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Table 10. New Capacity Installed Relative to Capital Outlay (Measured in 
State Prices), 1980-91 

Year Ratio 

1980 0.987 
1981 0.955 
1982 0.971 
1983 0.974 
1984 0.976 
1985 0.962 
1986 0.940 
1987 0.950 
1988 0.882 
1989 0.864 
1990 0.863 
1991:1 0.411 

Source: Freinkman (1991); Ekonomika i zhizn', various issues. 

Implications for Policy 

If our diagnosis of the Soviet Union's problems is correct, the econ- 
omy is likely to decline further. The republics are likely to experience 
severe trade tensions and even trade wars, which will aggravate the co- 
ordination problems. Some republics will introduce their own curren- 
cies, which will put even more pressure on the ruble. With no budget 
controls, the ruble, as well as some republican currencies, might hyper- 
inflate. Policies to reverse the collapse of the Soviet economy must re- 
store economic coordination and stop money printing. In this section, 
we first discuss what policies these might be and then suggest ways of 
implementing them. 

Price Reform 

Economic coordination can be achieved with either a tight plan or an 
effective market. If the central authorities could use commands to en- 
force labor "discipline," prevent input hoarding, and avert supply diver- 
sion, they could reduce the severity of the coordination breakdown. 
Central command, however, has many disadvantages. First, even if it 
reverses the economic collapse, it is incompatible with long-run liberal- 
ization. Second, a return to tight plan enforcement is likely to fail. The 
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state plan enforcement apparatus, notably the Communist party and the 
KGB, were weakening even before the August coup and were largely 
dismantled after it failed. No one is left, then, to enforce the plans, and 
the public does not want to bring back the enforcers. Third, and most 
important, the control of economic policy has moved from the center to 
the republics, and the republics show no interest in giving power back to 
the center. The return to tight central planning is infeasible. 

An alternative solution is to greatly expand market allocation of 
goods throughout the economy, particularly of intermediate goods. 
Conversion to markets would require the complete replacement of state 
orders for goods with contracts between enterprises at completely free 
prices. The key feature of this system would be equal access by all firms 
to the competition for inputs. This could be accomplished through the 
commodity exchanges that are now prospering in many regions or 
through longer-term market mechanisms that exist in the West. Perhaps 
most important, this competition should take place between the repub- 
lics as well as within them because restrictions on interrepublican trade 
are certain to devastate the economy. 

To create reasonable access by all firms to scarce inputs, all firms 
must have information on what inputs are available as well as have the 
ability to transport them. Today, lack of access to railroads is one of the 
main impediments to transactions between enterprises. Private busi- 
nesses usually use trucks, which are inefficient and unreliable. Access 
to transport is critical for the market allocation of inputs and should be 
one of the first steps of the reform process. 

Monetary Reform 

Price liberalization risks a hyperinflation. Firms are effectively con- 
trolled by workers, who will undoubtedly succeed in raising wages as 
prices increase. A fairly standard hyperinflationary spiral could result. 
Although a hyperinflation is not the worst thing that could happen to the 
Soviet economy-it might speed up reforms and clear out the old 
money-it has large costs. To avoid a hyperinflation, price liberalization 
must be accompanied by monetary and fiscal discipline, a policy that 
will prove extremely difficult because the republics currently have no 
budget and the central government is collecting almost no revenue. 
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Price liberalization may itself be the most important step toward fiscal 
tightening, since a tremendous fraction of the state budget is devoted to 
price subsidies. 

Monetary stabilization is essential to avoid a hyperinflation. It has 
several other benefits as well, including an increase in the attractiveness 
of money as a store of value. But price liberalization is a critical step 
even if monetary restraint proves elusive. For even if price reform leads 
to rapid open inflation in the republics, many of the distortions of the 
current repressed-inflation regime will be removed. For example, 
money will recover its use as a medium of exchange, with the result that 
transactions for cash will replace inefficient barter. Moreover, as argued 
earlier, the incentive to hoard inputs is weaker in an open inflation than 
in a repressed inflation. Apart from all the other efficiency benefits that 
will result from a move to the market pricing and allocation of goods, it 
pays to convert a repressed inflation into an open one. 

Monetary stabilization is virtually certain to take place at the republi- 
can level. Republics will undoubtedly introduce their own currencies. 
One reason for this is nationalism. More important, once one republic 
introduces its own currency and removes rubles from circulation, other 
republics face an enormous pressure to follow suit to prevent rubles that 
are no longer legal tender in the first republic from being spent in their 
own territories. The only Nash equilibrium in currency reforms is for 
everyone to have them. From the point of view of achieving monetary 
control, the introduction of new currencies by the republics seems quite 
attractive. First, it will get rid of the ruble, perhaps through a hyperin- 
flation. Second, republican currencies will place responsibility for mon- 
etary stability with republican governments, which unlike the center 
have actually retained some taxing authority. In the intermediate run, 
then, the breakup of the USSR might have actually encouraged price 
stability. The combination of price liberalization and monetary stabiliza- 
tion will provide the economies of the successor states to the Soviet 
Union with a much more efficient allocation system than the one that 
currently exists. When money rather than time begins to buy goods and 
when lines disappear, people will likely work more than they do now. 
Monetary stabilization and elimination of queues are also likely to elimi- 
nate the incentives to hoard that now affect both consumers and enter- 
prises. With market allocation of goods, the diversion problems that 
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plague the Soviet economy today are likely to become less severe. As- 
suming that the market infrastructure is allowed to work, the collapse of 
output might be reversed. 

Getting from Here to There 

It is clear that price liberalization is the right policy for the former So- 
viet Union; it is much less clear how to achieve it. Many republics today 
are run by populist politicians wary of reforms that bring significant 
short-run hardships. Recall that Premier Prunskiene, a reform-minded 
leader of Lithuania, was fired by her own people in early 1991 when she 
advocated price reforms. The public is skeptical about market reforms, 
in part, because people are poor and do not want more hardship and, in 
part, because they are not convinced that capitalism is the way to go. 
Finally, even after the failure of the August coup, the bureaucrats who 
still run the economy often oppose reform because it will take away their 
official privileges. 

In practice, this implies that reforms are likely to be slow and not al- 
ways strongly market oriented. Conditional Western aid can be a potent 
force in getting the republics to move toward the market. The sharp fall 
of the Soviet economy makes some kind of aid virtually inevitable. But 
will this aid be a stopgap measure, which will only delay reforms, or will 
it actually speed up market reforms? How can aid be structured to 
achieve the latter? 

To promote faster market reforms, the West should aid the republics 
rather than the center. This means, to start, recognizing the republics as 
sovereign states, admitting them to the World Bank and the Interna- 
tional Monetary Fund, and otherwise encouraging sovereignty. This 
also means negotiating structural adjustment aid as well as humanitarian 
aid directly with the republics rather than with the central government 
in Moscow and dealing with the republics in matters of trade and foreign 
direct investment. 

For many reasons, aid to the republics will accelerate market re- 
forms. First, the elected republican leaders, and not the central govern- 
ment, have the power and authority to propose and implement changes 
in their local economies. As the example of Poland illustrates, the transi- 
tion to markets requires many sacrifices from a country's citizens. With- 
out Lech Walesa's commitment to reforms, a move toward the free mar- 
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ket might not have been possible in Poland. The Soviet Union today has 
no popular national leader like Walesa. Few people would accept sacri- 
fices brought about by reforms initiated by Mikhail Gorbachev. In fact, 
a Moscow stamp on a reform proposal is probably a near-fatal blow 
against it. To promote reform, the West should direct aid to the repub- 
lics, whose leaders can actually energize their people to change. 

Second, dealing directly with the republics will allow aid to be tai- 
lored to each region's needs. When a republic is ready to privatize, the 
West can work with it on a privatization program. When one wants sub- 
stantial foreign direct investment and can promise the security of foreign 
property, the West can work out with that republic the guarantees of 
such security. If a republic decides that it wants to go slowly and that it 
does not mind socialism after all, the West can refuse aid. By dealing 
directly with the republics, the lenders can design aid packages most 
conducive to reform. 

Third, and most important, dealing with the republics will give the 
West a great deal more leverage in making sure that reforms do take 
place. If one republic reforms and another does not, the West can tilt the 
aid toward the one that is making changes. Fostering competition be- 
tween republics for aid is certain to speed up reform. After all, the best 
thing the Soviet republics have to offer the West in exchange for aid is 
rapid reform. If, by contrast, aid is centrally directed, there will be end- 
less negotiations and compromises, with the West having few options 
but to bargain with Moscow bureaucrats-a sure way to slow down 
reform. 

Channeling aid through Moscow also means dealing with a committee 
of republican leaders, some of whom want to reform faster than others 
and all of whom want a slice of the same pie and will bargain, rather than 
compete, for a bigger slice. Dealing with such a committee is certain to 
delay, maybe derail, critical reforms. 

Even apart from competition for aid, other strong competitive forces 
begin to work when republics pursue reforms independently. If Ukraine 
liberalizes its prices but Belorussia does not, resources will flow from 
Belorussia to Ukraine. Belorussian farms and firms will sell their crops 
and products in Ukraine, where prices are free, rather than in Belorus- 
sia, where they are controlled. Ukrainians then get the goods, while 
Belorussians get the worthless rubles. As a result, shortages in Belorus- 
sia will get worse, while shortages in Ukraine will disappear. This flow 
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of goods out of Belorussia will put tremendous pressure on its govern- 
ment to free up prices so that its people can consume the output of its 
firms and farms. If Western aid can get the ball rolling in some regions, 
other regions will face a strong incentive to liberalize too. 

Unfortunately, another response to competition is to close borders, 
so that a republic's products cannot escape. The typical Soviet republic 
believes that it is subsidizing the others. As shortages become more se- 
vere, trade wars between republics are a genuine risk, especially if some 
liberalize faster than others. Such trade wars will devastate the ex- 
tremely interdependent republican economies. One hopes that the con- 
sequences of trade wars will themselves dissuade even nationalist re- 
publican leaders from starting them. But if that is not enough, Western 
aid might become critical for resolving conflict, through facilitating trad- 
ing arrangements and turning against any region or republic that tries to 
interfere with trade. Like the Marshall Plan in Western Europe, aid to 
the Soviet republics should be conditional on liberal trade policies. 

There is no guarantee that economic reform at the republican level 
will be strictly better than reform originating from the center. Many re- 
publics will try their own economic experiments guided by nationalism 
and populism rather than by economic principles. As republics intro- 
duce their own currencies, some will experience rapid inflations or even 
hyperinflations. As some republics begin to free prices, trade wars and 
perhaps even hotter conflicts with their neighbors will flare. Despite 
these concerns, it is better to direct aid to republics, where the authority 
and the will to reform actually reside. 




