the charter

small businesses may qualify for various types of aid.

relationship of this decree to state bodies and state-_..

enterprises needs to better defined in the legislation in or

avoid use of the small enterprise law by state bodies to

restrictions of other business forms. This problem could a

addressed by the application of the type of state enterprise

discussed above.
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e. Individual Business ActivitY

In 1986 the Law on Individual Labor Activity was passed,

expanding the spheres in which individuals could pursue. private

economic activity, but still containing 
severe limitations on teh

types of activities to be pursued and a complete ban 
on the hiring

of labor. The 1986 law has continued to stand, with minor changes,

to this time. However, the new decree allowing creation 
of small

enterprises would appear to have effectively nullified many of the

restrictions, although individuals would still appear to be limited

to enterprises of the size determined in the small business

legislation. By the language of the decree, individuals may

register small businesses, which may themselves hire labor and

engage in any kind of legal business activity. Amendment or repeal

need to be made to clarify the rights of individuals to engage 
in

business activities and the requirements of form that actually

apply.

f. Reauirements for Efficient Business Activity

Price control elimination will need to take place through the

removal of products from price control lists, 
the redefinition of

the powers of price setting agencies, 
and through the movement of

business activities into forms not subject to price control. In

addition, the elimination of the need for price control is

dependent upon the passage of a more appropriate state enterprise

law - as price setting provisions could be dealt with 
in that law,

reducing or eliminating the need for a general price control

agency.

The ability to compete against businesses that 
fact the same

conditions is best safeguarded by an effective antimonopoly law,

accompanied by privatization and by the legal 
prevention of state

subsidization of state enterprises. In this area also, the proper

drafting and enforcement of a strict law on state enterprises could

be of great assistance.

11. Legal Supports for Privatization

In order for any program of privatization to function, the

rights to transfer state property must be clearly conferred 
upon

one or more appropriate bodies and a registration 
system created

to record property ownership and the terms 
of any encumbrance.

state property fund was recently created at the union level, 
'.ft

the power to value and dispose of state property as well as ne

duty to protect such property, but the current 
legislation simply

creates the entity without specifying and of the limits of _.tc3

authority or the details of required procedures. It is likely tnra

such agencies, with detailed subordinate legislation and reguldr_ -tf

and a determination of which property shall be administered y
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which agency, will need to be created at all levels of state

division in which ownership rights 
are vested before an efficient

and effective privatization of property can be conducted.

Technical assistance in the creation and equipping of such agencies

and especially in the creation of suitable registration systems

would be very helpful.

No indication has yet been given 
in any plan that attention

has been paid to privatization 
of services and the property needed

to provide them, provision of competitive bid systems for state

supply, and other measure that would help to allow private

contractors and enterprises to make inroads into traditionally

state controlled areas. Legislation providing for such activities

could be very useful in producing more rapid privatization of

service sectors.

12. Antimonopoly Law and Policy

Although only in the draft stages, some 
disturbing tendencies

are present in antimonopoly laws that should be addressed before

their passage. In particular, it must be made clear that the use

of such controls to control price levels per se is not permissible.

Antimofopoly laws and implementation must be closely

coordinated with laws on privatization 
processes so that the laws

work together to create competition 
during the transition process

without creating barriers to entry for new firms 
or preventing the

formation of efficient enterprises.

13. Banking and Financial

A number of simple changes in banking regulations must be

required to be publicly available so that customers may inform

themselves about the conditions placed 
on their use of credit and

their deposited funds. Legislation and regulations defining and

legitimating the use of bank payment documents (e.g. checks) should

be passed to encourage development of these forms of payment.

There is also need for legislation 
protecting financial information

from disclosure to increase confidence in the privacy of the

banking system and reduce use of that system to enforce other laws.

The Gorbachev plan suggests restriction of payments to rubles

only in the internal market. Experience suggests that this

restriction is not maintainable in practice and leads to

inefficient behavior and skewed exchange rates. It may be rore

appropriate to consider a "legal tender" law which would require

that all establishments accept rubles in payment for goods and

services.
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14. Foreign Investment

The Gorbachev plan includes a substantial intent to encourage

foreign investment and a newly issued presidential 
decree permits

foreign investors to participate in most kinds of business ventures

on the same terms as Soviet citizens. The main hinderance to

foreign investment in the immediate period, however, is likely to

be instability rather than inequality between investors. 
Foreign

investment will be limited until a stable and 
definite system of

property and contract rights is in place defining both the rights

of foreign investors, and the rights and liabilities of Soviet

entities in whom they want to invest.

In addition to the achievement of stability and definition of

rights, the most important step with respect 
to foreign investment

will be the resolution of the currency conversion 
issue.

15. Agriculture

The most important legal problem facing agriculture is the

reform of rules concerning land use. Land use and the creation of

land mortgages are specifically discussed in the Gorbachev 
plan.

In order for land to be used efficiently, 
steps must be taken to

ensure relatively free transfer of land rights 
and to limit state

interference with use.

16. Housng

The transfer of housing stocks into private ownership appears

as a part of several of the plans for economic reform. This

transfer will be unattractive to many potential purchasers who will

not want to bear the burdens of maintenance of their 
housing. In

order for transfer to be even marginally attractive, the laws

providing for transfer must transfer the benefits of ownership

along with the burdens by allowing 
relatively free sale and rental

of owned housing and the issuance of credit against housing as

collateral. In addition, it would be helpful for the status of

provisions restricting house or dwelling ownership to one per

individual to be clarified.

17. Taxation

The taxation system should be altered to prevent the undue

exercise of discretion by local officials 
in setting effective tax

rates and exempting certain entities from tax, as this provides

incentives for corruption and the means to hinder competition.

Tax incentives should be clearly defined in the law, avoiding their

use for such purposes and ensuring equal conditions for all

businesses.
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18. Environmental Regulation

The most serious issue with respect to enforcement of
environmental regulation is the lack of facilities for
environmental evaluation and cleanup. In the absence of such
facilities, legal requirements based on assessments and payment of
costs of damages are not realistically enforceable. Legislation
might ease this situation by providing means for fines and damages
paid in environmental matters to be used to create appropriate
facilities or by providing incentives for their creation.

A second issue of importance with respect to environmental
legislation is the prevention of use of state budget funds or
subsidies by state enterprises to pay fines and damages. This!
possibility eliminates any incentive effect of such penalties.
Effective drafting of the law on state enterprises could be of
assistance here, as could a flat prohibition on such uses of state
funds.

19. Social Safety Net

It is clear that attention has been drawn in all reform plans,
including the most recent Gorbachev plan, to the need to protect
the most vulnerable members of society from the worst effects of
the reform process. Where possible, this should be done by means
of direct provision of subsidies rather than through indexinig
systems or other semi-automatic means. The Gorbachev plan speaks
of a "guaranteed minimum level" of social benefits and income to
be provided to those in need. This level should be set
periodically by legislators or a special board or boards in order
to avoid the instability caused by indexing.

9
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December 10, 1990

In a revolutionary departure from earlier thinking the Soviet Government has
conunitted itself to move to a market economy. The pmsidential guidelines set out broad
intentions that go in the right direction, but the specific measures that have thus far been
adopted do not constitute the coherent and comprehensiv program which, in our view, is
necessary if the transition is to be sustained. Experience, suggests that partial measures
have but a poor chance of success. This includes the USSR itself, where major domestic
and external Imbalanoes have arisen and the mechanism of control has fallen into disarray.
But there are constraints that dictate how fast the government can move, The political
uncertainles and a lack of preparedness of society to accept a dise in hardship in the short
term hamper the introduction of major reforms. And unless adequate reform has begun,
Western financial assistance is likely to be dEsipated and not used effectively for ibe
transronnation of the economy.

The elaboration and Implementation of reforms will inevitably be a protracted
prcess whose success will depend above all on the efforts and determination of the
Soviet people thenselves to transform their econmic system. But the international
commnlunity could nevertheless play an effective supporting role in the period during
which preparations for reform are being made. Assistance is needed in the design of
policies, the establishnc4c of new institutions and the drawing up of a legal framework.
Work has begun in these areas but it will need to be extended to cover laws affecting
coniracts, enterprise behavior, constraints on monopolistic practices and bankruptcy

C Assistance could also be helpful in developjing stadetical and accounting systems that will
faclihato the management of a naket economy. The creation of new private accounting
firms should at the same time be encouraged. In the area of financial policies, technical



assisance is needed in the fields of fiscaland monetary policies, forign exchange and
banking.

Beyond these specific areas, a MAjor contribution could be made to the easing of
inevitable transitional difficulties by providing expertise in such sectors as labor market,
management and marketing. A large and widespread effort is justified but it would need to
be closely coordinated primarily by the USSR itself. The effort might be more effective if
it were to be provided by the private sectors of Western countries with the role of the
public )ctm being limited to the filling of important gaps.

Immediate assistance will be equally important to limit the risk that critical food
shortages may develop shortly in some parts of the Soviet Union, and especialy in large
cities, Food aid, if targeted and successfully delivered to the regions most affected, could
alleviate distress and perhaps make it easier for society to accept change,

The development of foreign private investment on any seal; requires that a
comprehensive reform program be put in place and the responsibities of the Union and
the republics more clearly delineated. The effectiveness of project assistance is Submitted
to the same prerequirctnents. Exceptions may be the energy and environient sectors,
where immediate new investirnt might equally help the USSR and the rest of the world
(in particular the modernisation of existing nuclear plants, the improvement of oil
extraction technologies and capacities, the updating of gaz pipeline and distribution
systerns so as to favor energy savings).

0balance we believe that the USSR will face no major balance of payments
need in 1991 in light of the amount of assistance that has already been committed. But it is
a tightrope given the low level of reserves and the significant commercial arrears that must
be eliminat!l]hree assumptions are of vital importance: the oil price (US$ 26 per 2
barrel); the import volume in 1991 (substantially below its 1990 level); and more
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A comprehensive reform program could benefit from financial assistance,

including project assistance and balance of payments support. Project assistance could
make contributions in many sectors, but immediate attention should be directed toward

infrastructures (distribution, transport, telecommunications, agriculture, energy.
environment) where investments (both public and private) are of strategic importance for
the trasition to a decentralized market economy in which autonomous units need to
establish direct horizontal relationships. Furthermore, these infrastructure investments
will certinly be essential to encouraging foreign direct Investmnents and privatization.
Retailing and distribution should be an early focus of forei ject assistance: these
areas are on the critical path of the transition process to a market economy and, besides,
they can be restructured and privatized somewhat faster than othemrs 8uiv which involve
heavy invcstments. Telecommunications is also a priority sector for project financing.
Investment in this field should favor Soviet integration Into the European system, as much
as they would support decentralization and marketization of the Soviet economy itself.
Equally important is project assistance to the transport system, notably directed toward the
improvement of road transport support services, the modernization of intermodal
connections, and storage facilities. In agriculture, the ned is for new investments iM small
scale production technology (especially in food processing so as to reduce wastage). Such
investments, in particular those privately initiated, should strongly be encouraged by
Western project assistance. The opening of the eoncomy would benefit from a
reconsideration of existing trade barriers imposed by Western countries, including the
present COCOM retrictions.

The requirements for balance of payments assistance would have to bevaluated
in the light of the prospects at the time when far-reaching reform is undertaken.
Assistance might include consumer goods and food to cushion stocks at the outset of
price liberalization. At a laiter date assistance could provide important support for a move
towards the full convertibility of the ruble. But we would stress that balance of payments
assistance should accompany the introduction of a major and comprehensive reform



program. With such a program it could be a catalyst for the transformation of the Soviet
economy; without it resources would be largly wasted.
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International Monetary Fund
International Bank for Reconstruction and Development
Organization for Economic Cooperation a&nd Development

European Bank for Reconstruction and Development

USSR-Meeting with EC delegation. 10:00 a.m., December 8th, 1990, IMF Paris

1. Moscow mission

Mr. Whittome began with a short briefing on the results of the Moscow

trip. The Soviets appeared to be pleased with the conclusions of the report.

Aside from detailed comments, they had emphasized two main points: first,

the Union/Republics question, and second, the ongoing debate as to the

merits of a faster or slower speed of adjustment. In response to a question

from Mr. Lamy, he thought that the policy debate was still going on, while

the outward signs were that the conservatives were winning, the reformers

had by no means given up hope: a change in the government could shortly be

expected. Mr Zecchini added that the results of the study would be used in

this debate: further, it had been requested that the study be published in

Russian.

The Soviets had requested on several occasions that the recommendations

be expressed in the clearest possible fashion. They had requested more

detail in a number of areas, including foreign direct investment; banking;

taxation; the restructuring of revenue and expenditure; central bank

legislation; incomes policy; military conversion; and the privatization of

land. Mrs. Ter-Minassian provided an overview of the revised balance of

payments and budget projections provided by the Soviets. Beginning with the

former, the Soviets projected an overall deficit for 1991 of US$15 billion--

it was noted that a similar figure had been provided to the EC in November.

The key assumptions underlying the projection were:

1) An oil price of US$23 per barrel;

2) A decline in crude oil production from 97 million tons in 1990 to

some 61 million tons in 1991;

3) a substantial upwards revision (at least compared to figures

provided to the Task Force by Vnesheconombank earlier) of amortisation

payments in 1991.

On the face of it these projections appeared quite pessimistic. In

particular the drop in the volume of crude oil exports appeared

unrealistically large; on reasonable assumptions for consumption, it would

seem to imply a 18 per cent drop in production, far larger than had been

.1/ See attachment for a list of participants.
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earlier envisaged. On enquiry, it had turned out to cover only state
purchases for export that had already been agreed; total crude oil exports
would likely be closer to 73 1/2 million tons. On this assumption, and
assuming an oil price of US$23 per barrel, a preliminary revised balance of
payments projection suggested a current account deficit of about US$ 4
billion: US$10 billion with the convertible area, a US$8 billion surplus
with the CXEA; and a US$2 billion surplus on bilateral trade.

A long discussion on the relationship between these projections and
those of the EC followed. Mr. Lamy stressed that from a political point of
view it would be very important that the balance of payments projections of
the two studies were consistent. Mr. Whittome agreed; in his view, it would
be best to present any projections as a range, given the considerable
uncertainties involved. It would be very desirable that the assumptions on
key variables such as the oil price and oil production be aligned. It was
agreed that Mrs. Ter-Minassian and Mr. Braga de Macedo would meet separately
to iron out possible discrepancies and keep in close touch thereafter.

Turning to the budget, Mrs. Ter-Minassian noted that the overall budget
deficit for 1991 was projected at about rub 59 billion: this incorporated
the Union budget deficit of rub 13 billion and an estimate of rub 46 billion
for the Republics. New measures included a special levy on capital gains on
existing stocks accruing to enterprises as a result of increases in
wholesale prices which would yield rub 25 billion, and a tax of 20 percent
on the depreciation funds of enterprises. But overall the budget was
predicated on overoptimistic projections for revenues, especially profit
taxes: it would not be surprising if the actual deficit was closer to rub
100-120 billion. Substantial expenditures had been shifted outside the
budget to the stabilization funds, which would now finance public
investment, enterprise restructuring, and the regional development fund.
This was to be financed by an additional 11 per cent payroll tax (on top of
the 26 per cent already rescheduled). Mr. Whittome noted that these
extrabudgetary funds had now become giants, with implications for fiscal
control in the future. He added that the budgetary picture was further
clouded by uncertainties as to whether the Republics, who collected the bulk
of the taxes, would transmit the appropriate share to the Union.

2.Recommendations

The discussion then turned to the likely recommendations that would be
included in each study. Mr. Whittome provided a brief overview of the
current draft of Chapter 6: in the absence of significant moves on
stabilization; price reform; and an effective declared intention to make the
enterprise sector more competitive, there was no case for balance of
payments assistance. There might, however, be a case for humanitarian aid or
possibly some project assistance (although this too would be difficult
without meaningful prices). Mr. Zecchini stressed the need for legal and
institutional reforms: some move towards privatization was also essential.
Mr. Holsen noted that technical assistance was needed across the board; like
humanitarian assistance, it might be provided before reforms were
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implemented. Mr. Whittome added that there were already signs that technical
assistance was being provided haphazardly, raising the spectre of a repeat
of the Polish experience; effective coordination would be crucial.

In response, Mr. Lamy noted that EC Ministers of Finance were meeting
on December 10: Mr. Delors and Mr. Christophersen would present the broad
outlines of the EC proposals. These fell into three categories. First, there
was a strong and increasing political case for emergency assistance (the
economic case, in Mr. Lamy's view, was not very evident). The requests made
so far totalled about ECU 2 billion (ECU I billion for identified
commodities, and the same amount for assistance related to Chernobyl),
although this figure was unlikely to be reached. This would likely be
partly grant and partly loan financed. Aid on such a scale gave rise to
political difficulties vis-a-vis other countries that actually were
starving. Needed food imports in 1991 were estimated at ECU 3-4 billion, of
which the Soviets had already contracted for about ECU 1 billion. A further
difficult question was how to ensure that the aid reached its desired
destination. Mr. Whittome asked whether Mr. Delors saw a political need to

put just food, or a wider range of consumer goods in the shops. Mr. Lamy
said that it was currently only the former; the EC was not working on
provision of consumer goods although this idea had been floated by the USSR
and some member states (the latter seeing it as an easy way to help national
industries). A clause forbidding reexports would be included.

On technical assistance, like the Task Force, the EC saw a wide range
of needs. Training for enterprise managers, public administration (from a
later remark, this seemed to incorporate technical assistance in the fiscal
and monetary areas as well); food processing and distribution, and energy
were the priority areas at present. The assistance could be provided under

the EC-Soviet cooperation agreement and the Energy Chapter. In response to
a question from Mr. Zecchini, Mr. Lamy could not provide details of the
estimated cost of such assistance; he agreed that the figures of ECU 400

million in 1991, and ECU 600 million in 1992, which had been mentioned in a
Financial Times article had been "floated here and there". He noted that

this assistance would be primarily training; would need to be supplied to a

large number of people; and would have to be provided on the spot.

Finally, on balance of payments assistance, the EC line would "probably
be to resist pressure for immediate assistance". He (and he thought probably
M. Delors would argue this way also), agreed with "the flavor" of Mr.
Whittome's earlier remarks; balance of payments assistance should only be
provided inside a pre-agreed framework with the multilateral institutions.
It would be unwise to contribute to such an effort until the time was right,
which it was not now. Mr. Whittome asked how Mr. Lamy saw 1991: the
implication of the Soviet balance of payments projections was that without
credits they would not service their debt. Mr. Lamy said that Mr. Delors was

currently inclined to resist any kind of balance of payments financing for
1991. This was not of course, his line on Eastern Europe: but the latter had
begun reform and discussions with IFIs were on track. The ultimate answer
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was that such a situation would have to be dealt with through the usual
procedures.

Mr. Lamy also provided the figuring for Eastern Europe's projected
financing gap (it had not been checked for consistency with the figures in
the EC-Soviet report):

Total Need US$19.7 billion _/
(including US$0.6 billion for Yugoslavia)

Debt rescheduling
for Poland/Bulgaria US$6-7 billion

IMF US$5 1/2 billion

IBRD US$2 1/4 billion

Ruble balances US$2 billion

Residual gap US$3-4 billion

3. Other points

Mr. Whittome outlined the timetable for the remainder of the study,
noting that publication would likely take place around January 7. Mr. Lamy
said that the EC was also likely to publish their report, but not before
December 21. No final decision had however yet been taken. He suggested that
contacts be renewed after the European Council: we should then consider how
best to keep in touch.

Mr. Whittome asked about the reference in the EC report to the Soviet
Union having lined up potential gold swaps with several European central
Banks. Mr. Braga de Macedo said that this was based on informal discussions
by one of his colleagues with certain banks (he mentioned specifically the
UK). It had to some extent been included to draw out the Soviets.

Mr. Lamy noted that the EC had signed a trade treaty with the USSR;
precisely how it would be interpreted was unclear. Trade restrictions could
be reduced, for instance by CSP or by a reduction in QRs (which currently
applied to some 2300 products). But the latter would not have a substantial
effect on trade flows as raw materials, the bulk of Soviet exports, were not
currently subject to restrictions.

The EC was anxious to receive the background papers and these were

promised in installments in January.

.1/ Includes a current account deficit, equally split between CMEA and the
West, of US$10 billion. These figures had not been checked for consistency
with the figures now being used for the Soviet Report.



December 3, 1990

Mr. Long

Millard,

This was given to me in Moscow by a representative of the Bank for
Foreign Economic Affairs. I told them we would give some informal
reactions/comments on it. Could you please ask somebody on your staff to

draft a short note? Could this be done by say, December 15?

Finally, someone from the Moscow Narodny Bank is coming to see me.
on December 17 regarding this subject. Could you join me for that
discussion (at 2 PM)?

rj~ 4 ,,-.Bock

cc: VMr. Isenman
cc: Mr. Fred Levy
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EXECUTIVE SUMMARY

1) The USSR is in transition from a centrally planned to a market economy. A positive start has been
made in this regard, although substantial work still needs to be done.

2) There does not presently exist in the USSR a bank which has the resources and technical

capability to assess and fund, using Western banking techniques, the requirements of the
emerging market economy.

3) It is suggested that the Bank for Export Development of the USSR ("The Bank") be set up to fulfil
this role. It will function as part of the private sector, with foreign and local shareholders.
Lending in foreign currency and roubles, and via equity and loans, it will be run upon rigorous
Western lines, with Western and Soviet Management. Target lending organisations will be Joint
Ventures, Joint Stock Companies, Co-operatives, privatised state organisations etc., and those
other entities which can demonstrate that they are in transition to operating upon market economy
principles. Preference will also be given to those organisations which are capable of generating
foreign exchange. The Bank will seek to achieve a high rate of return for its investors.

4) In parallel with setting up the Bank, it is suggested that a subsidiary company be set up to provide
managerial expertise, for a fee, to borrowing companies.

5) The Bank will have a detailed legal framework, which will govern both its own operations and
also the All-Union and Local Republic environment within which it will operate.

6) Foreign shareholders will comprise multilateral organisations, commercial banks and possibly
Government institutions. -Soviet shareholders will comprise All-Union institutions such as
BFEA and Gosbank, Local Republic State Banks and private organisations and individuals

7) It is recommended that the Bank be managed by a Supervisory Board consisting of international
and Soviet banking experts, and also a Management Board. The role of the Supervisory Board
will principally be to set the strategic direction of the Bank and monitor its progress. The
Management Board will have day-to-day responsibility for running the Bank. Bank lending will
be structured around detailed assessment and monitoring criteria.

8) The next step is to continue discussions with relevant parties in the USSR and elsewhere.
Thereafter, a founding group of sponsors should initiate a detailed feasibility study which will
form the basis of launching and implementing the Bank.
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SECTION ONE

1.1 The USSR is in transition from a centrally planned to a market economy. This transition will be
painful, with old structures disappearing and new ones required to be put in their place. There
will also be the need to change management practices and the ethos of doing business generally.

1.2 A positive start has been made in transforming the USSR into a market economy. Substantial
work, however, still needs to be done. In particular, the following need to be introduced:

1) An internal market;

2) Decentralisation of economic decision making within the USSR;

3) Currency convertibility;

4) Western management techniques;

5) Completion of the process of introducing new laws on property, lease, pledge etc.

1.3 An essential element in creating a market economy is the availability of finance. The USSR
already has a comprehensive banking system, which is in the process of being restructured. There
is not as yet, however, a bank which has the resources and technical capability to assess and fund,
using Western banking techniques, the requirements of the emerging market economy.

1.4 To fill this gap, it is proposed that The Bank for Export Development of the USSR ("The Bank")
be created. The Bank will function as part of the private sector and will be in sympathy with the
transition of the USSR into a market economy. Lending will be by both equity and loan.

1.5 It is envisaged that Soviet and non-Soviet entities will participate as shareholders in the Bank.
The reasons for this are twofold. Firstly, foreign exchange will be required for onlending to
enable Western technology and equipment to be purchased. Secondly, Western managerial
expertise will be essential in setting up and running the Bank.

1.6 The target market of The Bank will be entities operating outside the State sector and those
organisations which can demonstrate that they are in transition to operating upon market
economy principles. Lending policy will focus on these organisations which are capable of
generating foreign exchange which, in any event, will be required to repay foreign borrowing.

1.7 Given the present embryonic state of the market economy in the USSR, there will, for the
foreseable future, be insufficient local managerial expertise on which to draw on. It is suggested
that, in parallel with setting up the Bank, a management company ("The Company") be created
as a subsidiary of The Bank. The Company will acquire management expertise which, for a fee,
will be put at the disposal of borrowing organisations. Assistance will be provided by
secondment of staff or by a regular programme of visits. The Company will also operate as part
of the control mechanism of the Bank.

1.8 The remainder of this paper expands on the above, and comments in more detail on specific
aspects on setting up The Bank and The Company.
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SECTION TWO

The Bank will have the following objectives:

1) To act as a catalyst in the development of a market economy in the USSR, through the provision

of finance and managerial expertise to the developing market sector;

2) To act as a conduit in the transfer of Western resources, both financial and managerial, to the

USSR economy;

3) To provide Soviet organisations and individuals with an opportunity to participate in the

transition from a centrally planned to a market economy;

4) to create an organisation run upon rigorous Western lines, which will become a centre of

excellence within the Soviet banking system;

5) To provide a framework whereby USSR persons, both within The Bank and borrowing

organisations, will receive training in Western managerial techniques;

6) To achieve a high rate of return for investors.



SECTION THREE

To make the Bank a reality, and also to achieve its objectives, the following strategy is suggested:

1) Secure the support of Western institutions and organisations who will be able to provide the

required financial, technical and managerial input;

2) Secure within the USSR the support, co-operation and participation of relevant All-Union

institutions, Local Republic parliaments and institutions, and also organisations and individuals;

3) Create a proper legal framework within which the Bank will operate. This legal framework

should encompass both the internal operations of the Bank itself, and also the All-union and Local

Republic environment within which it will exist;

4) Organise the Bank along rigorous Western lines with a mixture of Western and Soviet staff who

will operate within the framework of a detailed organisation structure and with relevant

assessment and monitoring criteria for bank lending;

5) Utilise the expertise that will be available within the Company to enhance the utilisation of The

Bank's lending, and also as a monitoring tool for the Bank;

6) Bank lending to be a mixture of both equity and loan, channelled through a comprehensive

lending programme, which in turn is part of a detailed and fully worked out business plan for the

Bank as a whole;

7) The target market to be joint ventures, joint stock companies, privatised organisations, co-

operatives and other entities which can demonstrate that they are in transition to operating upon

market economy principles. Priority, but not exclusivity, to be given to organisations which are

capable of generating foreign exchange;

8) The Bank to fund its operations through the issue of equity and also by borrowings. Borrowings 7
where possible, should be wholly or partially on concessionary terms, at least initially, with

repayment guarantees where appropriate from All-union and Local Republic instutions;

9) Onlending to be at a margin sufficient to enable the Bank to achieve a rate of return on its equity

commensurate with the risk involved.
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SECTION FOUR

Legal Structure

4.1 The legal basis for the Bank's existence will need to be defined. Irrespective of the legal
framework eventually chosen, it will need to encompass a detailed memorandum and articles of
association setting out the legal basis for The Bank's day-to-day operations.

4.2 There would also be a need for All-Union and Local Republic parliaments and relevant organs
to pass legislation and sign documentation giving legal protection to the Bank and the
organisations to which it will be lending. In particular, to the extent that it is not already
adequately covered by existing laws, legislation will be needed to address the following:

1) Freedom from State and Local Republic interference;

2) Tax status;

3) Guaranteed repatriation of dividends in foreign currency to foreign shareho ders;

4) The ability to take charges and pledges over the assets of borrowing org stions;

5) Freedom of operation for borrowing organisations, without any interference which could
jeopardise the repayment of funds advanced.
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SECTION FIVE

Ownership Structure

5.1 It is envisaged that foreign shareholders will comprise multilateral organisations, commercial
banks and possibly Government institutions. It is expected that, in addition, Western companies
will also participate in the Company.

5.2 Potential Soviet shareholders are considered to be the following:

1) All Union institutions such as the BFEA and Gosbank;

2) Local Republic State Banks or similar;

3) Soviet persons and non-state organisations (through a share offering).

5.3 The ratio between external and Soviet shareholdings will need to be determined, as will also the
participation of Soviet state and Local Republic organisations. The guiding principle, however,
should be that the Bank is a private sector institution, free from State interference.

5.4 Given the likelihood of a devaluation of the rouble during the development and initial operating
phases of The Bank, it is proposed that the share capital be denominated in foreign currency,
although portion will be subscribed in roubles.
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SECTION SIX

Supervisorv/Management Structure

6.1 It is proposed that a Supervisory Board consisting of banking experts from abroad and the USSR
be appointed. This Board should consist of high powered and experienced individuals, so that
The Bank can receive the benefit of the best possible advice and direction. The role of the
Supervisory Board will principally be to set the strategic direction of the Bank and to monitor its
progress.

6.2 Depending on the share structure which eventually emerges, individuals shareholders may
receive the right to appoint Directors to the Supervisory Board in their own right. Otherwise,
different shareholder blocks may combine to do so.

6.3 Day-to-day management and control of the Bank will be exercised by a Management Board,
consisting of executive and non-executive directors.

6.4 The exact relationship between the Supervisory Board and the Management Board, and the legal
basis for ultimate responsibility and control, will be addressed in the documentation setting up
the Bank.
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SECTION SEVEN

Organisation/Structure

7.1 The Bank will be organised on Western lines with separate departments for banking operations,
treasury, administration etc.

7.2 In due course, decisions will need to be taken with respect to how the banking side is to be
structured, in particular whether:

1) A branch structure is required;

2) Lending departments will be set up on a geographical or product basis;

3) There will be separate departments for the generation and monitoring of lending, or one
department for both functions.

7.3 The implementation of any lending programme will be structured around detailed assessment
and control criteria. Such criteria will be detailed in its scope and drafted so as to take into account
transaction size, type of risk etc.

7.4 The primary consideration in deciding whether The Bank will participate in any project will be
the ability of that project to generate, on a sustainable basis, the profits and cash flow necessary
to repay any loans advanced.
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SECTION EIGHT

Future Programme ofAction

The following programme is envisaged:

1) Continuation of discussions with relevant parties in the USSR and elsewhere;

2) The coming together of a founding group of sponsors (The "Sponsors"), to provide seed capital

and technical expertise to further develop the concept of the Bank;

3) Completion of a detailed study to determine the feasibility of the Bank and how it will be

structured (the "Study"). The Study will address the issues raised in this paper and will also

include a detailed business plan and financial projections;

4) Review and refinement of the Study;

5) A meeting of the Sponsors and other interested parties to launch The Bank;

6) Implementation.
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Subject: The Draft JSSE Main Report

1. I attach a copy of the draft "Main Report" for JSSE. This
draft has been sent to the Soviet authorities (with the exception
of the final chapter on "Criteria for Western Assistance).

2. Mr. Thalwitz and I will be in Moscow on Thursday and Friday
of this week, along with representatives from the IMF, OECD and
EBRD, to discuss the draft with the union government. The heads
of the four international organizations involved will meet in
Washington on December 16 to agree upon the a text of the completed
Main Report. We hope that it can be distributed on or before
December 21.

3. In order to hold the Main Report to 60-70 pages in the final
(single spaced) format, it has been necessary to make major cuts
in the material drafted by individual Task Forces. A lot of good
and important material has had be to omitted. However, we intend
to "clean up" the Task Force reports so the more detailed
information and analyses that they contain can also be made
available. I expect that the background papers -- some 800-1000
pages of them -- will be ready for distribution in January.

cc: Messrs. F. Levy, A. Gelb and S. Mink
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Office Memorandum
To: Mr. Flemming November 30, 1990

Mr. Thalwitz
Mr. Zecchini

From: L.A. Whittome

I attach a copy of the latest draft of the report. As I said

earlier we have taken a large majority of the comments, indeed to the extent

that our intention of underlining changed sentences is not feasible for

virtually the whole report would need to be underlined.

The sections which have been changed most are:

energy
enterprise reform
environment and
prices

By now I am probably too close to have a fair view but I have a

suspicion that this last drafting round may well have tidied up a number of

loose points and corrected some mistakes but at the cost of making the draft

a lot more dry.

This is the version that is being taken to the Soviets.
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Outline

I. Introduction

II. The Current State of the Soviet Economy

III. The Present Course of Reform

IV. Alternative Approaches to Reform

V. Main Elements of a Recommended Strategy

1. Macroeconomic policies

2. Systemic policies

a. Price reform
b. Enterprise reform
c. External trade reform and foreign direct investment

d. Financial sector reform

e. Labor market, education and training

f. Legal reform

g. Accounting, auditing and statistics

3. Sectoral issues

a. -Environment
b. Distribution, transportation and telecommunications

c. Agriculture
d. Energy sector
e. Metal and mining
f. Manufacturing sector

g. Housing

VI. Criteria for Western Assistance
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I. Introduction

At the Houston Economic Summit in July 1990, the Heads of State and

Government of the seven major industrial countries requested that by the end

of the year the IMF, the World Bank, the OECD and the designated president

of the EBRD, in close consultation with the Commission of the European

Communities, undertake a detailed study of the Soviet economy, make

recommendations for its reform, and establish the criteria under which

Western economic assistance could effectively support such reforms. Our

main findings and recommendations are summarized in this report; a series of

background papers, providing supporting documentation, will be issued

shortly.

Members of the four organizations met with a wide variety of

interlocutors at both the union and republican levels, and were received

with much courtesy and helpfulness. The staffs of the Ministry of Foreign

Affairs and the State Foreign Economic Commission of the Council of

Ministers organized most of the discussions. The Gosbank,

Goskomobrazovaniye, Goskomstat, Goskomtrud, Goskomtsen, Gossnab, Gosplan,

Ministry of Finance, Vneshekonombank and many other organizations and

individuals provided, at an already exceptionally busy time, unstinting

assistance. The authorities discussed the various reform proposals that
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have been tabled in recent months and their implications; they also released

much information that had hitherto been unavailable outside the USSR, but

have not provided information on gold and international reserves.

As requested by the Heads of State and Government, we have maintained

close contact with the Commission of the European Communities. Information

has been exchanged on a regular basis; a number of joint meetings were held

in Moscow; and meetings were also held in Brussels, Paris and Washington.
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II. The Current State of the Economy of the USSR 1/

1. The traditional system

The system of central planning established in the USSR in the late

1920s and early 1930s remained fundamentally unchanged for the next 50

years. It had been developed to facilitate a strategy of accelerated

industrialization based mainly on the rapid mobilization of capital, labor

and material inputs, with lesser emphasis on their efficient use. This

approach implied the need to raise substantially the share of investment, to

increase labor force participation rates and to redirect factors of

production from agriculture to industry. Meanwhile the development of

consumer goods production was neglected. Virtually the entire capital stock

was nationalized and agriculture collectivized; private ownership of the

means of production was outlawed; and activities not in accordance with the

plan could be considered economic crimes carrying stiff penalties.

1/ The evaluation of economic developments is of necessity conditioned by

the available statistics. Soviet economic statistics are subject to well-

known methodological problems, uncertainties of interpretation, and various

systemic biases tending to overstate economic performance. Certain

problems, perhaps most critically the evaluation of aggregates compiled on

the basis of prices that may reflect neither use values nor production

costs, are insuperable. These limitations need to be kept in mind

throughout the study. Data on external debt and debt service were broadly

of the same order of magnitude as those compiled through external creditor

sources, but the comparison of trade data compiled in the USSR and by

partner countries was handicapped by methodological differences.

Nevertheless, it is our view that the statistical base is adequate to

support the policy analysis and recommendations made in the report.
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Through the Five-Year Plans, and in particular the annual plans, the

State Planning Committee (Gosplan), other agencies and the branch ministries

directed the allocation of physical resources, structural change, and the

pace of economic growth. Prices had little role in the allocation of

resources. Producer prices tended to be fixed by the authorities for long

periods, while retail prices generally were kept stable, with low prices for

staples asoa matter of social policy. As a result, there were sporadic, and

in some cases chronic, shortages of specific goods.

Insulation of the domestic price structure from world prices was

achieved through a system of variable taxes and subsidies on foreign trade--

so-called price equalization--which relegated the official exchange rate to

an accounting role. Foreign trade was carried out by non-competing state-

owned foreign trade organizations. The aggregate foreign trade plan was an

integral part of the overall national economic plan, with the level of

exports being determined on the basis of the imports needed to meet output

targets in priority sectors. The insulation of the economy meant not only

that gains from trade were forgone, but also that the transfer of technology

from abroad was impeded.

Financial policies were passive, in the sense of being geared to

providing the state-owned enterprises with the financial means to fulfill

their physical plan targets. Monetary and fiscal policies had no active,

independent role to play. The monetary system consisted of a monolithic

state bank (Gosbank) whose primary functions were to grant credit to

enterprises to support the plan, to accept deposits from enterprises and

households, and to issue currency. The deposits of enterprises were not
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freely usable, as control was exercised by branch ministries and different

funds were earmarked for specific purposes. Interest rates were kept very

low, and played virtually no role in the allocation of financial resources.

Similarly, fiscal policy was subordinate to the plan and state enterprises

effectively faced soft budget constraints. Nevertheless, until the 1980s,

conservative fiscal management and administrative controls over enterprise

spending prevented serious macroeconomic imbalances.

2. The slowdown in growth

In the 1930s and again in the early post-World War II period, this

economic strategy produced rapid growth. But by the late 1960s and 1970s,

the limits of continued rapid mobilization of capital and labor had been

reached. At the same time, rigidities in the system hindered the increases

in productivity needed to sustain rising output. As a result, the rate of

economic growth began a secular decline. This slowdown is reflected even in

official statistics, which are widely believed to have exaggerated growth.

The annual average growth rate of net material product (NMP) fell from

almost 8 percent in the second half of the 1960s to a little over 3 percent

in the first half of the 1980s. However, as the world's second largest

exporter of oil, the USSR was a major beneficiary of the oil price shocks of

1973-74 and 1979-80. The resulting enormous terms of trade gains cushioned

and to some degree masked the growing limitations of the extensive growth

strategy and the shortcomings of the existing economic system.

Periodic piecemeal reforms--intended largely to improve the functioning

of the existing system rather than to change it fundamentally--were

unsuccessful in halting the underlying decline. By the early 1980s, the
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Government had begun to adopt a more a more critical view of the existing

system and ways were being sought to impart a new vigor to the economy.

2. Economic developments under perestroika

a. The 1985-87 "campaigns"

Beginning in 1985 several major initiatives were introduced to revive

economic growth and to deal with the main weaknesses of the economy. While

these came to be encompassed under the broad heading of perestroika, or

"restructuring," the initiatives undertaken in the 1985-87 period were more

in the nature of the traditional "campaigns" than reforms of the economic

system. Their main themes focused on the retooling and modernization of

industry (largely through a step-up in the rate of investment); heightened

emphasis on quality control; the policy of glasnost and other measures

designed to unleash human initiative and make the bureaucracy more

accountable; and the anti-alcohol campaign.

While some of these campaigns were at least initially successful, they

did not address the underlying problems in the system. Their impetus--with

the exception of glasnost, which fundamentally changed the political

landscape--faltered rapidly. Officially measured growth in NMP averaged

some 2 percent in 1986-87, below the average rate reported for the first

half of the 1980s (Table a). Allowing for hidden inflation (price increases

not included in the official price index because they are supposedly offset

by quality improvements) output may well have stagnated in this period.

Economic difficulties were aggravated by the sharp decline in world oil

prices in 1986, which adversely affected both export earnings and the
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budget. The authorities reacted both by boosting export volumes to the'

convertible currency area, and by slashing imports.

Fiscal performance, besides being weakened by the declining value of

foreign trade, deteriorated due to a fall in turnover tax and some increase

in subsidies. Hence, the fiscal deficit rose from around 2 1/2 percent of

GNP in 1985 to more than 8 1/2 percent of GNP by 1987 (Table c).

Correspondingly, monetary growth accelerated; but since much of this was

held in enterprise deposits, which were not freely usable, the immediate

impact on demand was largely suppressed (Table d).

b. The 1987-88 reforms and their effects

Campaigns to modernize the economy and instill a new sense of

discipline gave way in 1987-88 to a more pronounced emphasis on reform of

the system itself. The centerpiece of the reforms introduced at this time

was the Law on State Enterprises which, from 1988, replaced the traditional

mandatory output targets for enterprises with so-called state orders (namely

centrally directed orders to firms to deliver specified quantities of goods

to specific customers); permitted firms some latitude to contract directly

with one another on their own initiative; and granted them greater autonomy

in the allocation of their internally generated funds, in particular, in the

payment of wages and bonuses. Decentralization of foreign trade had begun

already in 1986, with the share carried out by entities other than the

traditional state-trading organizations reportedly rising substantially by

1989. Other reforms in the external sector were also introduced, including

a foreign exchange retention scheme, a system of differentiated exchange

coefficients, and foreign currency auctions with limited transactions.
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These measures were generally unsuccessful in stimulating the growth of-

manufactured exports to the convertible currency area. However, the growing

decentralization of foreign trade and trade financing did result in sharply

increased Soviet imports from the convertible currency area beginning in

1988.

In the event, increased enterprise autonomy was severely circumscribed

by the system of state orders, which covered most of industrial output in

1988 and 1989. Some dismantling of the traditional planning system began,

but the inflexible and distorted official price system was left essentially

intact, as was the role of the state distribution agency (Gossnab) in

allocating most material inputs. From 1988, enterprises were allowed to

negotiate "contract" prices for so-called new products, but these were still

subject to surveillance by the authorities and covered only a fraction of

enterprise production. Encouragement of private economic activity was mainly

limited to a small number of joint ventures with foreign participation and a

grudging acceptance, beginning in 1988, of so-called cooperatives, which

were subject to various restrictions and sporadic campaigns of harassment.

Although a two-tier banking system was created in 1988, the central

bank (Gosbank) was given neither the independence nor the instruments to

combat inflation. Administrative controls over financial flows were relaxed

but not replaced by market mechanisms for credit allocation or new

instruments of macroeconomic management. Interest rates on both deposits

and credits remained low and fixed; although bank credit to enterprises

declined during this period, enterprise liquidity rose, boosted by higher

retained profits. Lack of discipline in wage settlements became evident.
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Successive attempts to rein in the growth of wages through the taxation-of

"excess" wage increases were unsuccessful, as these schemes were undercut by

exemptions and lax enforcement. To the extent that firms had wider scope

for making production and investment decisions, they did so in an

environment of distorted and rigid prices. Arguably, serious mistakes were

made by loosening controls on enterprises whilst failing to harden their

budget constraints.

There was a second sharp terms of trade loss in 1988. As in 1986, this

resulted in a further deterioration of the budget balance, which was

aggravated by a decline in profit remittances from enterprises, as well as

by a rapid increase of consumer subsidies both inside and outside the

budget. The deficit widened, reaching 11 percent of GDP in 1988. The

fiscal deficits were almost exclusively financed by credit- extended by

Gosbank. As a result, and despite the contraction of credit to the

enterprise sector, broad money growth averaged 14-15 percent annually in

1987-90. Enterprises, in their efforts to dispose of surplus liquidity,

accumulated excess inventories and launched new investment projects that

merely added to the large stock of unfinished construction.

The mounting domestic imbalances, combined with the deterioration in

the terms of trade and lack of control over import growth led from 1988

onward to a sharp deterioration in the external accounts (Table e and f).

The balance of trade with CMEA countries worsened, as the effect of past

declines in oil prices continued to bring down the five-year moving average

oil price used in CMEA trade. The trade surplus in convertible currencies

also dropped sharply in 1988, and disappeared altogether in 1989.
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Consequently, the gross external debt in convertible currencies of the USSR

built up rapidly to US$54 billion by the end of 1989, with most of the

increase concentrated in short-term debt (Table g) .1/. However, the

external debt and debt service ratios were below those of most other Eastern

European countries.

The uneven degree of liberalization involved in the reforms and their

bias towards financial laxity was accompanied, as the decade ended, by a

host of special factors that aggravated shortages. Oil and coal production,

which had been maintained by high rates of generally low-yielding investment

in the 1980s, began to fall in 1989, and the decline continued into 1990.

Bottlenecks became a serious problem in the railroad network, which, along

with the telecommunications sector, had been increasingly neglected.

Agriculture continued to be a drag on growth, and suffered from serious

storage and distributional problems. An important side effect of glasnost

was an increasing display of ethnic consciousness. By the end of the decade,

instances of open conflict between nationalities were leading to disruptions

in output and transport. Glasnost was also linked to environmental

concerns. Well-publicized cases such as Chernobyl led to the formation of

environmental pressure groups sometimes associated with nationalist

movements. These groups forced plants to close and blocked new

developments, thereby adding to the economic dislocation. The late 1980s

also witnessed increased calls by many of the republics for greater

1/ External debt comprises debt contracted or guaranteed by the

Vneshekonombank. It therefore excludes financial debt (relatively small) of

enterprises and suppliers' credits (including arrears).
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autonomy, as the power of both the communist party and the union government

was progressively eroded.

Throughout this period, the measured growth rate of the capital stock

continued to decline; net fixed investment (excluding unfinished

construction) fell from 14 percent of NMP in 1988 to 11 percent of NMP in

1990. The growth of the labor force also continued to decelerate,

reflecting a persistent slowing in the rate of growth of the population of

working age in most republics, and a particularly large fall in labor

participation rates in the republics of Central Asia where population growth

remained strong.

The military burden on the economy also remained significant; indeed,

although the actual level of military spending has long been a matter of

debate, it is widely believed that its share in national income rose in the

1980s. The budget for 1990 indicates a level of defense spending equivalent

to 7.1 percent of GDP. If expenditures for research and development (in

particular the space program) are included, the figure rises to 9.6 percent.

Allowing for the fact that prices of defense goods are substantially

underpriced, the total defense burden might be as high as 19 percent of GDP.

The concentration of the highest quality material inputs and the most highly

qualified labor in this sector probably seriously retarded the growth of

productivity in civilian production. Since 1987, the government has pursued

an active policy of converting defense-related manufacturing to the

production of consumer goods, but in its first few years the program has not

lived up to announced objectives. The production of civilian goods by the

defense industry rose by 9 percent per annum during the period 1988-90. The
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share of civilian goods in the output of this industry was roughly

40 percent in 1990.
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4. Developments in 1990

By 1990, the economy faced increasing problems. The policies embodied

in perestroika had failed to halt the secular deterioration of performance,

and official estimates suggest that NMP may have fallen by 4 percent in

1990. Most of the reduction in output was in industry, construction and

transportation, while value added in agriculture as a whole--despite a near

record grain harvest--was estimated to be roughly unchanged from a year

earlier. The services sector continued to grow, however, leading the

authorities to expect a somewhat smaller decline in GDP, of about 2 percent.

Enterprise profits were expected to fall in 1990 after annual increases

averaging well over 10 percent during 1986-89. Wages and salaries have

increased by about 12 percent, while total household incomes rose by even

more (in 1990 per capita GDP using the new commercial exchange rate was

US$1,780). In 1990, for the first time in post-war history, overall

employment appears to have declined and "unemployment," while not yet an

officially accepted concept in the USSR, was informally estimated by

officials at about 1.5 percent of the labor force.

In 1990 the authorities made efforts to tighten financial policies.

The state budget had been the driving force behind money creation, and

emphasis was therefore placed on fiscal measures, in particular on reducing

state-financed investment and on developing alternatives to the financing of

the deficit through money creation. For 1990 as a whole, the deficit was

officially projected to be broadly in line with the budget plan, implying a

decline to below 8 1/2 percent of GDP. The plan to finance a larger share

of the deficit through the issuance of government obligations to the nonbank
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public, however, was largely unsuccessful. Liquidity creation remained

strong, as progress in cutting the budget deficit was offset to some extent

by expanding credit to enterprises.

Both open and estimated repressed inflation continued to accelerate in

1990. Retail prices are officially estimated to have risen by 5 percent for

the year as a whole and the underlying rate of inflation (that is, including

an estimate of the repressed component 1/) is officially projected at

about 12 percent. As a result of rapid money growth combined with largely

unchanging administered prices in recent years, a sizable amount of excess

liquidity has built up, now estimated at approximately rub 250 billion (or

about one third of the stock of financial assets) for households and

enterprises combined, with about two thirds of this total accounted for by

household holdings of cash and deposits. This growing monetary overhang is

the financial counterpart of the worsening shortages.

According to official estimates, which may be overstated because of

hidden inflation, real consumption is estimated to have increased in 1990 by

about 3 percent, only slightly less than the average growth rate during

1986-89. Consumer goods imports continue to grow. However, supplies of

particular products have contracted severely and shortages of basic consumer

goods are a rapidly growing concern.

The USSR was unable to take full advantage of the sharp rise in world

oil prices in the second half of 1990, due to the continuing decline in

petroleum output and the fact that oil and other energy prices in CMEA trade

1/ This concept includes an allowance for that part of household and

enterprise holdings of cash and deposits that is calculated to be held

involuntarily.
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had been fixed for the year as a whole. Oil export volumes fell in 1990 by

an estimated 20 percent, with CMEA countries taking the brunt of the decline

in deliveries. Trade with the nonconvertible area moved into deficit on a

transactions basis in 1990, largely due to the decline in oil exports. The

current account deficit (excluding gold) in convertible currencies is

estimated at almost US$11 billion (Table e). While receipts from gold

exports amounted to nearly US$4 billion, the capital account recorded a

deficit of US$7 billion as a sharp decline took place in short-term

financial credits and access to international capital markets only became

possible when guaranteed by creditor country governments. The overall

balance of payments deficit of US$14 billion in convertible currencies was

financed by a sharp drop in foreign exchange reserves and accumulation of

arrears to foreign suppliers (more than US$5 billion). Thus, despite the

balance of payments deficit, gross external debt in convertible currencies

is projected to decline slightly to some US$52 billion at the end of 1990

while external reserves have fallen to US$5-6 billion, equivalent to less

than two months of convertible currency imports.

The basic organization of the economy has continued to unravel, as the

traditional centrally planned system has collapsed but not been replaced by

a market-oriented system. This progressive breakdown is perhaps most

visible at the retail level, with few goods to be found in state shops,

barter common and black markets are growing. Meanwhile, policy making in

republics has been characterized by growing autonomy. In a climate of

deepening shortages, republics have become increasingly unwilling to trade

with each other except on a barter basis. By late autumn the formal
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rationing of a range of consumer staples, already quite widespread in s'ome

regions, was being introduced in both Moscow and Leningrad. There was

mounting concern at the possibility of greatly increased migration, both of

various ethnic groups fleeing regions regarded as politically unstable, and

of large numbers of people leaving the USSR to escape growing economic

deprivation.

Increasingly in the course of 1990, there has come to be a general

recognition of the need for a bolder, more comprehensive and clearly market-

oriented reform program for the Soviet economy. There is also a growing

sense of urgency as regards its timing given the need to stop the unraveling

of the economy. This sense of urgency is put forcefully in the presidential

guidelines, published to establish a consensus for reform and approved by

the Supreme Soviet on October 19, 1990:

"The position of the economy continues to deteriorate. The volume

of production is declining. Economic links are being broken.

Separatism is on the increase. The consumer market is in dire

straits. The budget deficit and the solvency of the government

are now at critical levels. Antisocial behavior and crime are

increasing. People are finding life more and more difficult and

are losing their interest in work and their belief in the future.

The economy is in very great danger. The old administrative

system of management has been destroyed but the impetus to work

under a'market system is lacking. Energetic measures must be

taken, with the consent of the public, to stabilize the situation

and to accelerate progress towards a market economy."
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III. The Present Course of Reform

1. The presidential guidelines

The presidential guidelines state that "there is no alternative to

shifting to the market." While the ultimate goal is clear, the guidelines

do not provide a detailed plan or timetable for the transition, partly

because considerable freedom is envisaged for the republics to choose the

specific modalities and timing of various reform measures, and partly

because some of these have been left to be implemented later by presidential

decree. A broad sequence is outlined, however, with the first stage to be

devoted mainly to stabilizing the economy and initiating commercialization

and privatization of state enterprises. The second would emphasize the

gradual liberalization of prices, the maintenance of tight financial

policies, and the acceleration of systemic reforms. Further structural

reforms, including those of the labor compensation system and the housing

market, would be covered in the third stage, while financing constraints

would be eased as markets stabilize. In the final stage, the preconditions

would have been set for achieving the internal convertibility of the ruble.

This transition presupposes an effective all-Union market under which a

stable sharing of power and responsibility will have been agreed between the

union and the individual republics.

While bold in terms of their medium-term objectives, the guidelines--

and the various specific measures that have been taken or announced thus

far--suggest a fundamentally gradualist approach to the transition. A large
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share of output is to continue to be produced under state orders at least

during the first stage, and enterprises have been instructed to maintain

"stable supply links" at least through 1991. Both policies will retard the

development of enterprise autonomy, managerial initiative, and the

restructuring of the economy.

Price reform is also to proceed cautiously, though distortions in

relative prices at the producer and wholesale level will be reduced

administratively at the beginning of 1991. Although possibly one-half of

producer prices are to become subject to negotiation between enterprises

these prices will remain under the close surveillance of the authorities to

prevent profits from exceeding centrally-determined norms. The average

increase of wholesale prices in 1991 is officially estimated at about

60 percent, with particularly large increases for energy products and raw

materials. The proposed doubling of oil prices, however, would still leave

them at one sixth the world market level at the new commercial exchange

rate. Agricultural procurement prices are expected to rise--also on the

basis of administrative decisions--by about 30 percent.

The picture is less clear for retail prices; some 5 to 15 percent of

these prices (mainly for "luxury goods") are to be liberalized before the

end of 1990--though several republics are reportedly refusing to enact the

relevant decree--with the pace of further liberalization in 1991 to be

determined in the light of progress in stabilizing the financial situation

and supply conditions. It is envisaged that in 1991 responsibility for

consumer subsidies--and consequently the prices of subsidized commodities--

will be shifted at least in part to the republics. By the end of 1992 price
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controls on consumer goods would be eliminated except for a narrow range of

essential goods.

Although the guidelines call for legislation to establish private

property rights and promote privatization of state property, they are vague

as to methods. No specific time horizon is given but the document suggests

that the privatization process--except possibly for the retail and services

sectors and small industrial businesses--is likely to be stretched over a

long period. The importance of promoting competition is stressed, but the

guidelines provide few details of measures, and no mention is made of the

elimination of restrictions on the products which individual enterprises are

permitted to produce, or the role that import liberalization could play in

promoting competition. Although the financial accountability of enterprises

is emphasized, the guidelines are silent on such issues as the criteria for

the selection and evaluation of managers of state enterprises or the

prospective role of workers' organizations in this process.

The guidelines recognize that the necessary restructuring of industry

is likely to lead to a loss of jobs in many enterprises. Estimates by

government agencies of the foreseeable increase in unemployment in 1991

range up to 4-6 million (i.e., 3 to 4 percent of the labor force). The

program calls for steps--e.g., the creation of a state employment service--

to facilitate retraining and for the early introduction of unemployment

compensation, as well as a series of other measures, most of which are

currently under consideration by the Supreme Soviet. The prospective role

and instruments of incomes policy are set out only in general terms, but the
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authorities seem to envisage a revised system for the taxation of wage

increases deemed "excessive", as well as a policy of limited indexation.

The guidelines call for a major redirection of resources and investment

towards industries producing consumer goods. Certain ongoing investment

projects in non-priority sectors will, if possible, be converted to other

uses or halted altogether, and unfinished construction sold off to the

extent feasible. The restructuring effort is to be fostered through the

tightening of budget constraints on enterprises, increases in interest rates

on investment credits, and the closing of several hundred unviable firms.

The program also envisages the creation of enterprise restructuring funds

("stabilization funds"); support would be conditional on the reorganization

of enterprises, changes in management, and conversion to other activities,

but again little is said about the precise criteria for the distribution or

duration of the proposed support. Although no details are given on military

conversion plans, the authorities have indicated that the production of

civilian goods by defense industries is targeted to increase by 30 percent

over the period 1989-91.

The guidelines call for further progress in improving the public sector

finances; the state budget deficit is to be contained to 2 1/2 to 3 percent

of GDP, an amount thought to be financeable largely through borrowing from

the nonbank public. A major policy effort will be needed to achieve this

target, since the underlying budget picture for 1991 (in the absence of

corrective measures) is for sharp deterioration.

The guidelines call for measures to address both the "stock problem" of

excess liquidity of households and enterprises--the monetary overhang--and
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the "flow problem" of rapid growth in the money supply. To absorb the

overhang, the guidelines lay emphasis on sales of physical and financial

assets. A rise in interest rates is required to increase the attractiveness

of bank deposits; a first increase in these rates (up to 9 percent) was

announced by Gosbank at the end of October. There are also suggestions that

households' deposits may be revalued to compensate for any loss of

purchasing power entailed by large increases in retail prices. Given the

volume of these deposits, such a move would carry heavy costs for either the

budget or the banking system--in effect for the Government--and would make

the elimination of the monetary overhang more difficult.

The guidelines refer also--without quantification--to measures to

contain monetary growth in 1991 and beyond. These measures include the

planned eliminlation--except on a temporary basis under exceptional

circumstances--of the financing of budget deficits by Gosbank, 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. Significant progress has been made

in recent weeks in obtaining approval of legislation to reform the banking

system, which is described in detail below.

While the guidelines are nearly silent on exchange rate policy (with

the exception of brief references to the objective of establishing ruble

convertibility), important reforms have begun to be implemented. The ruble

has been depreciated and a new commercial exchange rate, roughly three times

the official rate, became effective on November 1, 1990. The commercial

rate will be applied to the bulk of current account transactions, while a
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special rate (equivalent to ten times the official rate) will remain in'

effect for tourists.

The authorities also intend to create a free exchange market (possibly

by expanding the scope of the existing auction market) open both to Soviet

enterprises and joint ventures in which exporters and importers will be

allowed to participate. The existing provisions for foreign exchange

retention will be modified with the establishment of a joint union-republic

foreign exchange fund, to be supplied with surrendered foreign earnings. It

is unclear at this time whether the republics will agree to the sharing of

foreign exchange in the proportions envisaged in the decree. There are also

no clear indications regarding the future management of the commercial

exchange rate and the extent to which the authorities envisage intervening

in the free market; nor which institutions (e.g., the union and republican

central banks or the Vneshekonombank (VEB)) would be responsible for such

interventions).

The guidelines envisage a further weakening of the state's monopoly on

foreign trade, but the general impression is one of relatively slow progress

in trade liberalization. Export quotas for the principal exports are likely

to be maintained for some time. A new tariff schedule, in line with the

harmonized system, has been prepared but it will continue to be supplemented

by a range of import and export taxes, having in some instances quite high

rates.

Liberalization of foreign investment is likely to proceed much faster.

A recent decree allows full foreign ownership for the first time. A draft
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foreign investment law is under consideration which, inter alia, is intended

to protect foreign investors against future adverse changes in legislation.

2. The outlook for 1991

Prospects for the Soviet economy in 1991 are very uncertain. Economic

policy remains in a state of flux, as the debate between union and

republican governments over the pace and direction of reform continues.

Externally, the CMEA'trade system will change fundamentally, while the price

of the USSR's main hard currency export, oil, is difficult to predict.

It is assumed in assessing the 1991 outlook that a political compromise

will emerge, maintaining the economic integrity of the union through a

single currency, free interrepublican trade and a set of fiscal arrangements

which devolve some revenue and expenditure responsibilities to the republics

without loss of overall budgetary discipline. Then, in accordance with the

guidelines, it is assumed that structural reform moves ahead relatively

slowly, with state orders continuing to dominate a large share of production

and existing links between suppliers and customers being maintained.

Substantial increases in wholesale prices are assumed to be implemented as

planned, but as noted above there is likely to be little further de facto

relaxation of administrative price controls.

Again in line with the guidelines, the priority in 1991 is assumed to

be the reduction of excess demand through a tightening of financial and wage

policies. This will necessarily involve taking strong measures to limit the

budget deficit. It is therefore assumed that retail prices will be raised

sufficiently to prevent the loss of turnover tax revenue and the increase in

price subsidies which higher wholesale prices would otherwise imply.
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Expenditure on price subsidies is assumed to be reduced by 30 percent below

its level in 1990 accompanied by a rationing mechanism for a few critical

foodstuffs.

The budgetary costs of raising pensions in real terms (as promised

under recent legislation) would be substantially offset by higher social

insurance taxes, and it is assumed that other planned expenditure cuts would

be carried out in full. On this basis, the budget deficit would continue to

fall as a proportion of GDP, though by less than hoped for by the

authorities.

Under this scenario monetary financing of the deficit would decline but

not be eliminated. Credit to enterprises is assumed to be cut back

substantially in real terms, and interest rates to be raised but by less

than inflation. Wages are assumed to be partially indexed to the price of a

"minimum consumer basket" which includes the subsidized food rations. As a

result, measured real wages would fall by 5 to 10 percent.

There is little doubt that, even under these probably relatively

optimistic assumptions, the economy would on most counts continue to

deteriorate in 1991. Retail prices would have to rise sharply to reflect at

least the planned increases in wholesale prices. Thus, the average rate of

inflation might well be over 50 percent for the year and would incorporate a

substantial change in relative prices. The tightening of monetary and

fiscal policy, combined with only partial indexation of wages, would help to

contain the risks of a severe wage-price spiral. But the counterpart to

this--and, in particular, to the credit squeeze on enterprises--is likely to

be a further fall in output and employment. Declines could be expected in
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most sectors of the economy, except possibly in agriculture, where

production may stabilize; in total, real GDP could fall by 5 percent or

more. The shakeout of labor from state enterprises would probably

accelerate, and is unlikely to be more than partially compensated by the

continued expansion of the private cooperative sector. As a result, the

unemployment rate, estimated at 1.5 percent in 1990, could double or even

triple in 1991.

One possible bright spot in this scenario is that it could combine a

significant reduction in households' purchasing power with perhaps a modest

real increase in consumption. Households could be expected to draw on their

savings to finance consumption; this would be reflected in a decline in the

household savings ratio and in the ratio of money holdings to GDP. On the

expenditure side, the squeeze on enterprises is likely to lead to a sharp

fall in investment and stockbuilding. Thus, although both domestic output

and total import volumes are expected to decline, a shift in the composition

of each could add to the total supply of consumer goods, in line with one

of the authorities' key policy objectives. The extent to which domestic

resources will be able to be quickly reallocated however remains an open

question.

On the external side, export volume is projected to decline by

7 percent--largely reflecting a 15 percent decline in the volume of oil

exports--while import volume might fall by 8 percent due to lower domestic

investment. The overall trade balance is likely to improve strongly,

switching from a large deficit to a substantial surplus, as the terms of

trade improve with higher oil prices--assumed to average US$26 per barrel in
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1991--and the switch to world market prices in CMEA trade. The terms of

trade improvement resulting from world market prices relates to the

commodity composition of foreign trade with a large share of exports

dominated by oil and raw materials that are undervalued relative to imports

of machinery and equipment. The improvement is concentrated vis-a-vis CMEA

countries, however, because of the pricing effect and trade diversion

towards the convertible currency area for non-energy imports. The deficit

with the convertible currency area may improve only slightly. Financing

requirements in convertible currency would remain substantial, particularly

given continued heavy scheduled amortizations (equivalent to over $8

billion) of medium- and long-term debt and the need to repay accumulated

arrears to suppliers. This gap could be filled partly by loans which have

already been committed by official creditors and partly by the substantial

prospective surplus with the CMEA area if trade with the latter were to move

fully to settlements in convertible currencies from the beginning of 1991.

But this is uncertain given ongoing bilateral negotiations between the USSR

and its CMEA partners, which cover also the drawdown of accumulated

transferable ruble claims of some of these countries on the USSR and

uncertainty with regard to the foreign exchange resources available to the

CMEA partners.

The main point to be drawn from this illustrative scenario is that even

under these relatively optimistic policy assumptions, the overall economic

situation could deteriorate in major respects, such as the continued fall in

output, higher unemployment, and significantly higher open inflation.

Furthermore, under a policy of only cautious, partial price liberalization,
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shortages would at best be somewhat reduced and expectations of further

price adjustments could lead to hoarding. The extent of restructuring would

inevitably be limited, and with the disequilibria prevailing, a further

unraveling of the economy, including interrepublican trade, could not be

ruled out. Given these possibilities, it is not at all certain that such a

scenario is sustainable. For these reasons an alternative approach is

developed in the following section.
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IV. Alternative Approaches

a. The essential requirements for successful reform

The transformation of the Soviet economy is bound to be extraordinarily

complex and must take many years to complete. At its heart lie three

closely related elements: macroeconomic stabilization, price reform in a

competitive environment, and ownership reform. The speed and sequencing

with which they and the necessary accompanying legal and other measures are

introduced will determine the costs of the initial adjustments, and the

speed with which the benefits of reform come through.

Attempts to restructure the economy are proceeding simultaneously with

a major decentralization of political authority and responsibility. Many

aspects of the economic reform depend upon prior, essentially political,

decisions: property can hardly be denationalized and privatized when

ownership is not clear, and the right to private ownership not fully

protected; fiscal reform cannot be planned until the taxing authority and

expenditure responsibilities of the different levels of government are

defined; the effects of price decontrol depend on how the prices of major

inputs, such as energy, will be set in a more decentralized USSR. Hence,

there is an urgent need for a new Union Treaty to determine the allocation

of powers and responsibilities.



Movement toward greater political decentralization and independence is

consistent with continuing economic interdependence. Indeed, economic

integration among sovereign states in other parts of the world has been

increasing, as the benefits of wider markets for goods and factors of

production are sought. Whatever new political and constitutional

arrangements are reached in the USSR, the erection of barriers to economic

transactions would be extremely costly. Consequently, this report assumes

that the republics of the USSR will maintain an all-union market. More

particularly, it assumes an absence of trade barriers between republics, a

common currency and exchange rate--and therefore a common monetary policy; a

common external tariff; and an agreed division of responsibilities for

taxation and expenditures at different levels of government.

These key recommendations for systemic reforms take into account the

special characteristics of the USSR, including the main differences with

other centrally planned economies in transition, namely the highly closed

nature of the USSR's economy, with particularly distorted pricing, a lack of

experience with private ownership and little exposure to a market system,

and deep rooted, constitutional questions. But the USSR is in a better

position than several other economies in terms of rich natural endowment and

a smaller external debt.

Difficult and complex policy decisions have to be made and implemented

in each of the key interrelated areas of reform. Macroeconomic

stabilization requires the budget deficit to be reduced to a level that can

be sustained without recourse to the inflationary creation of money. That

level is currently estimated by the Soviet authorities to be about 2 to
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3 percent of GNP. It also requires the imposition and maintenance of a

tight credit policy and a rise in interest rates to control the potential

inflationary consequences of price liberalization and to ensure the

imposition of a hard budget constraint on enterprises, which will then be

forced to respond to the market signals. Markets cannot begin to develop

until prices are free to move in response to shifts in demand and supply.

The exchange rate, another key price, needs also to be moved to market

clearing levels. Price decontrol is essential to ending the shortages that

increasingly afflict the economy. With price subsidies now amounting to

more than 10 percent of GDP, price reform is essential also to the

attainment of macroeconomic balance. In turn, macroeconomic stability is

necessary for the success of price reform.

Enterprises must be able to make decisions with the guidance of price

signals. This will require financial autonomy, with owners and managers

taking responsibility for the full range of business decisions and for the

financial benefits and costs of those decisions. Experience shows that this

is most likely to happen when assets are privately owned. Private ownership

also creates opportunities for individuals and reduces political

interference in managerial decisions. Ownership reform is therefore

essential for the full success of price reform. In addition, the sale of

state assets may contribute to macroeconomic balance, though not too much

weight should be attached to the prospects of early, large-scale receipts

from privatization.

Steps should be taken to create and maintain competitive markets. If

the transition to a market economy is going to succeed, existing barriers to



competition, including existing monopolies, must be broken down, and new

enterprises and products encouraged. This will entail a dismantling of

state orders and of branch ministries.

Many measures are needed beyond and in support of policy actions in

the three key areas. The initial phase of the transition will involve

considerable dislocation, and a shift to market prices will hurt those with

low incomes. A social safety net will therefore be needed to protect the

most vulnerable from the short-term adverse consequences of the reform

process; over the longer term a comprehensive system similar to that of

other market economies will have to be developed. In both the short and

longer terms, careful attention will be required to design a safety net that

is effective while remaining within the financial means of the budget.

It would be wise in the early stages of the transition to flank

stabilization policy with an incomes policy that guides wage developments

and provides both a floor and a cap on wage increases. It may also be

necessary for a short period to shield enterprises somewhat from the

dislocations caused by rapid changes in the prices of a few key inputs,

especially energy, and in a few areas from intense competition of

international markets. It is nonetheless essential to move as rapidly as

possible to a transparent and decentralized trade and exchange rate system,

in order to hasten the integration of the Soviet economy into the world

economy.

A market economy is underpinned by a legal and institutional

infrastructure, with private property rights at its foundation. While it

will take time to complete the necessary reform of the legal system,
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security of private property must be assured from the outset in order to

encourage private initiative. At the same time, rapid privatization of

small enterprises and denationalization of larger enterprises will

demonstrate commitment to this course, even though the privatization of

larger state enterprises is likely to be protracted.

These steps represent a large initial undertaking, but would leave a

vast amount of work unfinished. Completion of the legal infrastructure to

provide for competition and combat monopoly, the creation of a market system

for banking and finance, the demonopolization and restructuring of many

enterprises, the reconstruction of the transport and communication

infrastructure, the development of a system of labor relations, the process

of privatization of state enterprises and collective farms, and the

addressing of serious environmental problems, are just some of the major

economic tasks that lie before the Soviet government and people in the years

ahead. And of course, since the economy evolves over time, the process of

reform is never finished, neither in an economy going through radical change

as in the USSR, nor in established market economies.

The remainder of the report examines reform issues as they affect the

major policy areas and sectors of the economy. The reforms described will

all have to be made during the transition to a market economy. No unique

schedule of reform can be prescribed, nor is it likely that any

predetermined schedule could be followed with any precision. Nonetheless,

two broad alternative approaches to sequencing can be distinguished--a

conservative approach, and a more radical approach which we recommend.

b. Conservative versus radical approaches
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In the conservative approach, reform starts with some tightening of

fiscal policy, while structural reforms proceed on a slow track. In

particular, at the early stages prices are adjusted but remain to a large

extent administratively controlled. Macroeconomic stabilization would be

attained gradually, and price decontrol would take place over a period of

two to three years. The radical scenario, by contrast, begins with a

strong macroeconomic stabilization program that attempts to move the budget

deficit rapidly close to or below the level of 2 to 3 percent of GDP,

accompanied by immediate decontrol of most prices and the start of

privatization of small-scale enterprises.

Given the changes in economic behavior and the structure of the economy

implied by these scenarios, it is not possible to quantify their effects

with any confidence. But a comparison in general terms, that draws on

worldwide experience of stabilization and reform programs, may help to

illustrate the tradeoffs involved.

Despite the stronger stabilization measures assumed in the radical

program, the price level would be likely to rise immediately by more than

under the conservative program. Output could fall sharply as nonviable

production was cut, and unemployment would rise. But since investment would

be curtailed initially and inventories run down, and with some availability

of external assistance, aggregate consumption levels might be broadly

maintained. A recovery from the reduced level of output should be able to

get under way within two years or so. If financial policies were kept

tight, inflation would by then be under control, and the conditions for a

much more efficient allocation of resources, guided by market prices, put in
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place. A period of catching up with Western standards of efficiency could

begin, during which growth in productivity and output would likely exceed

that of most mature market economies. Unemployment would be expected to

decline as the initial labor shakeout gave way to a strong recovery in

employment. Further strong growth of output and rising living standards

could be expected for the remainder of the decade and beyond and there would

be a good possibility of significant financial flows from abroad.

The prospect of a sharp fall in output and rapid increase in prices in

the early stages of a radical reform is daunting. The key question is

whether hesitancy, of the kind implied by the conservative scenario, could

mitigate the initial loss of output and still permit the transition to an

operational market economy with sustained growth. In our judgment the

conservative approach would almost certainly fail on both counts. There are

two possibilities. First, suppose the policymakers succeeded in combining a

partial tightening of financial policies and some hardening of enterprise

budget constraints with the maintenance of administered prices on most

goods. The absence of fully-functioning markets would require that

significant resources continue to be allocated primarily through

administrative controls and the use of state orders, and the central

allocation of inputs. At best, however, this would delay the inevitable

elimination of wasteful and unwanted production and the shedding of excess

labor. Given the prevalence of distortions the surge in productivity that

market-determined prices and enterprise initiative could deliver would not

be forthcoming, output would still fall and inflation increase

substantially. Lack of confidence could become self-fulfilling as
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disappointing results discredited the goal of a market economy and resulted

in a loss of policy direction. Recent experience in Eastern Europe and the

USSR suggests that such a strategy could collapse at a fairly early stage.

Worse still would be a situation in which the authorities, in addition

to holding back on structural reforms, failed to implement sufficiently

rigorous fiscal and monetary policies. This seems particularly likely in

the conservative scenario, in which the warning signs from rising inflation

would be suppressed by price controls. The result would be growing

macroeconomic imbalances, increasingly severe shortages and rising black

market prices. The liberalization and restructuring of the economy could not

proceed under these conditions, and as action was promised but not

delivered, the commitment even to the ultimate objective would quickly lose

credibility.

In short, the chances of staying with a conservative strategy through

the medium term are slim. The best that would have been achieved in the

meantime is the postponement of both the costs and the benefits of

restructuring. In the worst case, the costs themselves would have risen, as

the administered supply system broke down, and financial imbalances

continued to mount. The result may lie somewhere between these two

outcomes, though in our view it would probably be nearer that of the worst

case.

In advocating the more radical approach we are well aware of the

concerns of those who recommend caution--we are also aware that even the so-

called conservative approach would until very recently have been considered

to be extremely radical. There are three main concerns about the radical
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approach. The first is that it would impose unnecessary hardships on

consumers, particularly the more vulnerable groups. For that reason, we

recommend programs that will mitigate the adverse effects of the transition

on consumers. We also recommend that controls be kept temporarily on the

prices of some public utilities and housing rents. The second is that price

decontrol in the face of macroeconomic imbalances, extreme concentration of

economic power and supply shortages and inelasticities could lead to a

serious wage inflation spiral and large monopoly profits. Therefore,

macroeconomic stabilization must accompany price decontrol and privatization

and denationalization must begin as soon as possible and be accompanied by

trade liberalization.

The third concern is that undue burdens could be placed on enterprises

that would be viable if given time to adjust. We therefore recommend

cushioning the impact of the transition to world market prices for a

selected group of goods. Following a significant initial adjustment, the

balance of the change to a world market price would be phased in over a two

to three year period. This could be done through declining border taxes

which give protection beyond that provided by the general tariff, and on the

export side through declining export taxes on a few basic inputs (in

adequate supply), particularly energy. In addition, the proposed union and

republican stabilization funds would provide technical and financial

assistance to firms that were prepared to undertake well-designed

restructuring programs and which showed promise of being viable after the

restructuring. And finally, procedures, including bankruptcy, are envisaged

that would facilitate the reorganization of otherwise viable firms through
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the write down of excessive past debts. These cushions should help reduce

the losses in employment and output that will inevitably accompany the

restructuring program. However, they must be managed with care if they are

not to compromise the longer term objective of restructuring enterprises to

a competitive market economy.



DRAFT lds 11/30/90, 4:55 pm

C:\WP\DATA\PPR3\MACRO.SF

V. Main elements of a recommended strategy

1. Macroeconomic policies

The need for restrictive fiscal and monetary stabilization measures

supported by incomes policy is recognized in all reform plans.

Stabilization is needed to contain the inflationary pressures arising from

hitherto suppressed inflation and the associated monetary overhang, and to

ensure that budget deficits do not further increase the overhang. In

addition, control of credit expansion will contribute to the hardening of

enterprise budget constraints. Beyond the immediate requirements of

financial stabilization, structural reforms in the fiscal, monetary, and

external sectors will both support short run stabilization efforts and

provide the means for continued macroeconomic stability in the medium term.

a. Stabilization policies

The monetary overhang and the need to increase the relative prices of

certain major inputs and consumer goods makes high inflation inevitable in

1991. Under the current policies scenario for 1991 discussed earlier, the

budget deficit is likely to exceed 5 percent of GNP and inflation to rise to

over 50 percent, even on the assumption of a relatively tight monetary

policy, continued controls on the prices of many goods, and only partial

wage indexation. The real risk that the outturn for 1991 under current

policies could be worse has already been noted.

The radical scenario described above assumes a tighter stance of fiscal

policy (with the budget deficit declining to under 3 percent of GNP) and

rapid price decontrol. The fiscal contraction would support the monetary
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restraint needed to control inflation, since a deficit of this magnitude

should be largely financeable through borrowing from the nonbank public and

some revenues from privatization of small enterprises. Incomes policies

would be used to buttress fiscal and credit policies. It is nonetheless

likely that prices would rise more in 1991 if the radical program were

adopted than under the policies now anticipated.

The dangers of an inflationary spiral raise the question of whether the

monetary overhang should not be attacked directly, for instance through

monetary reform. We share the concern that administrative interventions

aimed at household assets, such as freezing of their deposits, might

undermine popular support for the reform effort and future confidence in the

currency. We note however that a significant part of the monetary overhang

is held in enterprise accounts and that the authorities have announced a

partial freeze of these deposits effective December 1, 1990. While some

excess liquidity could be absorbed by sales of government assets to the

nonbank public, privatization is, for reasons described below, likely to

bring in only small amounts in 1991. While inflation will eat into the

overhang, it might also be useful to offer relatively short term indexed

bonds, convertible in due course to shares in privatized enterprises or

housing.

In the general inflationary environment, with some firms facing soft

budget constraints, and others managed by workers, there is a real danger of

a wage-price spiral. For that reason, the government is imposing a tax on

firms whose wage bill rises more rapidly than their value added. It would

seem preferable either to put a uniform cap on -the growth rate of either the
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average wage, or on the wage bill, and then reformulate the tax so as to

penalize enterprises which exceed that cap.

b. Fiscal policy for 1991

The target budget deficit of 2.5-3 percent of GNP for 1991 will be very

difficult to attain. Efforts to achieve it will have to focus on revenue

measures taken within the current fiscal system, and reductions of major

expenditure categories. (1) Existing turnover taxes, which are variable

wedges between wholesale and retail prices, should be quickly replaced with

fixed rate ad valorem taxes which would imply a full pass-through to the

retail level of any increase in wholesale prices of taxed commodities. In

the process, it would be most desirable to improve the turnover tax further

by streamlining the rate structure and broadening the base to include

imports, and to complement it with excise duties on, for example, alcohol,

petroleum products, tobacco and luxury goods. These reforms could begin to

lay the ground for the introduction within two to three years of a VAT.

(2) Price subsidies should be significantly reduced from their 1990 level,

and other methods of selective compensation provided, as described later.

(3) Substantial additional revenues could be raised through a mandatory

dividend payout for state enterprises. (4) Existing tax preferences and

exemptions should be drastically reduced. (5) Further efforts should be

made to cut back lower priority expenditures, including subsidies to loss-

making enterprises, defense outlays (which, even at the possibly understated

level of about 7 percent of GDP, absorb a higher share of resources than in

most other large countries), and expenditures on personnel and

administration. (6) A new tax (e.g., in the form of royalty on oil
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production) could be levied to absorb a part of the gains accruing to oil

producers from higher prices and a more depreciated exchange rate.

c. Structural fiscal reforms

The evolution of government finances over the next few years will both

reflect and influence the overall reform process in the economy. An early

definition of the respective revenue raising powers and spending

responsibilities of the union and subnational governments, in particular the

republics, is essential. As the reform process proceeds, the tax system

will need to be changed further, and a restructuring of expenditures will

also be needed to reflect shifting priorities at national and subnational

levels. The tax administration will require extensive reorganization and an

overhaul of procedures to adapt it to a market economy. There will also be

a need for substantial reforms of the budgetary process, which to date has

been tied closely to the plan.

(1) Intergovernmental fiscal relations

A new framework of intergovernmental fiscal relations is expected

to be included in the Union Treaty. One view is that primary authority in

budgetary matters should remain at the union level, with clearly defined

revenue and expenditure responsibilities for subnational governments; the

other is that the republics should be given virtual sovereignty over fiscal

matters with a limited set of spending responsibilities given to the union,

and financed through negotiated upward transfers of revenue from the

republics. Until this debate is resolved, there will not be clear rules for

the sharing of revenues and expenditure responsibilities, the role of

compensatory intergovernmental transfers, and limits on deficit financing.
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These issues will not be decided on economic grounds alone.

Nevertheless, economic arguments and evidence suggest that a system of

upward revenue sharing would have many disadvantages. It would severely

limit the use of the union budget as an instrument of macroeconomic

management; and, depending on the limits that can effectively be placed on

the budget deficits of republican governments and their financing, it might

weaken budgetary discipline at all levels of government. A system which

gave each level of government autonomous and well-defined revenue-raising

powers would appear to strike a more reasonable balance between

macroeconomic management considerations and the rights of subnational

authorities--though such a system would also have to include limits on the

ability of each level of government to run deficits. The revenue sharing

formula could, for example, assign different tax bases to different levels

of government, or make use of arrangements for tax sharing or tax

overlapping that are in common use elsewhere.

Given the wide differences among republics, there are likely to be

significant differences between subnational governments in the level and

composition of taxation and public expenditures. The scope for such

differences would, however, be circumscribed by the effective enforcement of

an all-union market with free movement of goods and factors of production.

Differences in taxing capacities will require some redistribution of

resources through the union budget.

(2) Tax policy and administration

There have been several changes in the traditional revenue system

during the reform process. The recent reform of enterprise taxation, which
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has replaced most transfers from state enterprises to the budget with a

company profit tax levied at a basic rate of 45 percent, is a significant

step towards more transparent, predictable and neutral taxation of

enterprises. As such, it is more consistent with a system of private

ownership of enterprises. However, serious deficiencies remain in the

definition of the profits tax base. In particular, the treatment of

depreciation and deductions for wages and interest costs needs to be

reconsidered. So do the envisaged confiscatory tax rate for "excess

profits," and the granting of tax preferences to certain categories of

enterprises.

The reform of the individual income tax seems to increase the

progressiveness of its rate structure but maintains its basically schedular

nature, with tax rates differing with the nature of the income. The top

marginal rate of 60 percent will deter taxpayer compliance, and the

multiplicity of brackets complicate administration. At some stage, the base

should be widened to cover other income categories (such as interest

receipts), which are likely to grow rapidly in a market-type economy. The

replacement of different schedules for various types of incomes with a

global personal income tax will probably need to wait for a substantial

strengthening of tax administration. Given the price increases expected in

1991, it will soon become necessary to adjust direct taxes for inflation.

Taxation of foreign trade will need to be reconsidered as the trade and

exchange system is reformed and as exchange rate policies are modified.

Changes will have to balance revenue considerations with those of speeding

up the integration of the economy into the world trading system.
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It would be advisable to move as quickly as possible to a more arms'

length relationship between the tax administration and taxpayers (in

contrast to the relationship between enterprises and branch ministries

prevailing under the traditional system). Revised tax laws and regulation

should narrow the scope for discretion by the tax administration. It will

also be necessary to develop modern procedures for tax collection,

processing of returns, enforcement and audit; and to reorganize the expanded

National Tax Service while beginning to computerize it.

(3) Restructuring of government expenditures

Economic reform will require a substantial restructuring of

government spending over the next few years. For instance, imposition of a

hard budget constraint will make it necessary to eliminate various forms of

budgetary and extra budgetary support for loss-making enterprises. Programs

for support of enterprises undertaking restructuring and for individuals

displaced in the process will need to be transparent, limited in time and

amount and designed to facilitate rather than slow the process of

adjustment.

The pension reform due to begin in 1991, which among other things links

pensions to minimum wages, can be justified by the erosion of real benefits

over recent years, and the need to protect the most vulnerable groups during

the transition period. There is nonetheless a need for caution in the

phasing in of benefit increases, currently scheduled to take place over a

four year period. It is intended that the reformed pension system should

remain on a pay-as-you go basis without budgetary support; this should

determine the pace of further scheduled increases in the payroll taxes over
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requirements further, notably by gradually raising the retirement age for

most occupations, and by lengthening the service period over which pension

benefits are calculated. Pension and disability programs ought not be used

as hidden unemployment compensation, especially as an unemployment insurance

program is to be introduced shortly.

A more integrated approach to manpower and wage policies for the

government sector is desirable, including an adequate dispersion of civil

servants' salaries and a substantial trimming of the government payroll.

Such changes could yield a significant budgetary savings, and improve the

quality of the public service.

The flexible interest rates that are needed for effective monetary

policy will have important implications for the budget. Some of the impact

of higher interest rates on bank deposits can be absorbed by the banking

system or passed on to borrowers or both. The budget will also have to bear

the cost of market interest rates on new government paper.

While there may be a valid rationale for the creation of extrabudgetary

funds for certain well-defined and limited programs financed from earmarked

revenue (notably the soon-to-be established Social Security and Employment

Funds), the envisaged proliferation of such funds could seriously undermine

the stabilization role of fiscal policy. It would also weaken the scope for

unified scrutiny and control of the budget by policymakers.

d. Monetary policy

In the absence of developed financial markets, monetary policy has to

operate by administrative methods. The recent increase in nominal interest
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rates is a step in the right direction. However, interest rates remain well

below the true rate of inflation, and--by a much wider margin--below the

inflation rate likely for next year. Following the jump in prices at the

outset of price liberalization interest rates should be raised further, to a

level that provides the prospect of a positive real return on financial

assets. Higher real interest rates would discourage stock accumulation, and

go some way to help ensure a more efficient allocation of credit. Although

full liberalization of interest rates may have to await the development of a

more competitive banking system and the strengthening of central bank

supervision, early steps could be taken in that direction. For example,

administrative control over bank interest rates could be limited to setting

a floor on deposit rates and a ceiling on lending rates.

In the near term it will be advisable to continue to set quantitative

ceilings on bank credit--supported by adequate and firmly enforced penalties

for excesses. Such controls if successfully enforced can limit the total

volume of credit flowing from financial intermediaries to firms and

households, and thereby help harden budget constraints. Inter-enterprise

credits typically will rise in any period of credit constraint, partially

offsetting the impact of the constraint. Such credits have to be monitored,

but there is no simple way to prevent them increasing.

Beyond the credit ceilings, we recommend the imposition of reserve

requirements at a uniform rate for all banks and types of liabilities. This

would not only reduce the amount of credit banks would extend on any given

deposit base, but also would begin to put in place indirect mechanisms of

credit and monetary control. The use of market-oriented instruments of
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control should be extended over time. These would include short-term

refinance and rediscount facilities (at rates higher than those on bank

deposits) and sales to the banks and others of government paper.

There cannot be assurance about the role of monetary policy-making in

the coming year until a new central bank law is approved. Passage of this

law has been slowed by controversy over the sharing of responsibilities in

the monetary and credit areas between the union and the republics. The

picture emerging is that of an autonomous Union Reserve System, consisting

of the Gosbank and republic central banks and based on a single currency.

But the present draft leaves open important policy, operational and

organizational issues, which could affect the scope for conducting a unified

monetary policy. It is unclear to what extent the proposed accountability

of the union and republican central banks to their respective Supreme

Soviets could constrain their autonomy and hamper financial and monetary

discipline. Finally, the effective degree of independence of the Board of

Governors will be in doubt until its composition is settled and it begins to

establish a performance record.

Recourse by the union or the republics to central bank financing should

be banned. Financing by other banks, including the savings banks, should be

contained within strict limits, defined annually in the respective budget

laws, and should be consistent with the overall targets of monetary policy

set by the union reserve system. Experience in other countries also suggests

that limits should be set on foreign or domestic borrowing with union

guarantees by subnational governments
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Some reforming socialist countries have based their stabilization

programs on the nominal anchor of a fixed, and to begin with, heavily

undervalued, exchange rate, combined with current account convertibility.

That approach has major attractions. In particular, the unrestricted

availability of imports at a price provides competition for domestic

producers. It also simplifies the task of monetary management, which has a

clear guiding principle--to defend the exchange rate.

However, we do not recommend this approach immediately for the USSR,

whose enterprises have had very little exposure to world markets, and where

the shocks of relative price changes will be great. We also accept that

more information is needed about the level of the exchange rate needed to

clear the foreign exchange markets. In the first instance, therefore, a

dual rate system may be necessary, with the commercial rate coexisting with

a free rate set in the soon-to-be-established foreign exchange market.

A dual exchange rate system provides incentives for a variety of

distortionary practices so long as a significant gap remains between the two

rates. Achieving a unified market may require further depreciation of the

commercial exchange rate, and will certainly require tight financial

policies. The key to transition is to channel increasing proportions of

transactions through the market. To this end, the percentage of the foreign

exchange receipts that exporters are required to surrender to the

authorities at the commercial rate should be kept to a minimum, and made

uniform. Exporters should be required to tender the foreign exchange not

surrendered to the foreign exchange market within a set time and not be
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allowed to hold balances indefinitely in retention accounts. All

enterprises should have free access to the market; and preferably government

imports should also be financed through it. Unification of the two rates

should be achieved within one or at most two years. The appropriate conduct

of exchange rate policy after unification (floating or pegging) is a

question best decided at that time on the basis, in particular, of the

stance of financial policies, and the availability of resources to defend a

particular rate.

It has been suggested that there will be a separate foreign exchange

market in each major republic, fed by both the surrender of currencies by

enterprises and the republic's own reserves. Although, given the size of

the USSR, it is natural that there should be several foreign exchange

markets, the efficient allocation of foreign exchange resources requires

that arbitrage be facilitated across those markets.

The division of foreign exchange reserves between the union and

republics is also at issue. Given controls over access to foreign exchange,

and their desire to set up their own exchange markets, the individual

republics are concerned to obtain as large a share of the exchange reserves

as possible. From the economic viewpoint, it is advantageous to centralize

exchange holdings. As the ruble becomes convertible, a unified intervention

policy will be required and any justification for the fragmentation of

reserves will cease to exist.

Responsibility for the servicing of outstanding and future debt and,

more generally, for the management of foreign exchange reserves is also a

subject of debate between the union and republics. A recent presidential
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decree calls for the establishment of a joint union-republican fund to

manage the bulk of foreign exchange surrendered by exporters. The fund

will, inter alia, service outstanding and future debt of the USSR. Forty

percent of export proceeds are to be utilized for this purpose in 1991. It

is envisaged that, in the future, individual republics may borrow abroad,

and will then be responsible for the service of that debt. For this

purpose, a decree proposes that 10 percent of surrendered foreign exchange--

net of the amount for the service of external debt of the union--would be

transferred to the republics. Given the impact that creditworthiness

problems in one republic would be likely to have on the ability of others to

borrow, some mutually agreed safeguards would need to be put in place.

Similarly, the proposed decentralization of foreign trade activities,

albeit welcome in itself, raises the risk of a further loss of central

control over external financing, with a possible proliferation of arrears in

payments to suppliers. Arrears have risen again to a relatively high level

in 1990. While a decentralization of foreign credit operations is necessary

to promote a market-based trading regime, an effective mechanism to monitor

all external financing obtained by enterprises engaged in foreign trade is

also necessary because failure by a few borrowers to service their debt

could easily give rise to generalized refusals to lend to Soviet

enterprises.

f. Incomes policies

Wage policy poses a critical problem during the transition period. The

USSR has no developed industrial relations system and no tradition of

decentralized wage setting in competitive labor markets. There is therefore



-14-

a particular risk that the initial spurt of prices inevitably associated

with price liberalization will give rise to wage demands that could

contribute to a wage-price spiral. This risk would increase if state

enterprises continued to have easy access to credit, or if inter-enterprise

credits emerged as an important alternative financing mechanism, and if the

practice of management being elected by workers continued.

As the hard budget constraint is enforced, wage determination can

increasingly be left to collective bargaining. But at the start of the

reform process, wage pressures will need for a time to be contained through

an incomes policy that would seek to cap wage increases. On the other hand,

continued support for the reform process, and concern for the welfare of the

population, requires that wages also be to some extent protected from

inflation by building in a floor for wage increases. These should be

temporary expedients to be phased out when possible.

The stated intentions of the authorities are only partially in line

with this approach. It is intended to protect the purchasing power of

incomes through indexation. The program calls for 50-70 percent indexation

of wages, and 100 percent indexation of pensions and family allowances to

the price of a minimum consumer basket, with the degree of indexation

declining with income levels. If, as seems likely, the prices of the

minimum consumer basket rise by more than the average increase in prices

then it would seem that the proposed mechanism could become an engine for

wage inflation. The program also envisages supplementary taxes being

assessed against firms to the extent that their wage bill rises more rapidly
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than value added. There is a serious risk that--in an environment of still

soft budget constraints, liberalized prices, and substantial monopoly

power--a wage-price spiral would develop as higher wage costs are passed on

to prices.

The wage tax could be supplemented by a cap on wage increases, in the

form of a uniform limit for all state enterprises on the growth rate of

either the total wage bill or the average wage. The delinking of wages from

enterprise revenue under either of these approaches would help prevent a

wage-price spiral. The choice between the two forms of wage limit is not

clear cut. The advantage of a cap on the growth of average wages is that it

would reduce the likelihood of excessive shedding of labor, while the risk

is that firms would find it too attractive to hold on to lower paid

employees. By contrast, the wage fund approach might encourage more

extensive labor shedding, but also discourage expanding enterprises from

increasing employment.
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2. Systemic policies

a. Price reform

Nothing will be more important to the achievement of a successful

transition to a market economy than the freeing of prices to guide the

allocation of resources. Early and comprehensive price decontrol is

essential to ending both the shortages and the macroeconomic imbalances that

increasingly afflict the economy. As the integration of the economy into

the world economy proceeds through trade liberalization and current account

convertibility, domestic relative prices for traded goods should be aligned

with the structure of world market prices.

We see only a few areas where a case for state intervention in price

setting might remain, but even in these instances prices should be raised

substantially at the start of the reform process. First, public utilities

(including public transport) are likely to remain public monopolies as in

many other countries. Therefore, their prices are likely to continue to be

regulated administratively. Second, in the housing sector, rents are

currently minimal. They will have to be raised to cover maintenance costs

and to create an incentive for construction and the purchase of dwellings.

Money wages will also have to be adjusted to reflect the monetization of

in-kind payments for housing. But present distortions are very large and

the full set of supporting measures, including the legal and financial

reforms needed for a properly functioning housing market, cannot be put in
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place immediately. Thus, rents (only for existing housing) will have to

continue to be set administratively, with the intention of moving as swiftly

as possible to a market system.

Third, intervention through border taxes might temporarily be warranted

for a small set of basic inputs, especially energy products, extensively

used in industry and to provide protection to enterprises that could be

endangered by sudden import competition despite good prospects for medium

term viability. This would avoid the need for administered price controls,

central allocation of these inputs, and export controls. The rationale for

making this a phased rather than a sudden transition to world market prices

is to provide enterprises time to adjust to the new situation. Indeed,

unless the rise in such prices is constrained, the solvency of much of the

industrial sector might be jeopardized. However, it is equally true that a

failure to allow price correction early in the reform process may weaken the

incentive for more efficient use of the inputs concerned.

An announced timetable for the transition to world prices and the

initial price increase would have to be established. Drawing the balance

between the benefits and disruptions stemming from very rapid price changes

is a matter of judgment. We would tend to favor a faster rather than a

slower pace. For energy and a few other basic raw materials, a transitional

mechanism could be envisaged involving the imposition of a temporary export

tax set initially at a level which makes a large step toward world prices

(e.g., 50 percent in the case of petroleum) and declining to zero by the end

of three years as full convergence is achieved.
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The impact of price increases for food and other basic consumer goods

is a matter of particular concern. While the current subsidies encourage

wasteful consumption of some goods such as bread, and some initial decline

in the real incomes of households will be an unavoidable cost of the

reforms, price increases should not be allowed to place an unacceptable

burden on the more vulnerable segments of the population. The preferred

approach to mitigate this effect would be a combination of increases in

pensions and other transfers to individuals not active in the labor force

and supplementary income transfers to targeted groups (e.g. households below

a particular--regionally adjusted--poverty level).

If, as some have cautioned, means-tested income support is too

cumbersome to be put into effect in the near term, an alternative would be

to give each person ration coupons carrying the right to purchase a fixed

quantity of certain essential goods at a specified price. Those wanting

more of such goods would be able to purchase them at the unsubsidized market

price. A variant of this approach would be to provide each person with a

given amount of food stamps which could be used as money in buying eligible

foods at regular market prices. Since the stamps would have a fixed

monetary value, an individual's real consumption would vary with the market

price of the goods concerned, but the budgetary cost of the subsidy would be

fixed.

Because of the special importance of food prices, we further recommend

that, in the early stage of reform, the government use imports to stabilize

retail prices of the most sensitive basic consumer goods--bread, milk, and

meat. To be effective, however, a strengthening of the distribution network
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would be essential. Such imports should be a temporary device only for at a

minimum the USSR should quickly be able to feed itself.
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V.2.b. Enterprise Reform

The industrial sector consists almost entirely of huge state-owned

firms. Average employment in the 47,000 enterprises exceeds 800 workers; an

estimated 30-40 percent of total industrial output is accounted for by

products for which there is but a single manufacturer. Even when there is

more than one producer, industrial branch ministers cartelize their

activities. Seventy-five percent of production orders and inputs come from

the state, while prices are administered rather than market-determined.

Alongside these giant enterprises are a growing number of much smaller

firms operating largely outside the state planning system and having an

unclear legal status. By October 1990 there were approximately 215,000

cooperative enterprises employing about 5.2 million workers. Many

cooperatives have leased whole plants or operate units of on-going state

enterprises. Individual ownership in the industrial sector is limited to

artisan activities involving no employees.

Managers of state enterprises have been given increasing responsibility

for decision-making over the past three years, and there has been a

proliferation of new forms of enterprise. A process of spontaneous

privatization is taking place in large sectors of industry through the

leasing of facilities to cooperatives consisting of the managers and workers

of state enterprises. Given the uncertainty of ownership rights, including

the right to sell enterprise assets, the incentives of new managers tend

toward short-term income maximization at the cost of enterprise

decapitalization.



2 -

The present setting is one o.f confusion and strain that can only be

satisfactorily resolved by moving as fast as feasible to clarify and change

ownership and enterprise goals so that firms begin to base their decisions

on commercial criteria in a competitive environment. This will involve

procedures for ownership reform, demonopolization, and the enforcement of a

hard budget constraint on enterprises that continue under state ownership.

(1) Ownership Reform: Privatization and Denationalization

While the ultimate goal of ownership reform is to privatize almost

all enterprises in the USSR, an intermediate step of denationalization--

moving effective control away from the bureaucracy to a more commercially

oriented management and control structure--will be necessary for most large

firms.

Rapid privatization would not only hasten the benefits of private

ownership but can also yield revenue at a time when both the budget deficit

and the monetary overhang need to be cut. However, there are also

disadvantages to trying to move very fast in this area. When relative

prices are still unsettled, the value of enterprises is difficult to assess.

Firms might be acquired at far below (or even far above) their actual

values, and ownership might become concentrated in the hands of a relatively

few individuals with money or connections. Moreover, the state's productive

assets are valued at a sum far in excess of the savings available to the

private sector, so that even for small enterprises, provision may need to be

made for buyers to pay in installments.

An alternative approach would be to assume that since these

complications cannot be quickly resolved, the prospective revenues from

privatization should be forgone in the interests of speed and distributive
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equity. This could for example be accomplished through a voucher scheme

that gave shares to citizens. But such giveaways have a number of

disadvantages. Most importantly a voucher system would result in widely

scattered ownership which would be unlikely to result in effective

monitoring and control of enterprise managers. If use were to be made of

the voucher system its disadvantages could be reduced by transferring the

ownership of enterprise shares to holding companies that would exert

effective ownership control. The shares of the holding company could then

be distributed to the public.

To strike a balance between the desirability of moving rapidly and the

practical impossibility of doing so effectively on a large scale, it is

necessary to use a flexible approach that varies according to the type of

activity and size of enterprise, and, if necessary, the preferences of the

different republics. The need for revenues to help cover some of the costs

associated with the economic reform--among them the costs of restructuring

potentially viable enterprises, of cleaning up the balance sheets of banks,

and beginning to catch up on the backlog of necessary infrastructure

investments--argue for sales rather than give-aways. However, there may

well be advantages to giving away some shares in some of the larger

enterprises.

We support the rapid privatization of small enterprises through

outright sales to individuals, cooperatives, and others. Assets should be

sold through open and well publicized auctions and as quickly as possible.

Payments in installments should be permitted to promote both rapid sales and

a wide distribution of assets. It is of special importance to privatize

transport, storage, and distribution services rapidly. These are sectors
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where assets--e.g., trucks, warehouses, retail shops--are easily sold off in

small units, and where existing service monopolies can therefore be broken

quickly. Privatization in these areas is vital to overcoming bottlenecks

that otherwise slow supply responses, especially in agriculture. The

privatization of larger enterprises will necessarily take longer and could

proceed along essentially either of two paths: the direct sale or leasing

of divisible product lines, stages of production, or service activities; or

alternatively, in two stages, beginning with denationalization through

conversion into joint stock companies under the initial ownership of state

holding companies created for this purpose. Privatization would then

proceed through direct sale of shares, or through the sale of shares of

mutual funds.

Direct sales would be by open and well publicized auctions and should

require a significant equity down payment by the new owners, allowing the

balance to be financed on normal market terms. Leasing arrangements could

be used for all sizes of enterprises. To ensure that lease holders have an

adequate interest in protecting the value of leased assets, they should be

able to sell lease contracts, subject to antimonopoly laws and regulations.

Over time, as financial savings and markets develop, shares remaining with

state holding companies could gradually be sold to individual and

institutional investors, including pension funds and insurance companies.

Alternatively, or in addition to selling off their holdings enterprise by

enterprise, the original holding companies could, in effect, convert

themselves into mutual funds, selling shares in their portfolios.

It has been proposed that preferential treatment in the buying of

property and shares be given to labor collectives. Experience of labor-
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managed enterprises in other countries, however, has been disappointing.

Workers in control of their own enterprises have tended to concentrate on

the relatively short-term maximization of their own incomes, so limiting the

employment of new workers and running down the assets of the enterprise over

time. Accordingly, substantially less than a controlling share might be

made available on a preferential basis to an enterprise's own work force,

and these shares should be distributed to workers on an individual rather

than collective basis. Workers would enjoy the same ownership rights as

other shareholders, including the right to sell their shares (as well as to

acquire new shares) in the market.

Another issue that needs to be resolved concerns the treatment of the

debts of existing enterprises. As a general principle, debt in excess of a

firm's assets should be written down: a nonviable firm should not be passed

to new owners. In the case of leased assets, the debt liability would

remain (along with the asset ownership) with the lessor, but the related

debt service would be included in the lease payment. Valuation will be

exceptionally difficult, but it will be important to avoid arbitrary and

opportunistic valuation of assets. A review procedure for sales and leasing

contracts, vested in independent government agencies answerable to the union

and republican Parliaments, could help in this request. Such reviews should

be limited to the most questionable cases which could be brought to light by

ensuring widespread publicity for all such arrangements.

(2) Demonopolization

There is also an urgent need for an effective framework of

antimonopoly laws and regulations, along with the institutions to enforce

them. The framework should abolish so-called "profile restrictions" that
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limit the range of goods that a firm can produce, assure the rights of new

entrants, help prevent collusion among enterprises and discourage predatory

behavior that would lead to the monopolization of an industry. The current

tendency for enterprises to join together in large associations is a matter

of concern. One major barrier to the entry of new firms is the highly

monopolized state supply system. The breakup and privatization of wholesale

trade should thus be among the first priorities of economic reform.

While state action is necessary to support demonopolization, markets

can provide powerful pressures against monopoly. The removal of

quantitative restrictions on imports, coupled with reasonable tariff levels,

would put an effective ceiling on the ability of domestic enterprises to

raise prices of tradeable goods. During the transition period, monopolistic

firms would inevitably be able to reap higher than normal profits. But

provided there is free entry, these profits themselves will encourage new

entry into the industry and consequently demonopolization.

(3) Management of enterprises under state ownership

Large enterprises should operate as joint stock companies so long

as they continue under public sector ownership. State-owned shares could be

held initially by state holding companies charged with operating the

entities for which they are responsible as commercial market-oriented

enterprises. To encourage competition, ownership of enterprises producing

the same goods or close substitutes should not be concentrated in the same

holding company. Nor should holding companies cross-subsidize some

enterprises with the profits of others. Holding companies, while monitoring

and assessing enterprises' performance, should not interfere in daily

management. In the interest of limiting losses, the holding company should
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where necessary arrange the restructuring of enterprises, and liquidate the

chronic loss-makers in its portfolio.

The holding companies would exert ownership rights through boards of

directors whose members would be appointed and held responsible for their

performance. The boards would be directly responsible for setting

enterprise policies, monitoring performance, and hiring 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 main weakness of such a system is that, in practice, it might prove

difficult to insulate holding companies from political pressures or to

prevent those who now run the branch ministries taking their traditional

management cultures with them to the holding companies. A possible way

around these difficulties would be to establish very strong management

incentives at both the individual enterprise and holding company levels tied

to the medium-term success of their companies. Another important weakness

is likely to be a shortage of trained and experienced managers.

(4) Imposing a hard budget constraint

Enterprises, whatever their ownership, will respond to market

signals and to the pressures of competition only if their owners and

managers are truly held responsible for the financial results of their

decisions. Such responsibility requires the imposition of a hard budget

constraint, which means that losses should not be covered by transfers from

other enterprises, the budget, or automatic credits from the financial
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system. Financial autonomy needs, of course, to be accompanied by more

general managerial autonomy which permits enterprises to adjust to changing

constraints and opportunities. The hard budget constraint should be

implemented as rapidly as possible, both as an incentive for enterprise

reform and as a contribution to macroeconomic management.

Because it will take time for many enterprises to adjust to the new

economic conditions, the creation of union and republican stabilization

funds has been proposed, with independent administrations, to provide

financial support for properly justified restructuring efforts. There is a

risk that such funds become substitutes for, rather than a complement to,

the needed restructuring. A strict budgetary constraint on the resources

available to them and rigorous criteria governing both their activities and

their financial results should limit this danger.
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V.2.c. External trade reform and foreign direct investment

(1) External trade reform

The conditions under which foreign trade is presently conducted

are heavily distorted, and this situation cannot change fundamentally until

domestic prices are liberalized. Due to the continuing existence of state-

trading arrangements, licensing, quotas, multiple exchange rates, border

taxes of various kinds, and prohibitions on "middleman" activities,

incentives to engage in trade are-largely unrelated to inherent comparative

advantages or underlying cost-price relationships. Initial reforms have

created a situation in which trading rights are in principle widely

distributed, but in practice limited by pervasive quantitative restrictions

and inadequate access to foreign exchange.

This state of affairs reflects in part the fact that reform efforts to

date have attempted to pursue too many, and often contradictory objectives:

insulating domestic prices from pressures coming from abroad; encouraging

higher value added exports while protecting the domestic availability of

scarce goods; assuring balanced trade while maintaining an overvalued

exchange rate; and preventing decentralized decision makers from reaping

"undue profits" by exploiting the distortions that the system has created.

Most of these objectives have not, in fact, been achieved.

Trade performance, especially the lack of dynamism of exports of

manufactured goods to Western markets and continued reliance on exports of
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energy products and raw materials, has been unsatisfactory. In addition,

the growing disruptions and shortages in the domestic economy have been

spilling over into the trade sector through the failure to complete

contracted deliveries, a scramble for imported inputs and consumer goods,

and a resultant sharp deterioration in the overall trade balance.

There are three essential elements in shifting from a system of

centrally administered trade to one in which the determination of exports

and imports is achieved through the decentralized operation of market

mechanisms: first, enterprises must be able to decide freely in a

competitive environment what to buy or sell and on what markets; second,

appropriate price incentives need to be allowed to operate in guiding these

decisions; and third, a system must exist whereby firms are freely able to

obtain the foreign exchange they need to carry out their transactions.

These interrelated aspects of reform require a range of actions.

Rights to engage in foreign trade have in principle been extended to

all enterprises. But to make these effective, licensing and other

quantitative restrictions on trade need to be lifted, and access to foreign

exchange liberalized. At the same time, trading operations should be

demonopolized, so that the gains from trade are not captured by trading

companies with dominant market positions in specific goods, at the expense

of the ultimate producers or consumers. An important step would be to

abolish the branch ministries, so that the trading associations they sponsor

would diversify the range of goods that each handles and the foreign trade

organizations would become independent trading companies. Competition would

also be strengthened by the ending of present widespread prohibitions on
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"middleman" operations in international trade, the rationale for which

disappears with domestic price liberalization.

Even after domestic price liberalization, the structure of relative

prices will differ significantly from the structure of prices on world

markets. One reason is that the commodity arbitrage that characterizes

market economies cannot be expected to play its full role overnight.

Another is the existence of the present jumble of quotas, border taxes and

other restrictions. While allowing enterprises to be abruptly exposed to

the full difference between domestic and foreign prices could be disruptive,

neutralizing such differences through administrative intervention would

prevent price signals from playing their key role in improving resources

allocation. As noted above, a middle way is necessary during the

transition.

The recommended approach is to establish a set of tariffs averaging not

more than 30 percent, with a minimal degree of dispersion, that would serve

as a guide to enterprises concerning longer-run price relativities. In

exceptional cases, temporary border taxes could be imposed to allow domestic

firms more time to adjust to the relative price changes required in the

reform process. If it is desired to restrict consumption of luxury goods,

this should be done through excise taxes rather than high import tariffs or

quotas. Indeed, quotas should not be used at all, because inter alia, the

resulting quota-rents are likely to be captured largely by foreign

suppliers.

In principle, there might be a parallel argument for providing

temporary subsidies to exporting enterprises that were non-competitive in
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foreign markets. However, it is not persuasive for two reasons. First, if

the exchange rate is at a market-clearing level, only a few enterprises are

likely to find themselves in this situation after price liberalization, and

the export sales of such non-competitive firms should not be protected.

Second, most firms' exports account for only a small proportion of their

total sales, which suggests that the loss of unprofitable export markets

would not be the determining factor in the success of their restructuring.

Price signals can be effective in shaping trade only in conjunction

with a mechanism that makes foreign exchange available to firms on a

competitive basis through a foreign exchange market, rather than through

administrative allocation. A substantial increase in transactions taking

place through the free exchange market, and a rapid unification of exchange

rates, is therefore essential.

Over the next several years the demand for imports arising from

economic restructuring and from meeting consumer needs could potentially be

high relative to the foreign exchange available to meet these demands. The

essential task of maintaining equilibrium in the external accounts in these

circumstances will fall on a tight macroeconomic policy and appropriate

relative prices; but there is clearly a premium on identifying those areas

where incremental foreign exchange can be earned most rapidly, either by

raising exports or substituting for imports. Whatever the long-run

comparative advantage of the USSR (and considerations of dynamic comparative

advantage suggest that manufactured goods will over time come to play an

increasingly important role in Soviet trade) it is probable that increased

energy exports and reduced agricultural imports represent the most promising
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near-term approaches to easing the foreign exchange constraint. Domestic

reform to raise efficiency in these sectors (including a substantial

increase in the cost of petroleum to domestic users) would thus seem to have

a particularly high priority from a balance of payments perspective.

In addition to higher oil prices, the intended shift in CMEA

trading relations to convertible currency settlement at world prices is also

likely to ease the foreign exchange constraint in the short run even if, as

expected, intra-CMEA trade volumes decline sharply. The USSR is at present

negotiating bilateral agreements with its CMEA partners. It would not be in

its economic interest to delay the proposed shift to world market prices or

to convertible currency settlement (though this would intensify foreign

exchange constraints on some other CMEA countries). Neither would it be

desirable to direct a large share of trade with these countries through

state orders. Rather, efforts should focus on facilitating decentralized and

market-driven trade among enterprises in the CMEA countries. One step would

be the development of export credit arrangements by which enterprises could

compete on equal footing with Western enterprises in the credit terms

offered for trade, especially in the area of capital goods.

(2) Foreign direct investment

The impact of foreign direct investment has so far been minimal in

terms of both foreign capital infusion and overall contribution to economic

development. A severe limitation has been the inadequacy of the legal and

institutional structures. Other major obstacles stem from the risks and

practical difficulties of conducting business in the USSR, especially given

the persistence of centralized allocation mechanisms. Under these
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circumstances, joint ventures have largely operated in quasi-enclaves

concentrated in the services sector, and specializing in operations where

high returns are possible with low levels of capital commitment through

exploitation of loopholes and inconsistencies in the existing regulations.

Notwithstanding the lackluster performance to date, foreign direct

investment could potentially make a major contribution to the structural

transformation of the economy through capital infusion, the transfer of

technology and managerial skills, and, equally important, by exposing

domestic enterprises to market competition. A substantial increase in

foreign direct investment, however, will only take place after fundamental

improvements have been made to the political, economic, and regulatory

environment. The reform efforts should concentrate on three main areas:

the broad constitutional aspects and legal system; the economic setting; and

the specific regulatory structure applying to foreign investment.

First, as stressed earlier, there is a need for an unambiguous

determination of the legal status of private sector activity and a clear

definition of the regulatory responsibilities of the different levels of

government. Foreign investment may well be regulated under laws, rules and

regulations emanating from different levels of government and full

compatibility is imperative. Given the present political and economic

uncertainties, an amendment to the property law which protects foreign

investors from confiscation and expropriation could be considered.

Second, the economic conditions for conducting business should be

extensively improved. This is as essential for domestic enterprises as for

foreign investors. The latter need to see a rapid development of domestic
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wholesale markets and liberalization of trade so that they can have readier

access to needed inputs. They will need also convertibility of the ruble so

that they can manage their foreign exchange needs; and the development of

domestic credit markets. In addition, potential foreign investors will be

affected by the extent of competition permitted on the domestic market as

well as the extent to which the all-union market remains intact.

Third, regulatory requirements applying specifically to foreign direct

investment should be simplified and legal protection strengthened.

Authorization procedures need to be liberalized and streamlined. Investment

screening policies should be based on transparent and unobstructive

criteria, and confined to a "negative" list of sectors. Impediments to

investment in service activities should be removed. Administrative as well

as legal guarantees are needed for the repatriation of investment income and

the proceeds from liquidation, and for the extension of full investment

protection. Adequate arbitration and dispute settlement procedures should

be put in place. In all these areas, regulatory mechanisms and procedures

should conform closely to internationally agreed principles and

understandings. The draft foreign investment law represents a step in the

right direction but still falls short of international standards. For

example, profit remittances and capital repatriation continue to be

restricted to what can be self-financed from own foreign exchange proceeds.

This might preclude investment in domestic sectors such as distribution and

trade where foreign participation could make an important contribution to

the establishment of competitive markets.
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As a general principle, policies should aim at treating domestic and

foreign investors equally. Similarly, environmental regulations should be

applied without discrimination. If, as a transitory device, the present

discriminatory tax treatment or other incentives in favor of foreign

investors are to be maintained, they should be clearly limited in terms of

budgetary implications and time frame.

During the transition to a market based economy, there may be

considerable scope for mobilizing large scale foreign investment in

particular sectors through self-contained deals, such as capital-intensive

projects in energy and natural resource exploitation and in certain segments

of the reconverted military industries. But these will make sense only in

very few sectors and cases. They should be limited to these, and not be

seen as an alternative to the fundamental reforms needed to attract

investment across a wide range of economic sectors.
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2. d. Financial sector reform

The banking system comprises the State Bank, the State Savings Bank

(which collects household deposits), the Vneshekonombank (which carries out

all foreign exchange transactions of the government) as well as three

specialized banks 1/ and a number of small banks. The system is currently

evolving on two tracks: the division and commercialization of the three

specialized state banks set up to act commercially in 1987, and the rapid

proliferation of small commercial and cooperative banks, which followed the

enactment of the Law on Cooperatives in 1988. The specialized banks

currently account for some 95 percent of total credit, and the more than 400

commercial and cooperative banks for the remainder. The specialized banks

are to become universal banking institutions organized as joint stock

companies. They are also to be completely responsible for mobilizing their

own resources and for their own financial performance. Their shareholders

are initially expected to consist largely of state organizations, but the

situation is complicated by conflicting ownership claims by different levels

of government, and it is possible that they will be broken up along

geographical lines.

A well functioning banking and payments system is an essential element

of a market system. The banking reforms, which started by encouraging the

development of quasi-private commercial banks and the conversion of

specialized state banks into universal joint stock banks, should be carried

1/ The Industry and Construction Bank, the Agriculture Bank, and the

Social Investment Bank.
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forward as quickly as possible to support the growing private sector.

Banking legislation (covering the State Bank and on the Banks and Banking

Activity) should be enacted without further delay, establishing, inter alia,

a strong banking and supervisory authority and setting a common regulatory

framework for the specialized state banks and the new commercial and co-

operative banks. Of equal importance are measures to modernize the payments

system.

Prudential regulations which in anticipation of the new State Bank Law,

have been introduced by way of State Bank instructions are positive steps

toward Western standards. However, the Banking Supervisory Department of

the State Bank should be strengthened to ensure compliance with prudential

regulation. In particular, intensive training of bank inspectors is

required for effective on-site inspections, notably at republican and local

level. Banking regulation and examination should pay increased attention to

the danger of conflict of interest situations and inadequate risk

management. To the extent that these activities should fall within the

competence of the republics it should be ensured that their regulatory

frameworks and supervisory practices are fully harmonized.

The pace of commercialization and subsequent privatization of the

specialized state banks is constrained by the quality of their loan

portfolios. The amount of bad debts is unknown but probably large given

past lending practices, and likely to increase as economic reforms in the

real sector proceed. Existing bad debts should either be written off or

shifted to a special state agency for collection or liquidation. The

treatment of doubtful loans, including provisioning, must be defined to
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provide a sound basis for managers, regulators, and depositors to assess and

protect bank solvency. In addition, accounting standards need to be

upgraded to enable bank managers to engage in adequate profit planning and

cost control as well as risk management. More generally, there is need

for large-scale training of professional staff at all levels of bank

management.

As the essential institutional infrastructure and organizational

reforms inside financial institutions are put in place, their full

commercialization and privatization can follow the principles envisaged for

state enterprises. This will, of course, take some time; in the interim,

the ill effects of inadequate competition could be partly offset by

encouraging the banks to diversify their lending and other financial service

activities, and borrowers and depositors to make more intensive use of their

already established rights to select their banking partners freely. Product

and territorial competition can eventually be intensified by allowing

foreign banks to enter the market in joint ventures with privatized Soviet

banks.

During a brief transition period, the State Savings Bank (SSB) could

remain under state control as the principal mobilizer and intermediator of

household savings. As the government's financing needs are reduced and the

residual financed through a growing securities market, and as the

specialized banks are progressively commercialized, the SSB could expand its

own lending activities through the interbank market and increasingly move

away from its role as a passive intermediary. Its major credit activities
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would then be lending either through the interbank market or, increasingly,

directly to private sector customers.

The proposal to retain one specialized bank under state ownership as a

vehicle for channeling preferential credit to state-designated activities

should be reconsidered. Experience in other countries suggests that

subsidized state directed lending can easily become subject to special

interests; is frequently inefficient and can ultimately undercut the

soundness of the bank itself. A better and more transparent procedure is to

provide such funds, if they are needed, through explicit subsidies from the

state budget.

Given the need to find noninflationary ways to finance the budget

deficit, and to mop up the liquidity overhang, the issuance and trading of

government debt instruments should be encouraged. In the present uncertain

environment, a shift of focus from the long-term end of the market to that

for medium-term and short-term instruments could heighten the appeal of

government paper to savers. The Government also intends in the near future

to support the creation of stock and commodities markets as well as

brokerage companies, insurance companies and other institutions found in

developed financial markets. A commodity exchange has already been opened

in Moscow, and securities exchanges are being opened in Moscow and

Leningrad. This is potentially important, although here too there are

serious gaps in the legal and regulatory framework; efforts in this area

should not in our view take priority over the strengthening of the banking

system. The informal issuance and trading of securities is likely to grow

and can play a role in mobilizing risk capital and in giving liquidity to
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the ownership claims arising from enterprise denationalization. The

authorities should neither endorse nor prevent such activities; but the

risks involved in the absence of a satisfactory regulatory framework should

be adequately publicized.
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e. Labor market, education and training

The structural reforms will create great stress in labor markets during

the transition period. Unemployment will almost certainly rise considerably

before the economy turns around. Thus, policies in the transition must be

concerned both with adapting labor market practices to a market economy, and

with creating an effective affordable social safety net.

(1) The role of government in wage determination

As a general matter, the government should play a reduced role in

wage determination as the transition proceeds. As noted earlier, some form

of incomes policy is required to support monetary and fiscal policies in

preventing the initial adjustment of prices following liberalization from

becoming an inflationary spiral. But the medium-term objectives should be

that enterprises and workers to agree on wages.

At present, wage rates ("tariff wages") are set on a statutory basis

for several thousand individual occupations (compounded by industry and

regional coefficients) and have been left unchanged over an extended period

of time. The tariff structure is topped up by bonus payments, a whole array

of fringe benefits and preferential access to goods in short supply. This

system of remuneration is largely detached from labor supply and demand

conditions. Consequently, a proper incentive structure and an allocative

role for wages to direct labor to its most productive and rewarding use do

not exist. It would be desirable to dismantle the tariff structure and to

transform fringe benefits into wage payments. This would make the
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relationship between pay and work more transparent, and would allow for a

widening of sectoral, occupational and regional wage differentials.

Current policy intentions are to simplify the present structure of

tariff wages and redefine them as wage minima, thereby giving enterprises

freedom to differentiate actual wage increases above this floor so as to

reflect differing scarcities and performances. This would be a first step

towards wider wage differentials, but a more thorough reform of the wage

tariff system should be undertaken as reforms proceed.

(2) Industrial relations

In most market economies, wage agreements are reached through free

collective bargaining. In order to ensure that this occurs at the plant or

enterprise level, workers should be free to choose their representatives.

In this connection, the responsibility for providing social support that is

now entrusted to the official trade unions should revert to the public

authorities or be passed to firms, so that benefits remain available to all

workers regardless of their union affiliation.

In our experience, there is no particular structure of collective

bargaining that is clearly best under all conditions. Decentralized

collective bargaining at the individual enterprise level, although a

flexible instrument, can lead to leap-frogging wage settlements in

situations in which enterprises compete among themselves in accommodating

labor demands. Centralization of bargaining may therefore be beneficial in

limiting wage price spirals but may not be practical in a country as large

and diverse as the USSR. To provide market signals and incentives, wages

need to reflect productivity performance and regional differences in cost of
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living. More appropriate, therefore, would be regional or economic branch

negotiations between employers' organizations and federations of workers'

representatives which could result in guidelines for plant-based

negotiations.

(3) Labor market policies

Open unemployment is a recent development in the USSR. The

Government projects the number of unemployed in 199 at between 3.5 to

6 million, but a much larger displacement would be quite possible. The

incidence of unemployment is likely to be concentrated in regions with

obsolete industrial structures and on vulnerable groups.

Besides economic factors, during 1991 the labor market could be

affected by regional migration, emigration abroad and demobilization. The

Soviet authorities estimate that some 600,000 people might be forced to

leave certain republics because of political instability. This concerns

particularly Russians living in Central Asia and the Caucasus and ethnic

groups leaving unstable regions within the Russian Republic. Furthermore,

the Government is considering changing the emigration law so as to permit

Soviet citizens to leave the country freely. This could lead to large-scale

emigration especially to a few countries with which Soviet citizens have

special links.

Active labor market programs such as placement, mobility and training

can mitigate frictional unemployment, but they are of limited effectiveness

in the case of large scale redundancies. Nevertheless, efforts to build up

the necessary infrastructure, in particular a network of public employment

offices, should remain a priority because of its longer term role is
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underpinning a functioning labor market. The development of small-scale

private enterprise might also be an effective way to mitigate unemployment.

(4) Vocational education and training

A good personnel and institutional base exists in the USSR, on

which skills that will be in demand in a market environment can be developed

to support the restructuring of the economy. Very few citizens join the

labor force without at least ten years of schooling, and the majority

receive either higher education or training in a vocational or technical

institution. In addition, extensive retraining and upgrading of skills are

provided for those who have already joined the labor force. The present

vocational training system is responsive to the changing needs of

enterprises. Rapid structural change will put this responsiveness to the

test, however; vocational training cannot afford to focus too narrowly on

immediate needs at the expense of generic skills.

There may be some areas where training capacity should be developed in

anticipation of future demands--computer-related skills, for example.

However, in general, training should take place in parallel with physical

investment. This calls for close involvement of enterprises in identifying

skill requirements. The most important needs for new training are likely to

be in the areas of finance and management, where the existing expertise is

particularly inadequate and the requirements in a decentralized market

economy are great.

(5) The social safety net

Two aspects of the social safety net should be considered. One

concerns the near-term problem of the needs arising as a result of the
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increases in unemployment that will accompany the economic reform program.

The new Employment Law provides for the social protection of the unemployed

by a combination of unemployed benefits, training and public works. The

design of this package of measures corresponds to the best practices in

Western market economies. Its implementation, however, would require a

fairly sophisticated administrative machinery that does not now exist. It

is essential to have in place a workable system of unemployment benefits

before hard budget constraints are imposed on state enterprises.

Unemployment compensation linked to the locally applicable minimum wage for

the particular occupation, rather than to each worker's own previous salary,

has been suggested. Partly because of the expected higher level of

unemployment and partly because of the inadequacy of the present funding

arrangements, substantial financing from general budgetary revenues will be

necessary in the near term. Over the longer term, arrangements should be

made to finance the normal unemployment compensation program through

contributions from both employers and employees.

The second concerns the longer run, when there will be a need for a

more permanent social security system targeted towards specific vulnerable

groups. Means testing by income levels may be particularly difficult, given

regional differences, and the importance for real income of housing,

subsidies and other benefits. Targeting could be achieved, for instance,

through the provision of milk for infants and school feeding.

Proposed reforms of the pension system, child benefits and other

allowances go in the right direction from the standpoint of interregional

and inter-generational distribution consequences. However, there is reason
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to be concerned as to whether contributions can keep up with planned

benefits over the medium term. Moreover, the pooling of the pension funds

across republics is in danger of degenerating into 15 separate funds with

limited redistribution of resources. Were this to happen, the system of

minimum pensions that has recently been established for the whole population

could become unviable.
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f. Legal Reform

The cornerstone of a market economy is the existence of clearly defined

and reasonably broad property rights, the freedom to exchange them through

legally enforceable agreements, and a system to provide for their reliable

and predictable enforcement. In the USSR, these requirements are far from

fully satisfied. Jndeed a lack of clarity and uniformity prevails at all

levels of government as to where the authority to legislate and implement

the law rests, the nature and extent of executive and legislative powers,

and the appropriate means and methods for law enforcement. The lack of

clarity reflects in part Soviet legal theory which envisages an indivisible

state, and state structures whose jurisdictions are highly integrated and

overlapping. More recently, the disagreements between the central

government and various subordinate territorial governments concerning the

proper relationship between and among the constituent parts of the union has

heightened uncertainty about prospective developments.

While a complete constitutional and or legislative redefinition of the

power of state bodies and the rights of individuals will require time, yet

it is urgent. In the interim, a formal clarification of the discretionary

limits of executive and lower bodies in implementing and enforcing the law

is needed, as are measures to ensure that legal interpretation,

implementation, and enforcement are.uniform at all levels of government.

The Fundamental Principles of Legislation on ownership may need to be

amended to define and equalize the ownership rights of natural persons and
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juridical persons, pending the elaboration of more comprehensive codes at

both the Union and republican levels.

Though the concept of private property rights has been widened in

recent years (for example, the law on Cooperatives and the Fundamentals of

Legislation on Leasing) the legislation lacks clarity on both the

transferability and protection of property rights. Restrictions on the

property of natural persons, for example, assets not yielding income, should

be discontinued; penalties for crimes against properties such as theft

should not vary according to type of ownership; and the scope for

transactions related to properties, including their use as collateral and

their sale to others, should be reconsidered. And there are still a number

of articles in the criminal and administrative codes of most republics that

prohibit behavior that is essential to the functioning of a free market

economy, subjecting those involved to criminal punishments for economic

crimes.

The functioning of a market system depends on voluntary transactions

and relationships governed by contracts which clearly set out the rights of

the contracting parties. The basic principles of contract law in the USSR

need to be updated to support complex commercial relationships, and the

exemption of state enterprises and those falling under the plan--which have

rendered existing contract law ineffective--must be eliminated.

Changes will be needed in the system of civil dispute resolution and

law enforcement. The dispute resolution functions of the state arbitration

system must be separated from its supervisory functions which are exercised

through unlimited rights to review business records, employee and customer

knowledge concerning the operation of businesses and individuals, and to
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conduct " fishing expeditions." Such general supervision over private

activities should be sharply restricted. For the civil courts to function

effectively the relationship between them and the dispute resolution

function of the state arbitration system must be clarified to avoid

overlapping jurisdictions. Judicial autonomy must be safeguarded and the

recruitment and training of court personnel will be important in view of the

prospective growth in the volume and complexity of the work load. Technical

assistance may contribute to the design and carrying through of training

programs.

Current reform proposals call for the creation of an environment in

which market forces are able to operate. A key will be the passage of a

clear and detailed law concerning the relationship between the state and its

employees and agencies, and any business, enterprise or commercial

organization in which the state has an ownership interest, thus giving

legal backing to denationalization. Such a law would define. the permissible

and impermissible relationships between state owned entities and state

bodies. and define management structures with specific safeguards against

interference. For privatization to proceed, clear ownership rights to state

property will have to be established.

Given the highly concentrated structure of production, efforts to

draft an antimonopoly law and implement anti-cartel provisions are needed to

avoid previous habits leading to rigid cartelization and a stifling of

competition. Neither existing firms nor any arm of government must be

allowed to erect barriers to the entry of potential competitors. In

particular, licensing regulations should not be used to limit competition,

and government contracts should be awarded on a competitive basis. And as
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noted earlier, a bankruptcy law is required to permit chronic loss-making

enterprises to fail, and to protect enterprises in temporary financial

difficulties from their creditors.
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V.2.g.

g. Accounting, Auditing, and statistics

Accurate and timely information is an essential input to

economic decision making in a market economy. In the USSR, vast quantities

of information are gathered in forms intended to be of direct use to the

planning authorities but of little use for other purposes; improvements in

both the accounting system and in government statistics are required to

facilitate the transition to a market economy.

The accounting system will need to be revised to generate the

information necessary to present a full and fair view of the financial

position of an enterprise or bank and to provide managers with the

information necessary for key decisions, for instance on investment. Audited

financial accounts, incorporating a proper valuation of assets and

liabilities, will need to be published for the information of shareholders,

creditors, and those entrusted with supervisory authority. This will

require a number of relatively straightforward changes to the present

accounting regulations, perhaps promulgated by a new central professional

body. Getting managers to use the new concepts in their daily work, and

training the necessary corps of accountants and auditors as well as

financial commentators will take longer. Training of government

administrators, inspectors and tax auditors needs to keep pace with

education and reform at the enterprise level.
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The economic statistics currently published are limited and suffer

from a variety of methodological and definitional deficiencies that restrict

their usefulness in monitoring and managing a market economy. There are

particular problems in the areas of the national accounts and in the balance

of payments. The price indices used to aggregate output in NMP bear no

relationship to the cost of production or consumer demand. The statistics

covering the services sector for the purpose of calculating GDP are also

inadequate. On the balance of payments, the authorities record only

transactions on a settlements basis, which exclude a large part of foreign

transactions such as barter trade and trade credits.

The authorities have acknowledged many of these problems: steps have

been taken to correct some of them--for instance by starting to compile

national accounts statistics on an SNA basis--and technical assistance has

also been requested in a number of areas; coverage will have to keep pace

with the expansion of private sector activities. Rapid progress will be

important both to aid domestic decision makers, and to encourage foreign

investment. At the same time the secrecy still accorded a number of

economic and financial statistics requires re-examination.
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4. Sectoral issues

Many of the reforms proposed in this report apply in principle across

the entire economy, but must be implemented sector by sector and industry by

industry. They will lead, more or less rapidly, to important shifts in the

structure of the economy. Indeed, their principal purpose is to begin to

correct the enormous cumulative misallocation and misuse of resources that

central planning has produced.

In what follows, we describe, for the important sectors of the economy,

the major distortions that have emerged over -the years, some of the costs

that they have imposed, and a range of measures which could be taken to

begin the process of rationalization and restructuring. It will be.seen

that in every case the most pressing problems are related directly to a

serious misalignment of prices, giving force to our view that early price

reform is of paramount importance. Together with commercialization and

privatization, which are essential for the determination of an appropriate

price structure, price reform can deliver substantial efficiency gains even

before a major reshaping of the economy has begun. Waste can be discouraged

in the storage and distribution of food, and in the use of energy, metals

and other inputs. Demand for goods and services which are priced well below

their true cost can be curtailed. Pressures on the environment and natural

resources can be reduced. And sectors such as housing, distribution and

transportation--traditionally starved of resources by the planning system--

can begin to develop using their own investable surpluses.
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The capital requirements for a comprehensive renovation and

reorganization of the Soviet economy are clearly enormous. But it must

immediately be said that over past years the USSR has poured enormous

amounts of capital into several of these sectors. The investment ratio of

the USSR has long been one of the highest in the world. The weakness has

not lain in a shortage of capital but in the way it has been used. Capital,

like any other resource in the market sectors of the economy cannot be

allocated efficiently or effectively until a rational set of prices

(including real interest rates) has been established. Even with rapid price

liberalization, it will take time for the new patterns of demand and supply

to emerge and thus for investment to begin to grow again on a broad front.

The measures proposed therefore focus primarily on creating the conditions

for sound future investment.
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a. Environment

Environmental concerns cut across all sectors. Many of the industrial

and agricultural regions of the USSR are on the verge of ecological

breakdown, posing an imminent threat to the health of present and future

generations. Environmental health risks in some regions are up to 10 to 100

times greater than those accepted in most OECD countries. "Severe

ecological conditions" affect 16 percent of the total land area. The

economic costs of this environmental degradation, including its effects on

health and natural resources, are substantial, about 10 percent of GNP

according to the Soviet environmental authorities.

Well-functioning markets can contribute to improvement of the

environment by spurring efficiency in the use of resources including a

reduction of wastage and of the amount of inputs to production (energy, raw

materials, etc.). Industrial restructuring should contribute to the closure

of the least efficient plants, which should have an impact on overall

resources use and on pollution. To the extent that new investments

incorporate advanced Western technology, pollution will be reduced, though

this is likely to occur only in the later stages of reform.

While increased efficiency in the use of inputs per unit of output will

lead to reductions in some pollutants, it will not eliminate the threat from

extensive use of inherently polluting technologies. Because markets by

themselves cannot internalize environmental costs, it is necessary to

establish effective environmental laws, institutions and policies as well as

economic measures, where appropriate, to internalize these costs.
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The allocation of responsibility among levels of government is an

important issue. Experience in other countries suggests that there would be

benefits in assigning the following responsibilities to the union level;

managing trans-republican environmental problems; establishing minimum

ambient and other environmental standards; harmonizing environmental

measures and product standards that might otherwise distort inter-republic

trade and investment; international environmental co-operation; and burden

sharing across regions. Other aspects of environmental authority, in

particular, the application of union-wide standards to local conditions and

the implementation and enforcement of policy measures, should be devolved to

the republics or to regional and local levels. Public bodies will need to

be held accountable for the environmental consequences of their policies.

The creation of effective institutions will take time and require

training, particularly at the regional and local level. The institution-

building effort should be accompanied by a range of instruments

concentrating on: pollution fees and fines which will help finance

administrative costs; user charges on environmental services like water and

sewage treatment to help fund future environmental investments; a monitoring

system to assist in the design and implementation of policy; effective

procedures for establishing standards and, most importantly, enforcing them;

and implementing demonstration projects in priority areas, e.g., river basin

and airshed management.

The design of environmental institutions also needs to take account of

the emergence of environmental groups which have forced the closure of

dangerously polluting factories and-blocked new investment projects. Greater
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access to environmental information, participatory decision-making processes

and effective procedures for assessing the environmental impact provide the

best means of securing the support of these groups.

There is a danger that the severity of budgetary constraints might push

environmental issues to the margins of the reform debate. But if

environmental problems are allowed to accumulate, they become more expensive

to correct and impose a greater burden on later generations. Policies can

be focused on a limited number of priority problems and emphasize

inexpensive, cost-effective approaches such as accident prevention and

emergency response at ageing facilities; environmental audits at production

facilities;.enhancing reduction of particulate, toxic and heavy metal air

pollution; toxic waste management; and nuclear safety.
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V.3.b. Distribution, transportation and telecommunications

(1) Distribution

Both retail and wholesale trade continue to be dominated by the state,

mostly at republic and local levels. Private activity that is legal has

been confined to the collective farm markets, accounting for no more than 2

1/2 percent of retail sales in 1988, and trade cooperatives, whose share is

probably smaller still. Its designation as a nonproductive activity has

made distribution a consistently neglected sector of the economy. Employing

around 7 percent of the work force, and producing the same share of GDP, it

is less than half the size of comparable sectors in the main market

economies. Retail markups are one-fifth to one-quarter of those prevailing

in the G-7 economies, and distribution as a whole receives only 3 percent of

total investment, compared to roughly 4-9 percent in France, Germany, the

United Kingdom and the United States. In a system characterized by central

allocation and chronic excess demand, there has been no incentive to develop

a modern marketing infrastructure: advertising, packaging, self-service

retailing and financial services are rudimentary or nonexistent. Worsening

shortages have encouraged enterprises to produce more of their own inputs

and resort to barter, bypassing the conventional distribution system

altogether.

Initial reforms might usefully focus on three aspects: the elimination

of legal and licensing restrictions which prohibit or discourage new

entrants; the privatization of small-scale distribution operations,

including the bulk of the retail sector; and the commercialization of
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larger, mostly wholesale, distributors along the lines suggested for other

state enterprises. Additional resources could be used in the first instance

to develop financial and marketing information services, and to upgrade

storage facilities (refrigeration capacity in particular) in food

distribution.

(2) Transportation

The structure of transport services in the U.S.S.R. is very different

from that in most Western economies. Over 90 percent of inland freight goes

by rail, while the share carried on the roads is one-tenth of that in the

United States. Passenger transport is dominated by mass transit systems,

particularly in the cities; the share of passenger miles accounted for by

private cars is one-third to one-half of that in Western Europe and the

United States. More than half the rail network is run by the central

Ministry of Railways (MPS), the rest being operated by branch ministries for

intra-industry freight or as feeder services into the main MPS system. Road

transport is controlled by republican level ministries. Despite low

tariffs, air, rail and all freight operations report healthy profits (only

urban transit is a consistent loss-maker). This may be due partly to an

underrecording of true capital costs, but it also reflects cheap fuel and

generally high rates of capacity utilization. Indeed, capacity constraints

have become one of the sector's main problems, aggravated by inflexibility,

inadequate maintenance and shortages of spare parts.

Major tariff increases, particularly for rail and urban mass transit,

would help to rationalize and reduce demands on the transport system, and

would provide additional resources for upgrading and improved maintenance.

Though there may be a case for retaining public ownership of rail and urban
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mass transit, in some cases this could be devolved to the republic or local

level. Restrictions on private road transport (passenger and freight),

however, should be removed rapidly, and tariffs in this sector should be

market-determined. The responsibilities of the Ministry of Civil Aviation--

including airports, air traffic control and the state airline (Aeroflot)--

should be separated and decentralized. Regional directorates of Aeroflot

could eventually form the basis for a set of independent, competing air

carriers. Investment resources should be concentrated on areas where there

are chronic bottlenecks or where large efficiency gains are attainable: for

example, in intermodal capacity (ports, terminals and containerization);

retrofitting of diesel and other more efficient engines to trucks, buses and

aircraft; and the extension of all-weather access roads to farms.

(3) Telecommunications

The Ministry of Post and Telecommunications (MPT) controls the

manufacture, installation and operation of most civilian telecommunications

systems, including radio and television. A few key sectors--energy, rail

and aviation--have their own networks, partly because MPT's service is

regarded as inefficient and unreliable. There are an estimated 10 telephone

lines per 100 inhabitants, which is roughly 25 percent of the average

density in Western Europe; the large cities are relatively well-equipped,

the rural areas very poorly. There are 15 million people on the waiting

list for a telephone. Capacity is particularly low for international calls:

except for official users, international direct dialling (IDD) is available

only in Moscow, and is limited to 2000-3000 lines. The use of advanced

technology is uneven: satellite communications are being introduced fairly

rapidly, yet there are very few digital exchanges, mainly because imports
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have been limited by COCOM restrictions and a lack of hard currency. The

tariff structure bears little relation to costs. The prices for outgoing

international calls are three times those for incoming calls, and are used

partly to cross-subsidize low domestic long-distance rates and provide free

local calls. Average revenues per line are roughly one-seventh of those in

Western Europe.

There is scope for substantial decentralization of MPT's project

operations, including the development of business services, data

transmission and new exchanges. Strategic and coordinating functions,

however, would be retained at the national level. In the longer run, a

number of private operators could compete for the long-distance and

international business which the authorities currently propose to pass to a

new monopoly (Sovtelcom). Local services could be provided by regulated

regional monopolies. The first priority, however, should be to improve the

quality of service to the business user, through an expansion and upgrading

of capacity both for international calls and for fax facilities. Tariffs

should be rationalized and, on average, raised substantially.
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V.

3.c. Agriculture

Agriculture is a key sector in the Soviet economy. It contributes

about one quarter of GNP and employs one fifth of the work force. At about

230 million hectares, the area cultivated in the USSR is the most extensive

of any country in the world. Most of the land is planted in grains and

fodder crops; overall, half the value of production comes from livestock

products. Ninety-seven percent of the agricultural land is divided almost

equally between large state and collective farms. The remainder is farmed

in household plots of up to one half hectare. These plots are used for high

value products; essential inputs and services are obtained from the state or

collective farm. Both crop and livestock yields- show great regional

variation, as production has been undertaken and maintained in areas ill

suited for the purpose.

The USSR is the world's largest producer of wheat. Soviet wheat

yields, at 1.7 metric tons per hectare, lag significantly behind those of

the European Community, but are comparable to North American yields; input

usage per unit of output is high. Milk yields per cow in the USSR are

relatively low, just half those of the European Community, and 40 percent of

American levels.

In spite of the favorable resource endowment, the USSR is a net

importer of food. Imports average just under US$20 billion per year, about

half of which is grains and sugar. The need to import arises in large part
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from the inability to process efficiently and distribute the very

substantial domestic production of food and fiber. Wastage and losses are

roughly equal to imports. Substantial food losses arise because of

shortages of packaging material, storage facilities, outdated processing

technology and inadequacy in, and disruption of, transport. In addition,

environmentally insensitive production methods have lowered productivity

through the degradation of soil and water resources, and led to the

contamination of food. Waste of perishable foods, such as fruits,

vegetables, and potatoes, is estimated to be as much as 40 percent of the

crop. Losses of wheat are estimated to be approximately 20 percent of the

crop, compared to an estimated 2 percent in the United States.

Agriculture shares with other sectors chronic problems of distorted

prices, inefficient enterprises, waste and pilfering at all stages, and ill

considered investments with poor returns. Trade is under tight state

control: severe restrictions affect, inter alia, protein feeds imports,

giving rise to an inefficient use of grains, while cooperatives are banned

and individual producers severely restricted in retail trade.

Base prices for producers vary widely by region. For instance the

basic procurement price for milk varies across republics by as much as

75 percent. Prices also tend to be lower for private producers than for

state farms. In addition, bonuses which are largely based on costs of

production, tax efficient producers and subsidize inefficient producers.

Consumer prices for many food items in official outlets have been held

constant since the early 1960s, despite accelerating inflation and rising

production costs, thus requiring growing subsidies. Meat and milk dairy
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products account for three quarters of food subsidies; consumption patterns

vary by region, with higher subsidies in wealthier regions. Excess demand

at subsidized prices has resulted in shortages and fostered corruption while

at the same time products are used wastefully. Costly alternative

distribution channels have replaced much ordinary retail trade in food. The

poor and the state budget both fare badly under these distribution schemes.

Rural inhabitants have more limited access to subsidized food from official

retail outlets and must pay the higher prices for foods bought from other

outlets or the parallel market.

As in the enterprise sector, the present system provides workers and

managers with little autonomy to make decisions and little incentive to seek

efficiency. Whatever costs were, they have been covered by rising

procurement prices, production subsidies and debt. The role of the

agricultural bank has been that of cash transfer agent rather than lender.

In December 1989 half of outstanding farm debt was written off, but even

after this event, the bequeathed assets of the newly commercial agricultural

banking system are of questionable quality. Agriculture and related

activities (rural infrastructure, food processing, and the supply of

agricultural inputs) have absorbed approximately one third of total

investment over the past 25 years, and yet agricultural and rural

infrastructure are underdeveloped, food processing technology is outdated,

and input supplies are of poor quality.

The deterioration during 1990 in marketing and distribution throughout

the economy, and the resulting rise of autarky and barter between republics

has been particularly damaging for agriculture. Efforts to shift the costs
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of subsidies to the local level together with increased local control over

retail prices has led to barriers to exports from particular regions and to

local procurement prices below harvest costs. Waste of perishable food has

increased. Meat is being held in inventory in the form of livestock. The

deterioration in transportation and distribution has aggravated food

shortages in major cities. In a wider sense, however, the shortages are a

consequence of growing price distortions and macro-imbalances.

Reform in the agricultural sector must above all address the critical

areas of price liberalization, and of enterprise and land reform; large new

investments should be deferred until significant progress is achieved in

these areas. Priority needs are for investment in small scale production

technology, construction of all weather farm access roads, and food

processing capacity to reduce wastage. Once the transition to a market

economy is underway, many important issues, including research and

extension, and supportive financial services will demand attention.

The overall strategy for the agricultural transition must also include

the termination of agricultural state orders; phased withdrawal of the

state's role in direct provision of agricultural inputs and rural

construction materials; privatization (with individual, joint shareholding

or cooperative ownership) of processing, of wholesale and retail trade in

food, and of small-scale transport (mainly trucks). Land and enterprise

reform involves the disbanding of state and collective farms and the

establishment on the basis of local choice of private individual or

cooperative farms with full private ownership of land. Nondivisible

machinery and buildings should be held by a service cooperative, with
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services sold to managers of land, both cooperative and individual. Reform

of agricultural credit and establishment of new criteria for agricultural

investment are also urgently needed. Joint ventures could play an important

role, inter alia, in the food processing industries where introduction of

modern technologies is particularly needed.
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V.3.d.
Energy sector

The USSR is generously endowed with energy resources. Oil and gas

production account for 22 percent and 40 percent 
respectively of world

output. In addition to being crucial factors in domestic production, 
energy

exports account for about 40 percent of Soviet hard currency 
earnings.

However, the energy industries are presently in a precarious position. 
Coal

and oil output are falling, the growth of gas output is decelerating and

domestic energy shortages are developing. Although the energy sector

accounts for a substantial part of investment (15 percent of total gross

fixed investment and nearly half of industrial investment) 
outdated

technologies, obsolete equipment, and poor maintenance are endemic. Energy-

related air pollution, water and land degradation have grown largely

unchecked.

Exploitation of fuel reserves has relied on 
techniques, such as water

flooding for oil extraction, that result in the rapid short-term expansion

of production at the cost of longer term recovery 
prospects; production

inefficiencies abound, for example gas wastage is estimated at some

30 percent. One consequence has been the eastward movement 
of production to

new but more remote and costlier to exploit reserves in an attempt to

maintain output levels. Coupled with the inappropriate location of some

refineries and power generating plants, this has led to increases in both

transport requirements and production costs for coal, petroleum, and

electricity. Energy planners seek to use coal and gas more extensively to
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meet domestic demand in order to free up oil for export and to compensate

for stagnation, even reduction, in nuclear power generation. Increased use

of coal poses serious transport and environmental problems.

One salient characteristic of the Soviet energy sector today is its

lack of flexibility. Oil and gas storage capacity is insufficient to cope

with marked changes in demand, refinery shutdowns or pipeline bottlenecks.

Electricity generating capacity is strained and new construction is delayed.

The existing port and pipeline capacity could handle oil exports up to the

equivalent of the 1988 peak level which was about 30 percent above the 1990

actual level. Refinery capacity is not matched to the structure of demand.

Energy pricing has also been inflexible. Consumer prices are below

production costs and bear no relation to world market prices. Consequently

energy is used very inefficiently, with energy use two and a half times as

high relative to GNP as the average for OECD countries. Production is

subsidized and cross-subsidized; incentives to promote efficiency are

virtually nonexistent. Investment is centrally allocated and does not take

sufficient account of conditions prevailing in individual enterprises.

Performance indicators for environmental protection are based on money

spent, rather than on the-effectiveness of the expenditure.

A two-stage approach to reform is needed. First, in the near term,

efforts are urgently required to restore oil production and exports to

previous levels, giving particular emphasis to improving field management

practices and secondary recovery techniques. Efforts are also urgently

required to shore up the faltering electric utility system. In this regard,

timely completion of power plants under construction--including nuclear
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ones, in conformity with generally recognized international environmental

and safety norms, is vital; safety standards in existing nuclear plants

will have to be strengthened; bringing on stream additional electricity

generating capacity will also be critical. Priority should also be given to

rehabilitating fuel processing plants, and to improving system flexibility,

safety, efficiency, and environmental performance. Better public

understanding of energy issues and needs will be essential to the

achievement of these near term goals. External assistance will also be

required. Second, as described above, denationalization and price reform,

coupled with investment in more advanced technology, are essential for

development and energy conservation over the longer term.

The potential for economizing on energy use is vast. A substantial

increase in relative prices of energy products is likely to reduce the waste

in the short run and encourage supply in the longer run. Conservation can

have potentially powerful effects on export earnings: a 1 percent reduction

in domestic consumption would increase export potential by nearly

US$1 billion (assuming oil prices of US$26 per barrel). Over the longer

term capacity expansion would have a high payoff as domestic demand will

expand as a result of income growth. Capacity expansion will require new

investment incorporating advanced foreign technology.

The Government has made a commitment to implement a range of

extraordinary measures to reverse the drop in oil production. Foreign

investment and know-how will be critical to this effort. To attract foreign

capital, a favorable investment climate is required. Fundamentally, this

calls for implementing the restructuring sketched above. In addition, legal
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and regulatory concerns of potential foreign investors will need to be

addressed. The proposal in the reform plan to lease fuel deposits is a step

in that direction. The royalties and other taxes paid by foreign companies

engaged in the exploration of energy resources could provide a welcome boost

to budget revenues over the medium term. However, the issue of ownership of

energy resources has to be resolved before foreign companies can be expected

to enter into significant long-term contractual arrangements, and clearly

defined environmental standards will need to be established. An

internationally agreed investment regime with international arbitration

would also help to strengthen confidence of foreign investors.
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V.3.e.
Metal and mining

The USSR is the largest producer in the world of iron ore, zinc and

nickel; the second largest of gold, aluminum (for which it is heavily

dependent on imports of bauxite) and lead; and the third largest of copper.

Domestic prices for metal mining products consumed internally are severely

distorted, having a price (in terms of heavy machinery) of perhaps one third

of that on world markets; such prices have also limited the possibilities

of generating internal funds for investment or encouraging economy in the

use of inputs. And with increasing needs for foreign exchange in the

economy, a clear distinction has emerged between those industries whose

output is used primarily domestically, and those whose output is exported.

The export-oriented subsectors, consisting of the gold, platinum and

diamond, and nickel industries, have been generously treated in terms of

investment allocations. Worker motivation may also have benefitted from

retention rights to foreign exchange--albeit modest--that have been used to

acquire consumer durables. The identified resource base--perhaps through

better directed exploration activities--is sufficient to support production

at present levels in the medium term--notwithstanding the apparent decline

in gold production over the last decade. In contrast, domestically-oriented

subsectors are characterized by antiquated machinery and technologies with

virtually no computerization, and a resource base that is rapidly dwindling.

As in the case of energy, difficulties of access characterize many mining
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activities, with high transport requirements because of the distance between

the mines and the processing units.

While the demand for minerals, other than gold and nickel, tends to be

excessive because of low domestic prices, energy use in mining production is

extremely high. Most of the metal industry, moreover, is characterized by

severe environmental problems, not all of which are fully identified and for

some of which the financial and technical solutions are not obvious.

Presently, the enterprises of the metal mining and smelting operations

typically fall under the control of the Ministry of Metallurgy; the

exceptions include those dominant in gold and nickel; both of these are

responsible to the Council of Ministers and are accorded preferential

treatment in the allocation of investment funds and equipment. For the most

part, semifabricating is not undertaken by the metal mining enterprises and

falls to enterprises under other ministries. With the liberalization of

trading rights, large organizations have taken the opportunity to establish

contacts directly with foreign purchasers for the sale of large tonnages

outside of state orders, rather than going through the industry's foreign

trade organization. A new trading company has recently been established to

handle sales of small spot lots of various materials produced in excess of

planned production. The proceeds are used to purchase consumer goods for

the workers.

Looking ahead, the liberalization of prices will have a major impact on

the metal industry as input and output prices are highly distorted in

relation to world market prices. But liberalization is essential for

efficiency and should encourage recycling which is presently totally
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neglected. Producers are likely to face a sustained decline in domestic

demand for most metals. Efficient producers could then seek markets abroad,

but there would in any case be widespread need for restructuring and

rationalization. While additional investments are likely to be needed in

modern technologies and for purposes of environmental protection, there

might nonetheless be a decline in overall net investment. Managers will

need to acquire the skills necessary to function in a market environment,

although present standards of technical training appear high. As in other

industries, the present large bureaucracy controlling the sector should be

dramatically streamlined and reoriented from directing investment and

production to general policy issues that arise in a market environment;

demonopolization, commercialization and privatization should be pursued as

in other sectors.
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V.3.f. The Manufacturing Sector

The Soviet manufacturing sector now employs 32 percent of the labor

force, considerably in excess of the share usual in market economies.

Enterprises are typically very large, with almost three fourths of the

employees in firms with over 1,000 workers and one-fifth in firms with over

10,000 workers. Machine building, metallurgy and chemicals together,

account for more than half of output.

Most manufacturing enterprises fall under the supervision of one of 15

civilian or 9 defense industry ministries at the union level, or of

republican level ministries; smaller firms may be controlled by regional or

municipal authorities. Foreign trade in manufactured goods occupies a small

part of output, with exports to non-socialist countries accounting for less

than 1 percent of output.

The systemic weaknesses and poor economic performance of the economy

are also apparent in the manufacturing sector. This can be seen from the

rise in the capital output ratio from 2 in 1975 to 3 1/2 in 1987; excessive

use of raw materials and energy (the use of energy in steel-making is half

above that in Japan and a quarter above that in the United States); labor

productivity is estimated at 40 percent of that in the United States; and

overmanning reaches 100 percent in many plants. Joint ventures typically

rely on imports of precision inputs for machinery. The plan has accorded

low priority to spare parts, after sales service, and maintenance. Output,

with pollution as an important by-product, has proved to be inflexible,
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reflecting in part planning mistakes and the monopolistic structure of

industry. A survey at the consumer level indicated that 243 out of the 276

basic industrial goods reviewed were judged to be in short supply partly

reflecting price controls and excess demand. Vertical integration and

precautionary stockbuilding have been the normal responses to shortages of

inputs. Various reforms have been introduced to date in an attempt to

address systemic weaknesses, but the far reaching changes needed to impart

new momentum to the economy have yet to be brought about.

The increased difficulties of the manufacturing sector are in large

part a result of the breakdown of the distribution system. The disruptive

impact of plant closings and breakdowns in transport has been heightened by

the single supplier situation prevailing in many markets, including as

recent experience has highlighted that for cigarette glue and filters--

intrinsically small scale diversifiable products. Lack of adherence to

state orders, a loss of sense of direction and authority, and relaxation of

work discipline have also played their part. There has been a substantial

shift to barter transactions.

The way ahead lies in the dissolution of the administrative controls

and the establishment of market signals. As noted earlier, branch

ministries should be dissolved. One Ministry of Industry at Union Level and

a single Ministry of Industry in each republic should support and regulate

manufacturing activity, while being totally separated from production.

Their roles should be to formulate and administer industrial policy; review

and monitor long-term trends and international developments; disseminate

information; promote Soviet industry abroad; elaborate and update product
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standards; work with concerned agencies in applying safety and environmental

standards; and assist regulatory agencies to develop and monitor controls on

monopolies and anti-competitive practices.

In addition to commercialization and privatization, the transition to a

market economy will require the elimination of restrictions on the permitted

range of products that act as a break to competition, and a removal of other

licensing requirements that pose undesirable barriers to competition. It is

particularly important to facilitate the growth of the small business

sector. Adequate business infrastructure is essential requiring, for

example, development in telecommunications, transportation, and financial

services.

Certain subsectors, such as steel, petrochemicals and machine building,

face particularly difficult adjustment problems, given the expected drastic

switch in demand to services and consumer goods in the wake of price

liberalization and reduction in military production and procurement. For

these industries, down-sizing or liquidation rather than enterprise specific

restructuring may be required. Sectors holding promise of rapid growth

include agro-processing and consumer goods. Large firms, especially in

heavy industries and producer goods, also have units producing consumer

goods; these units should be split off as autonomous firms.
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V.3.g.

g. Housing

The unsatisfied demand for housing is very large, 18 per cent of all

families have been on waiting lists for more than 10 years. Individual

housing constitutes only 22 percent of city floor space, and its quality is

very low. Per capita space is below half that of West Europe. The housing

situation is a major obstacle to labor force mobility, and reform is needed

also to contribute to macroeconomic stabilization. Rents are basically

unchanged since 1928 and households now spend less than 3 percent of their

income on rents and utilities, equivalent to about one tenth the share in

some major market economies. Maintenance is heavily subsidized, yet actual

expenditures covers less than 40 per cent of the cost of even minimal

required levels, contributing to a steady deterioration in the quality of

the housing stock. Both production and rent subsidies are linked to the

housing unit, and not to the means of those who live in it.

The introduction of a market-oriented housing system will require

reforms in four areas. First, property rights--the core component of any

housing system--need to be clearly established through a strengthening of

ownership rights, conversion of "permanent and guaranteed" administrative

tenancy rights to fixed-term renewable rights, and the free and unrestricted

exchange of existing units and leases, with monetary compensation permitted.

Second, subsidies and allowances should be channeled away from the

construction industry to households, and targeted as far as possible; moves

toward full economic rent should be coordinated with both wage reform and
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the privatization of various segments of the state-owned stock. This

process should begin at an early date. The sale of newly produced units

should be started very quickly. In 1989 financial assets per household

averaged only one third of the official construction cost of a standard

urban housing unit so the potential for absorbing household savings is

considerable.

Third, housing finance must be developed from the national level as an

integral component of financial sector reform. Subsidy elements should be

separated clearly from finance credit and in a manner that makes funding

transparent. Particular attention must be given to ensuring the financial

viability of long-term mortgage instruments. During the transition toward

market determined wages and rents--characterized by the conversion of in-

kind payments suchas housing into wages--special mechanisms may be needed

to improve affordability while minimizing subsidies.

Finally, increased competition is needed within the housing industry.

This will become 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. Revised urban

planning and changes in building codes are needed to accommodate greater

diversification of housing types and smaller, more flexible housing projects

which could also absorb labor shedding by other sectors. It is estimated

that such reforms could cut the costs of providing housing by 30-40 percent.
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V. Criteria for Western Assistance

In a revolutionary departure from earlier thinking the Government of

the USSR has committed itself to move to a market economy. The presidential

guidelines set out broad intentions that go in that direction, but the

specific measures that have thus far been adopted do not constitute the

coherent and comprehensive program which, in our view, is necessary if the

transition is to be sustained. Experience, including that of the USSR

itself, suggests that partial measures have but a poor chance of success.

The longer the process takes, the longer will the economic benefits be

delayed and the greater the risk that the process will be derailed. A

gradualist strategy is not a feasible alternative once, as is now the case

in the USSR, major domestic and external imbalances have arisen and the

mechanism of control has fallen into disarray. But there are constraints

that influence how fast the government can move. The political

uncertainties and the reluctance of the population to accept increased

hardship in the short term hamper the introduction of major reforms. These

hardships could be eased somewhat by the provision of foreign assistance but

unless adequate reform has begun, Western financial assistance is not likely

to be used effectively for the transformation of the economy.

The elaboration and implementation of reforms will inevitably be a

protracted process whose success will depend above all on the efforts and

determination of the Soviet people themselves to transform their economic

system. But the international community could nevertheless play an
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effective supporting role in the period during which preparations 
for reform

are being made. Assistance is needed in the design of policies, the

establishment of new institutions and the development of a legal 
framework.

Work has begun in these areas but it will need to be extended to cover laws

affecting contracts, property rights, monopolistic practices and bankruptcy.

Assistance could also be helpful in developing statistical and accounting

systems that will facilitate the management of a market economy. In the

area of financial policies, technical assistance is needed in the fields of

fiscal and monetary policies, foreign exchange and banking.

Beyond these specific areas, a major contribution 
could be made to the

easing of inevitable transitional difficulties by providing expertise 
in

such sectors as labor market, management and marketing. A large and

widespread effort is justified but it would need to be closely coordinated

primarily by the USSR itself. The effort might be more effective if it were

to be provided by the private sectors of Western countries with the role 
of

the public sectors being limited to the filling of important gaps.

Apart from this there may be a risk that critical 
food shortages could

develop shortly in some parts of the Soviet Union, and especially in large

cities. Food and humanitarian aid, if targeted and successfully delivered

to the regions most affected, could alleviate distress even in the absence

of economic reform and perhaps make it easier for society to accept change.

Foreign private investment on any scale is unlikely until a

comprehensive reform program is in place and the responsibilities of the

union and the republics clearly delineated. An exception may be the energy

sector, where the size of possible rewards might overcome uncertainties 
and
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where new investment could equally help the USSR and the rest of the world.

With the exception of some urgently needed infrastructure improvement

project assistance on a broad scale is not likely to be effective before

appropriate price signals and supporting policies are in place.

In light of the amount of assistance that has already been committed,

the USSR should face no major balance of payments needs in 1991 so long as a

vital series of assumptions hold. Three are of particular importance: the

oil price (US$26 per barrel); the import volume in 1991 (substantially below

its 1990 level); the use of world market prices and settlement in hard

currencies within the CMEA area. The last, in turn, would aggravate the

balance of payments problems of these countries, and could require a re-

assessment of the scale of assistance to be provided to them. The USSR has

little room for manoeuvre on the external front, given the low level of

reserves and the significant commercial arrears that must be eliminated.

Once the decision has been taken to translate the economic objectives

into a strong program of reform, then Western financial assistance could

play a critical role as the program was implemented. In our view, the

criteria by which such a reform program should be judged would include,

above all, the adequacy and comprehensiveness of the major structural

reforms and financial policies. We would stress, in particular, the need

for a significant and broad-based liberalization of prices. The immediate

aim would be the elimination of market imbalances, so that resource

allocation can respond to appropriate price signals thus enhancing the

long-term potential growth of the economy. Price liberalization would need

to be supported by a clarification of property rights and by permitting and
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encouraging private ownership, which in turn would require the creation of a

legal framework and a judicial system. Initially, the development of a

private sector should be fostered by the sale of small enterprises, and the

"denationalization" of large state-owned enterprises to bring them under the

discipline of a hard budget constraint. Time will be needed to complete

this process but the initial changes have to be sufficiently deep and wide

that they are seen to mark an irrevocable break with the past and to

establish a climate in which private economic activities are encouraged and

protected.

These efforts need to be buttressed by adequately tight financial

policies and an appropriate exchange rate policy so as to contain

inflationary pressures and prevent major external imbalances. These

measures should be supported by an incomes policy and by an effective social

safety net to cushion the effects of the reforms on the poorest segments of

the society and, for a time, by a limited support to viable firms facing

severe transitional problems.

A comprehensive reform program could benefit from financial assistance,

including project assistance and balance of payments support. Project

assistance could make contributions in many sectors, but immediate attention

could be directed to priority areas such as distribution, energy,

agriculture, transport, telecommunications and environmental protection,

where a concentration of effort could bring about rapid and beneficial

changes in the rest of the economy. The opening of the economy would

benefit from a reconsideration of existing trade barriers imposed by Western

countries, including the present COCOM restrictions.
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The requirements for balance of payments assistance will have to be

evaluated in the light of the prospects at the time when far-reaching reform

is undertaken. This might take the form of consumer goods to cushion stocks

at the outset of price liberalization. Assistance through a stabilization

fund could provide important support for an early move towards the full

convertibility of the ruble. But we would stress that balance of payments

assistance should accompany the introduction of a major and comprehensive

reform program. With such a program it could be a catalyst for the

transformation of the Soviet economy; without it resources would be largely

wasted.



Summary Data

a. Output and expenditure

(Annual average growth in percent; comparable prices 1/)

1976-80 1981-85 1986-89 1986 1987 1988 1989 1990

(official

estimate)

NMP 4.3 3.2 2.7 2.3 1.6 4.4 2.5 -4.0

Of which:

Industry Z/ 5.1 3.9 4.2 5.5 4.6 6.3 0,4 ...

Agriculture -0.2 1.0 2.4 7.1 -1.4 2.5 1.7 --

Construction 3.1 3.2 6,6 12.1 5.5 7.6 1.6 ...

Transport and

communications 3.8 2.9 0.8 4.2 0.3 5.8 -6.5 ...

Private consumption 4.2 2.9 3,4 1.9 2.7 3.9 5.3 3.0

Net fixed investment 2.6 -1.7 -1.1 4.9 5.7 -7.4 -6.7 -20.0

1/ This is similar, though not identical, to the Western concept of constant prices. As noted in the

report, it is widely believed that official Soviet statistics underrecord inflation, and hence

overestimate real growth in both output and expenditures.

2/ Excluding turnover taxes.

b. Incomes and prices

(Annual growth in percent)

1986 1987 1988 1989 1990

(estimates)

Retail price index 2.0 1.3 0.6 2.0 4.8

Average monthly wage 2.9 3.7 8.3 9.4 10.0

Household money incomes 3.6 3.9 9.2 13.1 14.5

Household purchases of goods

and services 2.8 3.1 7.2 9.5 13.7

Saving rate (percent of

disposable income) 6.9 7.6 9.2 12.0 12.9



c. Fiscal developments

(In percent of GDP)

1985 1986 1987 1988 1989 1990

(estimates) (plan)

State budget revenue 47.3 45.8 43.6 41.7 41.0 42.8

Of which:

From state enterprises 14.9 15.8 15.0 13.2 11.9 12.6

Turnover taxes 12.6 11.5 11.4 11.5 11.8 12.7

State budget expenditure 49.7 52.0 52.0 51.0 49.5 50.6

Of which:

Capital investment 8.2 8.3 8.7 8.7 7.2 4.4

Subsidies 8.9 9.4 9.3 10.1 10.6 11.8

Overall balance -2.4 -6.2 -8.4 -9.2 -8.5 -7.9

Adjusted balance 1/ ... ... -8.8 -11.0 -9.5 -8.3

1/ Includes costs of extrabudgetary agricultural price support.

d. Money and credit

(Annual average growth in percent)

1981-85 1986 1987 1988 1989 1990

(estimate)

Currency 6.0 6.1 7.8 13.6 19.5 21.5

Ml 6.8 7.6 15.7 15,4 14.3 13.4

M2 7.5 8.5 14,7 14.1 14.8 15.3

Of which:

Households 7.2 9.4 9.8 11.3 15.0 13.5

Enterprises 8.7 5.5 32.6 22.5 14.5 20.0

M2 as percent of GDP ... 51.2 56.9 61.2 65.5 72,5

Total credit 8.7 4.2 6.6 11.3 11.2 10.9

Of which:

To firms 8.7 -13.3 -5.0 -6.8 -3.8 -4.3

To government 8.7 18.8 40.3 46.0 30.0 17.2



e. External trade

1986-89 1986 1987 1988 1989

(Annual average percentage change)

Export volumes 4.5 10.0 3.3 4.8 --

Of which:

CMEA 1.7 3.9 0.9 -- 1.9

Nonsocialist 1/ 6.5 15.5 6.0 6.3 -1.0

Import volumes 1.3 -6.0 -1.6 4.0 9.3

Of which:

CMEA 1.0 0.7 1.5 -- 2.0

Nonsocialist 1/ 1.8 -14.3 -2.8 8.6 18.5

Terms of trade -5.2 -10.5 -2.0 -9.0 1.1

Of which:

CMEA -3.7 1.9 -5.6 -6.3 -4.5

Nonsocialist 1/ -6,4 -22.4 7.8 -11.2 3.3

1/ Nonsocialist countries comprise all countries except CMEA countries, China, P.D.R., North Korea and

Yugoslavia.

f. Balance of payments

1986 1987 1988 1989 1990

(projection)

(In billions of U.S. dollars)

In convertible currencies

Trade balance 1/ 4.1 8.3 4.8 -- -5.7

Current account 1/ 2.3 6.7 1.6 -3.8 -10.7

Gold sales 4.0 3.5 3.8 3.7 3.6

Capital account -5.7 -12.5 -6.1 -3.6 -7.2

Overall balance 0.6 -2.3 -0.7 -3.7 -14.3

(In billions of rubles)

In nonconvertible currencies

Trade balance 3.2 2.1 -0.8 -1.0 -6.7

Current account 2.9 1.6 -1.5 -4.1 -7.3

Capital account -1.9 -3.3 0.5 -2.5 7.3

Overall balance 1.0 -1.7 -1.0 -6.6 --

1/ Excluding gold.



g. External debt and reserves

1985 1986 1987 1988 1989 1990

(projections)

(In billions of U.S. dollars)

External debt 2/ 28.9 31.4 39.2 43.0 54.0 52.2 1/

Of which:

Short-term 6.9 7.4 8.6 11.2 17.7 10.0 1/

External debt service 3/ ... 7.8 8.8 8.2 9.4 13.3

Foreign exchange reserves 4/ 12.9 14.7 14.0 15.0 14.4 5.1

1/ June 1990.

2/ External debt contracted or guaranteed by the Vneshekonombank.

2/ Total debt service on debt contracted or guaranteed by the Vneshekonombank, excluding repayments of

short-term debt.

4/ BIS data.

h. Social indicators

U.S.S.R. Eastern Europe OECD

Per capita GNP

(U.S. dollars, 1989) 1,780 1/

Life expectancy

(years, 1987)

Male 64.2 67.2 71.6

Female 73.3 74.4 78.0

Infant mortality

(deaths per 1,000 live births) 25.1 17.6 8.4

1/ Converted at the November 1990 exchange rate of rub 1.8 per U.S. dollar.



i. Distribution of population, NMP and budget revenue by republic

NMP

Population Total Industry Agriculture State Budget Revenue

(percent of (current prices, Raised by Republic

total in percent of total (percent of total,

1989) in 1988) 1990 plan)

Armenia 1.1 0.9 1.2 0.7 1.4

Azerbaidzan 1/ 2.5 1.7 1.7 2.2 1.8

Belorussia 3.6 4.2 4.0 4,9 4.7

Estonia 0.5 0.6 0.6 0,7 0.8

Georgia 2/ 1.9 1.6 1.4 2.1 1.8

Kazakhstan 5.8 4.3 2.5 6.1 6.1

Kirgizia 1.5 0.8 0.6 1.3 1.2

Latvia 0.9 1.1 1.l 1.2 1,3

Lithuania 1.3 1.4 1.1 1.9 1.7

Moldavia 1.5 1.2 1.0 1.8 1.4

RSFSR 3/ 51.4 61.1 61.9 48.0 55,3

Tadzhikstan 1.8 0.8 0.5 1.2 1.1

Turkmenistan 1.2 0.7 0.4 1.2 0.9

Ukraine 18.0 16,3 16.7 17.1 15.9

Uzbekistan 4/ 6.9 3.3 2.3 5.2 4.7

Residual -- -- 3.0 4.4 --

Total 100.0 100.0 100.0 100,0 100.0

1/ Includes 1 autonomous republic.

2/ Includes 2 autonomous republics.

3/ Includes 16 autonomous republics.

4/ Includes 1 autonomous republic.
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THE INSTITUTE OF INTERNATIONAL FINANCE, INC.
2000 PENNSYLVANIA AVENUE, N.W. SUITE 8500

WASHINGTON, D.C. 20006-1812

Horst Schulmann
Managing Director

November 26, 1990

Mr. Barber B. Conable
President
World Bank
E 1227
1818 H Street, "NW
Washington, DC 20433

Dear Barber,

Enclosed is a confidential report on the Soviet Union the Institute
has just released to its members. The external sector has clearly been
affected by the growing disruptions in the domestic economy. Large trade
arrears have arisen in 1990, and the reluctance of Western creditors to
extend new loans has forced the Soviet authorities to run down reserve
assets at an unsustainable rate. In 1991, financing constraints could
become even tighter unless official creditors provide considerably more
new money than this year.

I hope you will find this report useful.

Sincerely,

TELEPHONE (202) 857-3604 TELEX 64165-IIF FAX (202) 775-1430
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The item(s) identified above has/have been
removed in accordance with The World Bank
Policy on Access to Information or other
disclosure policies of the World Bank Group.

Withdrawn by Date

Shiri Alon September 03, 2019

Archives 01 (March 2017)



12-03-90

Messrs. Isenman

Mink

Patricia M. Gallagher



11/30/90 19: 46 C202 623 6211 LA WHITTOME - THALWITZ 2001/004

Office Memorandum

To: Mr. Flemming November 30, 1990

Mr. Thalwitz
Mr. Zecchini

From: L.A. Whittome

I attach a first shot at a possible sumaryC, Commnts would

be very welcome.

Attachment
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The deceleration of economic growth, evident from at least the early

1970s, has recently turned into a fall in output and employment, accompanied

by evident and growing imbalances. The old planning system has broken down

but has not been dismantled; and the structures vital to the functioning of

a market have yet to be put in place.

Three of the many reasons for the present economic disarray are worth

stressing. First, there is no example of a successful modern centrally

planned economy. Second, attempts to enhance performance under the old

system have proved to be counterproductive: central control was reduced but

market signals and discipline were not established. And, third, the

revolutionary opening up of public debate has cast doubts on earlier

achievements while exposing the drift towards economic collapse.

Ideally a path of gradual reform could be laid out which would minimize

economic disturbance and lead to an early harvesting of the fruits of

increased economic efficiency. But we know of no such path, the more

particularly given the starting point. Indeed we doubt that a return to

central control is a viable option, and would urge the authorities to move

rapidly to give substance to their comitment to a market economy. This

involves addressing simultaneously issues of structural reform and of

stabilization.

In our view the restoration of financial stability will require a very

sharp reduction in the deficit of he general gpvernment--the equivalent of
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the state budget--from its 1990 level of some 8 (?) percent of GDP;

absorbing the excess money holdings; getting a strong hold on credit

creation; and moving towards positive real interest rates. In the short run

this should be backstopped by an incomes policy which would set both a

social floor and a ceiling on the growth of'inaomee.' In omes policy is a

despised term in some circles. But given the weaknesses in other control

instruments, it seems indispensablew

Financial stabilization by itself is inadequate to ensure the

establishment of a market and would likely prove unsustainable. It must be

accompanied by rapid progress in systemic reforms including in particular

the establishment of conditions for effective competition including private

ownership. Price liberalization is seen as the appropriate response to

shortages, though a few prices for key industrial inputs in adequate supply

should be fully adjusted to world levels over (three'years after an initial

sharp adjustment. Rents &d prices of essential consUmer goods may need to

continue to be subsidized in the near term in order that an effective safety

net be provided to a population, much of which is said to be below the

poverty line. A rationalization of the price structure would be facilitated

by a broadening of the parallel market for foreign exchange, and within a

year, the unification of the exchange market.

But stabilization and price reform together will only set the scene for

a meaningful supply response if they also are accompanied by the elimination

of the panoply of controls which currently prevent competition and

incentives for the efficient use of resources. Smaller firms should be

privatized quickly and directly; ownership reform in larger enterprises
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would generally begin with their denationalization; all of this in the

context of a hard budget constraint and accompanied by an opening up to

abroad.

The authorities face an enormous task, involving also reforms of the

legal, financial and trade systems And in vital sectors of the economy

especially agriculture, distribution, energy and manufacturing industry.

These changes cannot be made in a matter of weeks. But the imperative is to

make sufficient progress at the beginning that is seen as an irreparable

break with the past and gives the reform process an unstoppable momentum.

The necessary economic reform program cannot be implemented without some

decline in output and employment--delays in implementation would lead to an

even larger decline. It is therefore essential that a workable safety net

is in place at the start of the program.

The rest of the world can help the reform process. In the first place

technical assistance over a wide area could be of great value in preparing

for the introduction of markets. There is also a need for humanitarian

assistance so long as the distributional problems can be solved and a case

could be made for well defined programs in the environment and energy areas.

But we see no economic case for balance of payments assistance until major

reform to the system-Ama introduced.



E M" R A VI E> U M

f-t -e" H l wf

,ri n or , I In OUA, 00 5 I C 0 VO a ~

su s.r rw O I T nAM

Emo ; a toa

1 - n p may ,
MC .- -0 -- -v~ i -q - V -- ro -f ao u - - a

n L Va y f n nLene hn oupnI(
,a s ss. a y 0. 1 L . e ev h n

L~~ Y 1 Cnta Cs e pprt
in he 60" n 70n w- mo Aatt u - onme

1 • i "1ant ayi Ia Uh~ weie b~ h

[~ "n Ahv

'r~C d jipoal ei %a una e
a; d UsbeuE~iYuauWtidsul p

rl , it vh env a edot u h akruuppr
int . P l U S i h t e FM 6 e W P O a d i f.

Va w, Ca~


