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TRANSITION TO MARKET: ECONOMIC REFORM IN CHINA AND RUSSIA


The latter part of the twentieth century was notable for the transition of many developing countries from government-directed to market economies.  The 1980’s debt crisis was the catalyst for reforms in Latin America, although all of these countries generally had some market activity before the implementation of market-oriented reforms.  More dramatic were the reforms of China and Russia, two nations that had experienced Communist revolutions in the first half of the 20th century and subsequently attempted to create the socialist “workers’ paradise.”  Ultimately, both transformed themselves from centrally-planned economies to market-directed, China’s reforms commencing in the late 1970’s and Russia’s in the early 1990’s.  However, the circumstances and the pace of the reforms were different in the two countries.  Russia’s reforms were put in place relatively quickly after the demise of Communism.  In China, the market-oriented reforms occurred gradually over many years and were overseen by its Communist government.  


By the early 1990’s, economists generally agreed that moving economies from centrally planned to market-directed required three general changes: stabilization (sound macroeconomic policies to control inflation and the international balance of payments), liberalization (prices determined by market forces rather than government bureaucrats), and privatization (production units transferred from government to private ownership).  However, economists engaged in debates about the desirable pace of reform, that is, how quickly these changes should be introduced.  One influential school of thought was that they should all be introduced as quickly as possible in bold moves that came to be known as “shock therapy.”   Shock therapy was the underlying philosophy behind Russia’s reforms.  However, China’s approach was different.  After its reforms began in earnest in 1978, it generally maintained a stable macroeconomy, but liberalization of markets and prices and privatization came much more gradually.  Comparing the reform strategies pursued by the two countries and the successes and short-comings of each teaches the lesson that there is no right or wrong way to move toward a market economy.  Policymakers have to pay attention to each country’s unique situation and characteristics to choose the right path of reform.
GRADUAL REFORM PRODUCES DRAMATIC GROWTH: A CASE STUDY OF CHINA

By Linda Kinney

1.
Introduction.


From 1978 to 2006, the economy of China grew at an average annual rate of about 9% per year.  This is one of the fastest rates of growth in history.  As a result, China transformed itself economically.  Its income per capita in 2006 was more than five times higher than it had been in 1978.  There were dramatic reductions in poverty: by one estimate, the number of absolute poor fell from 53% of the population in 1981 to just 8% in 2001.  Given China’s huge population, this translates into 400 million fewer people living in extreme poverty. [Todaro and Smith, p. 193].  A calculation by Angus Maddison in 1998 predicted that China’s total production (measured by purchasing power parity GDP) would begin to exceed that of the United States in 2015. [Qian 2003, p. 298]


There is much debate about the causes of China’s phenomenal development.  One factor that many believe facilitated China’s explosive growth was its “painstaking, gradual, systematic implementation of reforms.”[Todaro and Smith, p. 195]

2.
Historical Context of Chinese Reforms.


2.1.
China before the Communist Revolution.


While Europe stagnated during the Middle Ages, China was the richest and most advanced country in the world.  However, by the end of World War II, it was one of the poorest.

Between the 8th and 12th centuries, China experienced a burst of economic growth that brought it to a level of commercial and industrial development unparalleled elsewhere until the end of the 18th century.  This period saw the invention of gunpowder, printing, and a water-powered spinning wheel; the use of coal in smelting iron; and the digging of canals and building of locks that, together with rivers, formed a 30,000-mile network of navigable waterways.  China had also started out on the same path of world exploration that Europe was to follow in later centuries.  In the early 15th century, the Chinese admiral Zheng He undertook voyages of exploration as far as the east coast of Africa.  Despite this impressive beginning, the Chinese economy stagnated.  While Europe industrialized and spread its influence over the rest of the world, China became increasingly insular.  Europe’s standard of living surpassed that of China around 1750, and at the time of the Opium Wars in the middle of the 19th century, China found itself defenseless before the onslaught of an industrialized Europe. 







          [Weil, pp. 20-22]


Why did China decline relative to Europe?  Many historians blame the Chinese unwillingness to adopt ideas and technology from abroad which was deeply rooted in its culture.  In their dealings with the wider world, Europeans showed a great willingness to copy the best that other countries had to offer. Inventions from the rest of the world, such as paper and gunpowder from China itself, were eagerly adopted by Europeans and played a crucial role in Europe’s economic ascent.  China, by contrast, took a disdainful attitude toward the rest of the world.  Contacts with foreigners were treated as opportunities to display the superiority of Chinese culture.  The European outlook is exemplified by German mathematician Gottfried Leibniz’s instructions to a European traveler going to China “not to worry so much about getting things European to the Chinese, but rather about getting remarkable Chinese inventions to us.”  Contrast this view with the haughty letter that the Chinese emperor Gian Long sent to King George III, turning down the British request to open a trade mission in China (1793): “Our dynasty’s majestic virtue has penetrated unto every country under Heaven, and Kings of all nations have offered their costly tribute by land and sea.  As your Ambassador can see for himself, we possess all things.  I set no value on objects strange or ingenious, and have no use for your country’s manufactures.”  Partially as a result of this difference in openness to new ideas, the technological gap between China and Europe became a yawning chasm in the centuries between 1500 and 1900. [Weil, p. 409]

[Whatever the reason for China’s decline, from the mid-19th century on, the power of the Chinese monarchy progressively weakened and the central government ceded power to a host of warlords and foreign nations.  In addition], “unequal” trade treaties were forced upon China by the western powers, and the country was undermined by civil and international wars.  [In 1949] the Communist Party’s People’s Army…united the nation [after] the evacuation…of [Chiang Kai-shek’s] Kuomintang to Taiwan. 




[Jaggi, Rundle, Rosen, and Takahashi, pp.8-9]


2.2.
Central Planning in China: 1953-58.


Initially after the Communist take-over, the government was quite popular among the majority of the lower class people.  In the first three years of the People’s Republic of China, private industrialists were allowed to continue operating their enterprises.  There was however a land reform in the rural areas in which the landlords were forced to surrender their land to the tenant farmers.  In the process, the landlord class was extinguished, often by violent means.


In 1953, China began to implement its first Five Year Plan with the goal of building a socialist state and economy.  With input from advisors from the Soviet Union, China began to move toward a centrally planned, Soviet-style economy.  

The capitalists were asked to surrender their enterprises step by step, until they became only managers…and had to follow government instructions if they were to remain a part of it. [Chow, p. 26]  The number of enterprises subordinated to the central government increased from 2,899 in 1953 to 9,300 in 1957, and their output accounted for 50% in state industry.  The number of material items allocated by the Planning Commission of the central government increased from 55 in 1952 to 231 in 1957… [Qian 1999, p. 22]  The farmers were organized into cooperatives under the pretense that this would improve production and marketing, but they were soon forced to surrender their produce to government procurement agencies.  Trade in farm products by private traders soon ceased, and the government became the sole distributor. 








[Chow, p. 26]

The result of these reforms was a “decline in managerial initiative and service quality of industrial and commercial enterprises” which “brought about many complaints from consumers.  Some Chinese economists sharply criticized the planned economic model from the autumn of 1956 to the spring of 1957 when Mao was promoting a policy of ‘letting a hundred flowers blossom and a hundred schools of thought contend’ and when the political atmosphere was quite free and academic discussion was quite active.” [Wu, p. 36]

Even Mao joined the critical voices, though his concerns were based more on ideology and politics than economics.  In his 1956 speech, “On Ten Important Relationships,” he argued:

Our territory is so vast, our population is so large and the conditions are so complex that it is far better to have the initiatives come from both the central and the local authorities than from one source alone.  We must not follow the example of the Soviet Union in concentrating everything in the hands of the central authorities, shackling the local authorities and denying them the right to independent action.

The central authorities should take care to give scope to the initiative of provinces and municipalities, and the latter in their turn should do the same for the prefectures, counties, districts and townships; in neither case should the lower level be put in a strait-jacket. 

         [From Selected Works of Mao Zedong quoted in Qian 1999, p. 23]

The Chinese criticisms of central planning and the subsequent move to delegate decision-making away from the central government were in line with what was happening in other Communist countries, including the Soviet Union and Eastern Europe, at the same time.  Khrushchev, First Secretary of the Communist Party of the Soviet Union, attacked Stalin’s economic policies and proposed that workers in State enterprises be given more material incentives.  In the early 1950’s, Yugoslav authorities began to allow enterprises more independence in day-to-day production decisions.  The subsequent increases in output prompted further reforms that resulted in a relaxation of planning.

2.3.
Decentralization of Economic Activity in China: 1958 - 1978.

The upshot of the criticisms of Chinese central planning was a period during which the government decentralized economic decision-making by transferring power to and sharing revenue with governments at the local and regional levels.  Ownership of property, however, was not transferred back to private hands.  

This era began with 1958’s “Great Leap Forward.”   The architects of the strategy believed that it could generate an economic rate of growth high enough to overtake Great Britain and catch up with the United States in 15 years.  One component of the program was the transformation of the rural cooperatives into the “People’s Communes.”  The purpose of the communes was to combine “ ‘industry, agriculture, military, learning, and commerce’ together into one entity,” [Qian 1999, p. 24]  ultimately resulting in a Communist economy with an agrarian base.  In these communes, people worked as a team and even ate together in mess halls.  Mao assigned unreasonable agricultural output targets to the communes in the belief that this organizational change would motivate huge increases in output.  Within two to three months, 99 percent of the peasants were organized into 24,000 communes, with an average size of about 5,000 households.  In December 1958, the central government delegated many formerly centralized activities to the communes, including commerce and banking in rural areas.  Thus, though the communes resulted in the collectivization of economic activity, each commune was able to make many decisions independent of the central authorities, clearly a movement away from Central Planning.


The first Five Year Plan of 1953 had introduced central planning to the urban industrial sector.  This was reversed in 1958.  The country was divided into seven “cooperative regions,” and each of them was required to have a complete industrial structure of its own.  Most state-owned enterprises were delegated to local governments.  This reduced the number of enterprises directly controlled by the central government from 9,300 in 1957 to 1,200 in 1958.  Planning continued, but on a regional, not national, basis.  Most decisions about fixed investment (construction of plant and equipment) were made by local authorities.  Local authorities were ordered to base their expenditures on locally collected revenue rather than on funds transferred from the central government.

Initially, local responses to both the communes and decentralization were enthusiastic.  For example, small local non-agricultural industries boomed for the first time.  In 1958, the communes established a large number of commune and brigade enterprises that produced non-agricultural products (steel mills in every backyard, as Mao intended).  By the end of 1958, these enterprises employed 18 million people and yielded a total output of 6 billion yuan, which increased to 10 billion yuan in 1959.

However, the effect of the reforms on agriculture was disastrous.  The lack of incentives in communal agriculture, the waste of food as a result of collective dining on the communes, and bad weather produced the most severe famine in Chinese history.  From 1958 to 1962, over 25 million people died of starvation. [Chow, p. 27]


In January 1961, a new policy of “readjustment, consolidation, replenishment, and upgrading standards” was adopted. [Qian 1999, p. 25]  This involved a transfer of many urban industries back to central government control.  Between 1959 and 1965, central government enterprises increased form 2,400 to 10,533.  However, a more liberal policy was implemented in the rural areas.  Communes remained but became less powerful.  Production teams, comprised of about 40 – 50 households, became the basic production and accounting units.  Peasants were also allowed to cultivate small private plots, run sideline productions, and open rural free markets.


After the failure of the “Great Leap Forward,” Mao’s political clout within the Party declined.  Partly to regain power he initiated the Cultural Revolution in 1966.  “Mao was a perpetual revolutionary.  It was not enough to overthrow the Republic of China on the mainland.  He now wanted to overthrow the bureaucracy of the Party and government that he had built himself.  To do so, he appealed directly to Chinese youth, who were organized into the Red Guard.  The Chinese government administration and economic system came under attack by millions of Red Guards…” [Chow, p. 28]  Intellectuals and others who were deemed to be lacking the requisite revolutionary zeal were harassed and sent off to be “re-educated.”  Those targeted included leaders of the Communist Party such as Deng Xiaoping, who eventually oversaw the beginning of China’s reforms.   “[He] was attacked as a ‘capitalist roader’ and subjected to intense abuse; he spent two years in solitary confinement.  He and his wife were both put to work in a tractor repair plant.  His son was paralyzed as a result of physical assault by the Red Guards.” [Yergin and Stanislaw, p. 188]  Due to the chaos created by the Cultural Revolution, the economy suffered.  With many bureaucrats sent away for re-education or in hiding, those parts of the economy run directly by the government could not function.  For example, the Planning Commission of the central government did not make annual plans in 1967 and 1968. 

By 1970, the revolutionary zeal of the Cultural Revolution had worn out, and a second wave of decentralization occurred.  It shared many of the features of the 1958 decentralization but went further.  Most large-scale state-owned enterprises, which had been renationalized after 1958, were again delegated to provincial and municipality governments.  Another significant change was the introduction of lump-sum fiscal contracting.  Previously, the central government unilaterally decided how much in taxes each provincial government would pay and how much of what the central government collected in taxes would be transferred back to each provincial government.  Now, the provincial governments gained some control over their finances: provinces would contract to remit a fixed amount of funds to the central government annually and were permitted to retain for their own use all revenue they earned above the fixed amount.

3.
The Era of Systematic Reform: 1979 – Present.

(This section borrows liberally from Qian 1999.  Other sources are noted in the text below).


 Most of the developing countries that implemented market reforms in the 1980’s and 1990’s were prompted to do so by severe macroeconomic disruptions (the Latin American macroeconomic imbalances that resulted in the international debt crisis) or wholesale political change (Eastern Europe and the Soviet Union).  There were no such extreme disruptions in China: inflation, budget deficits, and trade deficits were low and the Communist Party remained firmly in control.  Despite this, Chow suggests that:

There were four reasons why the time was ripe for reform.  First, the Cultural Revolution was very unpopular, and the Party and the government had to distance themselves from the old regime and make changes to get the support of the people.  Second, after years of experience in economic planning, government officials understood the shortcomings of the planning system and the need for change.  Third, successful economic development in other parts of Asia – including Taiwan, Hong Kong, Singapore, and South Korea… - demonstrated to Chinese government officials and the Chinese people that a market economy works better than a planned economy.  This lesson was reinforced by the different rates of economic development between North and South Korea, and between countries in eastern and western Europe.  Fourth, for the reasons stated above, the Chinese people were ready for and would support economic reform.

Given these four reasons, was economic reform in 1978 inevitable?  My answer is yes.  The first two reasons alone were sufficient to motivate the government to initiate reform.  The Cultural Revolution made the government so unpopular that both it and the people badly wanted change.  The direction of change was clear because economic planning was recognized to be a failure.  …there was no other way to go. 








[Chow, pp. 47-48].

The Party’s desire for change created a situation in which Deng Xiaoping and his allies, known as pragmatists and long-time critics of Mao and the other “hardliners,” could ascend to leadership.  Over the years, Deng had criticized the Party’s economic policies, not for ideological reasons, but for not producing results in the form of adequate increases in the standard of living of the Chinese people.  As early as 1962, he had argued: “It doesn’t matter whether a cat is white or black so long as it catches mice.” Despite suffering during the Cultural Revolution, Deng emerged as the Party leader after Mao died.  Under his watch, reforms began.


China’s transition to a market economy has been gradual and is still not complete.  To summarize its strategy for developing markets and freeing prices from central control, analysts have used the term “dual-track approach”: the planned economy continues, but a market-track is allowed to grow along side it.

Its basic principle is as follows.  On one track, economic agents are assigned rights to, and obligations for, fixed quantities of goods at fixed planned prices as specified in the preexisting plan.  At the same time, a market track is introduced under which economic agents participate in the market at free market prices, provided that they fulfill their obligations under the preexisting plan.  In essence, prices were liberalized at the margin while … plan prices and quotas were maintained for some time before being phased out.  Clearly this approach differed from the two approaches experienced by the eastern European countries…

In the first approach, practiced in Hungary for example, after its 1968 reform, bureaucrats set prices administratively, supposedly in accordance with supply and demand.  But in reality, prices were set through bureaucratic bargaining, often to serve the political objectives of bureaucrats, such as keeping state firms afloat.  Such reform satisfies bureaucrats’ interests but does not improve efficiency in any significant way because prices are not really determined by the market…After 1990, eastern European countries have adopted a standard approach: prices are freed in one stroke and determined solely by the market.  [China’s approach] differs from [the eastern European] experience prior to 1990 because real market prices and markets as a resource allocation institution were created immediately.  It was also different from their experience after 1990 because of the continued plan track 








[Qian 2003, p. 307].

3.1.
First stage: 1979-83.

The Third Plenum of the 11th Communist Party Congress, held in December 1978, formally shifted the Party’s focus from “class struggle” to “economic development.”  The accepted ideology during the first phase of reform was the idea of “ ‘planning as a principal part and market as supplementary part’ ” [Qian 1999, p. 4].

Reforms in Agriculture.  The major focus at this time was on the agricultural sector which had been stagnant since the ascension of the Communist Party to power and periodically produced food shortages.  The government continued to set production quotas but increased prices paid to farmers for grain by 20 percent and decreased the prices of agricultural inputs to provide farmers with incentives to keep production high.


A significant development at this point was the emergence of the “household responsibility system.”  This was created spontaneously by the peasants themselves in poor rural areas.  The first recorded occurrence was in December 1978 in the Xiaogang Production Brigade of Fenyang County in Anhui Province where 20 peasants, representing 20 households, put their fingerprints on a contract to divide the commune’s land among the individual households.  They promised to fulfill their collective government quota but would keep any output above the quota and could dispose of it however they wished.  While they did not have the right to dispose of the land itself, the contract gave them control over the land’s production.  The practice spread and was endorsed by the governor of Anhui Province though not by the central government.  In fact, the 1978 Party meeting that initiated the reforms explicitly prohibited cultivation by individual families.  Why it was tolerated is not entirely clear.  It could be that it began “under the radar,” that is, away from Beijing where the leaders of the central Communist Party resided.  Eventually, it spread and surely was noticed, but, by this time, the leaders may have begun to observe that agricultural output was rising.  Given the mood of pragmatism and therefore an interest in doing what worked, the authorities may have decided to ignore it.  In any event, the Party began to officially endorse the household responsibility system in early 1982.  By 1984, almost all rural households had adopted it.


The significance of the “household responsibility system.” was that, from the early stages of reform, agriculture followed the “dual track approach.”  

The commune (and later the household) was assigned the obligation to sell a fixed quantity of output to the state procurement agency as previously mandated under the plan at predetermined plan prices and to pay a fixed tax to the government.  It also had the right to receive a fixed quantity of inputs, principally chemical fertilizers, from state-owned suppliers at predetermined plan prices.  Subject to these conditions, the commune was free to produce and sell whatever it considered profitable, and to retain any profit.  Moreover the commune and households could purchase grain (or other) outputs from the market for resale to the state to fulfill its responsibility.  








[Qian 2003, p. 309]


Opening Up the Economy.  In 1979, the Chinese economy was closed to the rest of the world.  However, the government decided to expand foreign trade and welcome foreign investment.  Because of their geographic location, two provinces, Guangdong and Fujian, were in the forefront of this process.  For example, they were allowed to retain all foreign exchange earnings after remitting 30 percent of any increases in exports to the central government.

In 1980, the government established four special economic zones.  These zones enjoyed lower tax rates and more control over development.  For example, they were granted unilateral authority to approve foreign investment projects up to $30 million, much higher than other regions.  They were essentially allowed to become enclaves with market economies and private property when the rest of China was still subject to central planning and public ownership.


Fiscal Decentralization.  This process had begun in the early 1970’s when the provincial governments were allowed to negotiate their tax payments to the center and to keep any excess revenue they earned, as discussed above.  In 1979, two changes extended the independence of the local governments from the center.  First, contractual payments to the central government were fixed for five years instead of having to be negotiated each year.  Second, provincial governments no longer needed to get central government approval for their spending plans and their fiscal arrangements with sub-provincial governments.  The significance of this was that it was now in the interest of the local governments to encourage growth in the regions they controlled: the more production and incomes grew in a region, the larger the amount of financial resources that accrued to the local governments.

State-Owned Enterprises (SOEs).  Selected SOEs were allowed to produce and sell products in the market after fulfilling plan quotas.


Commune and Brigade Enterprises.  In July 1979, the government allowed the provincial governments to grant tax holidays (no taxes paid) for two to three years to new rural enterprises, including those outside of agriculture.  They also were allowed to sell their products beyond the local market and to purchase inputs outside the area.  Most of those subsequently established were in light and consumer goods industries which were in short supply and thus potentially the most profitable.


Results.  The success of the reforms in rural areas was impressive.  Per capita grain production increased from 319 kilograms in 1978 to 400 kilograms in 1984.  Rural production of non-agricultural products increased even more.  Consequently, rural incomes increased more than 50 percent.  However, the effect of reforms in the urban areas, including those targeted at the state-owned enterprises, was disappointing.


3.2. Second Stage: 1984-93


Encouraged by the success of the agricultural reforms, the government attempted to transfer the system to the urban industrial sector.  Under the directives of February 1985, planned prices and quotas for industrial goods were maintained, but production above quotas could be sold in markets at freely determined prices.


State-Owned Enterprises (SOEs).  The SOEs were given more ability to retain profits under what was known as the “contract responsibility system.”  SOEs negotiated fiscal transfers to the central government for periods of three years and could keep any revenue above the contractual obligation.


The extension of the rural reforms to urban industry marked a departure from the first stage reforms of 1979-83.  The government explicitly recognized the dual-track approach as its goal for the whole economy as it shifted its emphasis from “plan as principle part and market as supplementary part” to “planned commodity economy” which put plan and market on equal footing.


Non-State-Owned Enterprises.  The emergence of the commune and brigade enterprises in rural areas, producing non-agricultural products, gave a boost to growth during the first years of reform.  The government gave them more incentive to expand by allowing them to have more than the eight employees to which they were previously restricted.  Their official name was changed to “township and village enterprises (TVEs).”


Further Opening Up.  In 1984, the government declared fourteen “coastal open cities,” which allowed them authority and independence similar to special economic zones.


Financial Reform.  The government began to decentralize the banking system.  Previously, there was only one bank, the People’s Bank of China (PBOC), which was both a central bank (conducted monetary policy) and a commercial bank (accepted deposits from and made loans to the public).  In 1983, the PBOC became the central bank and four specialized commercial banks were set up:  the Agricultural Bank of China for the rural areas; the Industrial and Commercial Bank of China for the industrial sector; the People’s Construction Bank of China for long-term investment; and the Bank of China for foreign exchange business.  After 1984, the four banks were allowed to compete for deposits and loans in each other’s previously monopolized markets and enterprises were allowed to open accounts with more than one bank.


Despite high growth during the 1980’s, inflation and corruption ignited unrest among the Chinese which came to a head with the government crackdown in Tiananmen Square in 1989.  The aftermath of the popular unrest resulted in a brief period during which the Communist Party discussed possible “ ‘recollectivization’ of agriculture and also tried to recentralize investment and financial powers from the provinces” [Qian 1999, p. 12].  However, little came of it and in fact some market reforms continued.


Achievements and Shortcomings of First and Second Stages of Reform. By 1993, “the economic system as a whole was still a half-way house between a plan and a market economy” [Qian, p. 14].

In the first 15 years, reforms mainly tried to loosen government control and bureaucratic restrictions to improve incentives.  Prominent economist, Liu Guoguang, remarked that in this stage of reform, “we mainly delegated powers, shared benefits, and used material incentives to arouse the enthusiasm of enterprises, localities, and workers” 








[Qian, p. 15]

This was accomplished partly through “particularistic contracting” between government and subordinate units.  For example, as discussed previously, provincial governments negotiated with the central government to transfer a certain amount of revenue to the center.  The provincial governments could keep any revenue above that.  This system gave the provincial governments the incentive to encourage private economic activities that would be profitable and therefore increase their revenues.  This of course was the essence of the “dual-track approach:” government activities continued but private and quasi-private activity in markets grew alongside them creating improvements in the standard of living.


However, China was not yet a market economy as in the West.  First of all, it was not a “rules-based” economy.  In an “ideal” market economy, there are standardized or uniform rules that apply to all economic actors.  For example, in the West, central governments and subordinate units (like provincial or state governments) share revenues according to a formula that is the same for all subordinate units. In addition, corporations all pay the same tax rate to government.  In China, the “particularistic contracting” system between the government and subordinate units resulted in different local governments transferring different percentages of their revenues to higher levels and different firms paying different tax rates. Adopting uniform rules would decrease uncertainty for governments and businesses about their cash flows.  It would also “level the playing field,” i.e. make it less likely that governments could use political favoritism to give an advantage to certain economic participants over others.  This would make it more likely that the most efficient and innovative firms, rather than political favorites, would thrive.  


Secondly, property rights in China were not clearly defined.  Clear property rights, laws that protect private property and uncorrupt courts and police to enforce them, are essential to a modern market economy because they prevent arbitrary confiscation of property.  In countries where these do not exist, the uncertainty about who will get the “fruits of one’s labor” destroy the incentives to save, invest, and engage in entrepreneurial activity.  The first fifteen years of reform in China had given business enterprises much independence from the central government, but it was not always clear who owned them or had the right to dispose of their assets.  There were still some that were clearly state-owned, the SOEs.  However, the enterprises, both industrial and agricultural, that had grown the most were often nominally “owned” by the local governments, but were run by private individuals with little day-to-day influence by the governments/owners.  It was not clear to whom they belonged and it was always possible that, at some point, the governments could interfere or even take them away from the individuals who were operating them.


The stage was set for a movement toward full-blown capitalism when Deng began making remarks that indicated that he no longer made a distinction between capitalism and socialism.  In line with his pragmatism, he said, for example, “Do not debate the issue any more.  Carry out a reform so long as it is beneficial to the increase of social productivity, the country’s overall strength, and the peoples’ living standards” [quoted in Qian 1999, p. 16].  


3.3.
Third Stage: 1994 – present.


At the Fourteenth Party Congress in September 1992, the Party, for the first time, endorsed the “socialist market economy” as China’s goal.  In November 1993, the Party released the results of a strategy for moving toward a true market economy.  This document suggested, first of all, that reforms be coordinated to be consistent with each other.  Secondly, it stated that the country should move toward a “rules-based system” such as existed in the most advanced countries.  Thirdly, the document hinted that property rights would be clarified.  In 1997, the Communist Party stated that state ownership was downgraded from the “principal component of the economy” to a “pillar of the economy.”  On the other hand, private ownership was elevated from a “supplementary component of the economy,” to an “important component.”  This left the door open for privatizing the state-owned enterprises.  The Rubicon to a market economy had been crossed.


Further reforms began to be implemented subsequently and have continued to the present.  (See Qian 1999, pp. 18 -22 , Wu, pp. 82-89, and Chow, pp. 69-89 for details).

4.
Chinese Economic Growth and Structural Change after 1978.


The remarkable transformation of the Chinese economy since 1980 is well-known.  It has had among the highest rates of economic growth ever recorded and has sustained those rates of growth over more than 20 years.  Table 1 shows that, since 1980, China’s average annual growth rate of GDP (overall production) has been close to 10%, almost double that of the 1970’s.
	TABLE 1

	Year
	Average Annual Growth Rate of GDP

	1970-80
	5.2%

	1980-90
	9.5%

	1990-2000
	10.6%

	2000-05
	9.6%


Source: World Bank
China’s average annual growth rate of almost 10 percent doubled the size of the overall economy about every seven years and translated into a steady increase in the standard of living.  Table 2 shows that in 2004 purchasing power parity (PPP) GDP per capita was $5,771.69, about 18 times higher than per capita GDP in 1978.
	TABLE 2

	Year
	GDP per capita in US dollars

	1978
	$323.97

	1988
	$1,176.58

	1998
	$3,343.42

	2004
	$5,771.69


Source: Penn World Tables
Increasingly, production took place in markets.  Production to fulfill plan quotas declined relative to production occurring in markets.  For example, as Table 3 indicates, total production of grain increased from 304.8 million tons in 1978 to 394.1 million tons in 1988, almost a 30 percent increase.  Grain sold by farmers to the state at plan-determined prices increased only slightly over the same period from 47.8 million tons to 50.5 million ton indicating that substantial amounts of grain sales were going through market channels.  Table 3 shows similar patterns for two industrial goods, coal and steel. 
	TABLE 3

Production for the Plan versus Production for the Market

	
	1978
	1988

	Grain (millions of tons)
	
	

	   State procurement at plan price
	47.8
	50.5

	   Total domestic production
	304.8
	394.1

	
	
	

	
	1981
	1990

	Steel (millions of tons)
	
	

	   Plan quota
	13.91
	15.58

	   Total domestic production
	26.70
	51.53

	
	
	

	
	1981
	1989

	Coal (millions of tons)
	
	

	   Plan quota
	329
	427

	   Total domestic production
	622
	1,055


Source: Qian 2003, p. 309


Stories of individual success abound.  The authorities’ increasing tolerance for markets gave many Chinese from the bottom rungs of the economic ladder the opportunity to move to the top.

Li Xiaohua, for example, started out selling watches out of a bag on the streets beneath the office block he now owns.  There had been no job for him when he returned from a Cultural Revolution assignment to “repair the earth” in a frigid northwestern province near the Russian border.  After hawking watches for a time, he took a train to the coastal resort of Beidaihe, sunk all of his savings into an American-made iced-drink dispenser, and prowled the beach for customers.  Another salesman’s job and some canny property investments later, he found himself in 1994 as the number-two tycoon on a list of the richest people in the country.  Since then he has slipped down in the rankings, but he does not lack for consolations.  One of them was parked in a garage beneath his office: a red Ferrari with the license plate A 0001.  “It was the first to be imported,” he said.

Deng had said that some people should be allowed to “get rich first,” but he left the question of who these people should be largely to chance.  For much of the 1980’s those selected by the rounds of social roulette were mostly the getihu (“single body units”), or self-employed.  Many of them would turn up again two decades later as the leaders of corporate China.  Liu Chuanzhi, who as chairman of Lenovo bought the personal-computer division of IBM in 2004, was in the mid-1980’s just starting out as a sales representative for “Big Blue” (IBM) in China.  He would later recall how in those days he lived in a tiny communal space at the back of a bicycle shed and had to dry his socks over a coal-burning stove in the middle of a single room used by the whole family.  When he attended his first IBM sales meeting, he wore a suit borrowed from his father [Kynge, pp. 15-16].  

[Liu ultimately made his fortune by starting his own computer business (that eventually became Lenovo) with a group of fellow scientists from the Chinese Institute of Computing Technology and 200,000 renmimbi in seed money from the Institute.  The company landed the contract to maintain the 500 IBM PCs which the Academy of Sciences imported.  In this way, Liu began to learn about the computer business.  Eventually Liu’s] company developed its breakthrough product, a circuit board that would allow IBM PCs to process Chinese characters.  The Chinese language system helped them sell imported PCs, which gave them distribution experience and an understanding of computer needs.  In 1990 they started to assemble PCs under their own brand name as well as sell printers for Hewlett-Packard and computers for AST, a now defunct U.S. manufacturer.  Following that, business took off, and in 1994 [Liu’s company, then called Legend} was listed on the Hong Kong stock market. 







[Kynge, pp. 174-177].  

5.
Do the Economic Reforms Explain China’s Growth?

Many observers outside China attribute much of its explosive growth over the last 30 years to its opening to international trade and investment.  Qian argues that these factors cannot have been the major forces underlying China’s development.

The role of FDI (foreign direct investment) in China is vastly overstated in the press.  For the entire 1980’s, FDI in China was tiny.  FDI only started to increase substantially in 1993, and at its peak it accounted for about 10 percent of total investment.  On per capita basis, China’s FDI is not high by international standards.  It is true that China’s exports expanded very fast, but that cannot be the main story.  The direct contribution of foreign trade and investment to large countries cannot be quantitatively as important as to small countries.

Like FDI, China’s exports were very concentrated in coastal provinces.  However, contrary to popular perception, China’s growth was not just a phenomenon of coastal provinces – it is across the board, both coastal and inland.  Inland provinces are growing fast, though coastal provinces are growing faster.  Anyone who has traveled to inland cities such as Xi’an or Guiyang cannot fail to notice their vibrant local economies.  Indeed, if each of China’s provinces were counted as a distinct economy, about 20 out of the top 30 growth regions in the world in the past two decades would be provinces in China, many of which did not receive much foreign investment and did not depend on exports. 








[Qian 2003, p. 299]
This does not mean that international trade and investment did not contribute to China’s growth at all.  China’s openness may explain why coastal provinces grew faster than interior ones, but cannot explain why interior regions grew as fast they did.


Analysts have argued that China’s reforms worked well for two reasons.  First, the economic and political conditions in place in 1978 (at the beginning of the reform period) were conducive to change.  Second, the nature of the reforms themselves made it less likely that mistakes in reform, that could have prompted serious calls for their halt, would be made.

5.1. Political and Economic Conditions. 


China started its reforms with the agricultural sector, which, given the structure of the economy at that time, was probably the appropriate place to begin.  About 80 percent of the Chinese population worked in agriculture:  In other words, there was undoubtedly redundant or “surplus” labor in agriculture, so that the reallocation of that labor to industrial production in township and village enterprises improved overall resource allocation. [Rogoff, p. 1]


Another reason the reforms worked well was perhaps that the mentality of command economy had never completely taken hold in China.  Even during the years immediately following the Communist Party’s victory, the government never completely took over the economy.  Further, only about 30 years passed between the Communist victory in 1949 and the beginning of market reforms in 1978.  Surely, many people remembered how to respond to market incentives, which made the adjustment to markets much easier and less disruptive.

Further, on the political side, the reforms had the support of both the Chinese people and of government officials. They had seen the failures of central planning and the excesses of the Cultural Revolution and therefore desired a different course.  Certainly, there were elements of the Communist Party that were opposed to market reforms.  The gradualness of the reforms themselves probably helped keep the opposition at bay; the economy in the early stages was still substantially centrally-controlled.  Further, Deng’s leadership was critical in keeping the anti-reform forces from moving into a position where they could control policy.  For example, he continually tried to downplay what was happening.  “‘Some of our comrades are most worried about whether we will become capitalist,’ Deng declared. ‘They are afraid of seeing capitalism suddenly looming up after having worked all their lives for socialism and communism, and they cannot stand such a sight.’  Deng sought to reassure them.  He described what was happening as the ‘building of socialism with Chinese characteristics.’” [Yergin and Stanislaw, p. 193]


Finally, there was relative political stability during the period of reform.  The Communist Party remained in power and thus was able to keep the reforms going.

5.2. The Nature of the Reforms.

The “gradualness” of the reforms has been heralded as a key to their success.  This allowed the reformers to “experiment” (see which reforms worked and which did not) and permitted the development of institutions that minimized the numbers of people who were harmed by the reforms.

Experimentation. Some argue that the fact that the reformers had no grand “plan” was a plus.  Reform policies were adopted based on experimentation.  It was a “process of learning by doing, or as Deng put it, of ‘crossing the river while feeling the rocks.’” [Chow, p. 61]  Reformers initiated reforms on a limited scale and expanded them only if they seemed to work.  For example, the policy of openness to foreign trade and investment started with the authorities allowing the provinces of Guangdong and Fujian to adopt more capitalist policies before others were allowed to do so.  Another example is the household responsibility system, as discussed above.  The system arose spontaneously as a result of the efforts of peasants in the agricultural communes.  Only when the authorities saw that it produced results did they embrace it as official policy.  

Transitional Insitutions. Qian [2003] argues that the types of institutions that evolved in the course of China’s reform explain both the higher growth rates and the fact that the reforms continued.
…a set of institutions is critical to sustained growth, including secure property rights protected by the rule of law, impartial enforcement of contracts through an independent judiciary, appropriate government regulations to foster market competition, transparent financial systems, and so on.  That all of them can be readily found in the developed economies, especially in the United States, implies that they are “best practice” institutions. 








[Qian 2003, p. 303]

While the Eastern European countries and the former Soviet Union attempted to move as quickly as possible toward “best practice” institutions after the fall of Communism, China has been moving gradually toward them over 30 years.  In the interim, Chinese reform has produced “a series of institutional changes in the novel form of transitional institutions.” [Qian 2003, p. 305]  Qian argues that these transitional institutions worked because they achieved two objectives at the same time.  First, they improved economic efficiency, thus leading to growth of output.  Second, at the same time, they did not create substantial numbers of “losers;” that is, they minimized the number of people and groups that lost economically and politically from the reforms.  Thus, the reforms continued to be widely popular.

One example of the transitional institutions was the “dual-track” approach: the continued existence of economic planning while markets developed.  In the “plan” track, economic agents (farmers, businesses) provided a fixed quota of output to the state according to the economic plan.  In the “market” track, economic agents could sell any surpluses they generated above the quota at market-determined prices.  In the market track, producers responded to the economic incentives of prices and profits, which resulted in more efficient production.  However, the continuation of the plan track meant that very few people (if any) lost their basic livelihoods.  This minimized political resistance to the changes.
The introduction of the market track provides the opportunity for economic agents who participate in it to be better off, whereas the maintenance of the plan track provides implicit transfers to compensate potential losers from the market liberalization by protecting the status quo rents under the preexisting plan. 








[Qian 2003, p. 307]


Another example of transitional institutions was the township-village enterprise (TVE).  In a full market economy, businesses are privately owned and ownership rights are protected by laws that are fairly enforced by the government.  In turn, secure property rights give entrepreneurs confidence that their profits, and indeed the firms they own, will not be arbitrarily expropriated.  In this environment, they are willing to take the risks associated with finding new technologies and introducing new products, activities that are essential to growth.  However, in China in the late 1970’s, there were still elements of the Communist Party that abhorred private ownership of businesses.  Indeed, in several crackdowns during the 1980’s (including that associated with Tiananmen Square in 1989), the central government attacked private enterprises.  The result was that central government could not be counted on to provide a secure environment for private businesses.  The TVEs, which were “owned” by the local governments, were a compromise or transitional institution.  The local governments had reason to provide a secure environment for the TVEs because enterprise profits generated revenues for local governments.  In turn, the local governments could use the revenues to enhance public goods like roads and police protection, which, besides facilitating growth, would garner support among the populace.  The central government had an incentive to leave the TVEs alone for at least a couple of reasons.  First, the TVEs helped increase support for the central government indirectly as they enhanced the image of the local governments.  Secondly, the TVEs generated revenue for the central government through the fiscal arrangements between the local and central governments.  Thus, TVEs resulted in more secure property rights for producers than private ownership would have, allowing economic growth, and, at the same time, advanced the political interests of both local and central governments.
6. Aftermath.

China’s program of gradual economic reform over the last 30 years has resulted in remarkable economic success as China has transformed itself from an economic backwater to a powerful engine of growth.  In the process, the standard of living of the Chinese has marched inexorably upward.  The process, however, is not complete.  

Analysts note that some key components of a market economy have not been introduced as completely as they might.  Despite rhetoric and oftentimes the issuance of regulations and laws, property rights have still not been clarified and often are not respected.  For example, stories abound about farmers who have been forced by property developers (presumably in league with local governments) to give up the land on which they have farmed for decades.

In addition, pollution and other environmental problems are alleged to be quite severe.  This was brought to the attention of those who live outside China by the 2008 Beijing Olympics during which athletes who had to perform outdoors expressed their concern about air quality.  The TV broadcasts of the games often showed thick smog in the background.  Finally, despite some political loosening, the Chinese government is still authoritarian and full political freedom has not accompanied economic freedom.


The resolution of problems like these will determine whether the Chinese standard of living continues to rise at the same pace as it has over the last 20 years.
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“SHOCK THERAPY” AND THE ROCKY ROAD TO PROSPERITY: A CASE STUDY OF RUSSIA
By Linda Kinney and Amanda Kaler

1. Introduction.
Seventy years of Communist domination of the Soviet Union ended after the Revolution of August 1991 which effectively deposed the rule of Mikhail Gorbachev and brought the reformer Boris Yeltsin to power.  Indeed, the Soviet Union itself, ceased to exist as a political unit, leaving Russia, the largest portion, independent of the former Soviet Republics, which included such entities as the three Baltic states of Latvia, Lithuania, and Estonia, as well as the Ukraine, Uzbekistan, and so on.

The importance of this event cannot be overstated.  “The collapse of the Soviet Union was one of the great dramas of the 20th century… because the collapse was multiple: an empire, an economic system, and a political system collapsed.” [Aslund 2007. p. 81.  For the West, this meant the end of the Cold War, which had dominated and shaped international relations since the end of World War II.  For the Russian people, it meant a new era of great uncertainty.  On the one hand, it held out the promise of democratic freedom to replace the autocracy of the Communist Party and the hope that prosperity would result from a market economy.  On the other hand, democratic and market institutions might never take hold, plunging Russia into a political and economic abyss.

On the economic front, Yeltsin’s government made the decision to move toward a market economy as quickly as possible, thus prompting the implementation of a set of economic reforms known as “shock therapy.”  The subsequent years have seen economic chaos in the 1990’s, in the forms of declining production and government financial collapse, followed by rising prosperity after the new millennium dawned.   On the political front, the incipient democracy of the years of Yeltsin’s presidency gave way to the centralization of political power under the next President, Vladimir Putin.

2. The Soviet Union under Communism: The Historical Context of the 

Reforms.

Marx wrote that capitalism bore the seeds of its own destruction.  Eventually, the proletariat (“laborers”) would rise up and overthrow the oppressive bourgeoisie (“capital”) resulting in a new economic and political order called Communism.  Thus, Marx foresaw revolution in the advanced capitalistic states of Western Europe.  However, the first successful Communist takeover occurred in pre-industrial, almost feudal, Russia in 1917.
2.1  The Economic System of the Soviet Union.


Initially, the victorious Bolshevik Party of Lenin nationalized all land, industry, railroads, and commerce “with the general objective of creating conditions consistent with communism.” [Kaler, p. 5]  However, after defeating the anti-Bolshevik forces of the White Army in the civil war of 1917-22, the government formulated the New Economic Policy (NEP), which attempted to install a mixed economy.  “Peasants had the right to work the land as if it was private property, and there was some private control in industry and commerce.” [Kaler, p. 5]  In defending the NEP against Communist hard-line objections, Lenin pronounced that this was permissible as long as the government retained firm control over the most important industries and parts of the economy, what he called the “commanding heights.” [Yergin and Stanilaw, p. 280]
	FIGURE 1

LEADERS OF THE SOVIET UNION

	Vladimir Lenin
	1917-1924

	Josef Stalin
	1927-1953

	Nikita Khrushchev
	1956-1964

	Leonid Brezhnev
	1964-1982

	Yuri Andropov
	1982-1984

	Konstantin Chernenko
	1984-1985

	Mikhail Gorbachev
	1985-1991


Source: Pomer, p. 144

It was during the brutal regime of Joseph Stalin (from 1928 to 1953) that the command system that would shape the Soviet economy until 1991 was set in place.  The motivations for setting up a centrally-controlled command economy included the desire for a socio-economic system consistent with the principles of communism.  More precisely, communism would be achieved when there were no more classes of haves and have-nots and the thus the state could “wither away.”  However, this would not happen overnight and, in the interim, the country would be governed by the “dictatorship of the proletariat.” [Kaler, p. 13]  In practice, this meant rule by the Communist Party.  Also “…Stalin was driven by the desire to ‘catch up’ with the West, partly for nationalistic reasons and partly to [deliver the promised economic benefits associated with the communist ‘workers’ paradise. To ensure that the population continued to support communism and the Party, it was necessary that improvements in living standards occur].” [Kaler, p. 13]  Not surprisingly, Stalin wanted to achieve these goals as quickly as possible, meaning that “haste” underpinned all economic decisions.  Expanding the economy as quickly as possible (“haste”) and the “dictatorship of the proletariat” seemed consistent with tight government control of and central direction for the economy.  Stalin “nationalized production, and by the end of the 1920’s, with the initiation of the first five-year plan, the ‘command economy’ was born.” [Yergin and Stanislaw, p. 280]


Officially, there were no markets in the Soviet Union; supply and demand were exiled.  Instead resources were allocated by bureaucratic decisionmaking.  A series of government agencies made the system work.  The names of these agencies all began with “gos,” the abbreviation for the Russian word for “state.”  “Gosplan determined the plan [for production of all goods and services], while Gosten set prices and Gossnab allocated supplies.  Labor and wage policies belonged to Gostrud.  With the coordination of the Communist Party, the ministries in Moscow were responsible for all the critical decisions…” [Yergin and Stanislaw, p. 280]


In a capitalistic economy, millions of individual buyers and sellers make continuous decisions that affect market signals (prices, costs, profits, etc.).  In turn, these signals influence and change the allocation of limited resources.  Underlying the whole system is private property: individuals get to keep the income they earn and the wealth they accumulate as a result of their productive efforts.  A fuller appreciation for how central planning in the Soviet Union worked can be gleaned by comparing how the Soviet Union’s economy answered the three basic economic questions with the way a stylized market system answers them.

In a market economy, the decision about what combination of goods to produce results from responses economic participants make to market signals, principally prices and profits.  For example, if consumers desire (demand) more cars, the price of a car on the market will rise, making it more profitable to produce cars.  Producers will bid resources away from other uses (production of machines, appliances, etc.) so that consumers end up getting the additional cars they want.  In the Soviet Union, the combination of goods produced was determined by the planners.  Gosplan, the central planning agency, coordinated the process, which was incredibly complex bureaucratically.  There were two parallel processes, each organized in hierarchical fashion, as illustrated in Figure 1 below.
FIGURE 2
THE PLANNING SYSTEM IN THE SOVIET UNION
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Adopted from Kaler, p. 15
Branch planning organizations (on the left of figure 1) started at the top with the branch ministries in charge of production of goods at the sectoral level down to planning departments of individual enterprises (plants).  Territorial planning organizations (on the right) were organized from agencies that planned for entire Soviet Republics (loosely comparable to states in the U.S.) at the top down to city and town planning agencies.  The process was very rigid bureaucratically, with each lower department reporting only to the department above it and little systematic coordination between branch organizations and territorial organizations.  At the top, overseeing the whole process, was Gosplan.  Output targets were set through five-year and yearly plans, with the yearly plans more important since short time horizons were consistent with the goal of “haste.”  Production was driven by the goal of fulfilling the target over all other goals. “Oil drillers were not judged on whether they found oil at some economically sensible price; they were judged by how many feet they drilled.” [Stanislaw and Yergin, p. 280]

In a market economy, profits drive how goods are produced.  Producers earn profits which, given private property, they can use for their own personal consumption.  In turn, producers can increase their profits by finding ways to reduce the amounts of resources (land, labor, and capital) used to produce a given amount of goods and thereby cutting costs.  Consequently, each good is produced with the fewest resources possible or is produced efficiently.  In the Soviet economy, the planners determined how goods were produced.  The output of one industry (say, steel) was the input of another (machinery) and, since the plan determined how much of each would be produced, it effectively determined which inputs would be used in production of each good.  Government ministries also set the policies regarding employment and compensation of labor, rather than letting the enterprises that employed workers formulate them.  The government set product prices and costs so that in principle each enterprise could calculate its profits, but these did not have the same meaning as in market economies: prices had no relationship to demand for products and costs had little to do with how scarce resources were.  In fact, prices and costs were often set so that monetary transfers would occur between enterprises and the central government.  For example, prices of manufactured goods were typically set high and the costs of energy inputs set low so that substantial manufacturing profits could be turned over to the central authorities. [Kaler, p. 16]  The bottom line is that the prices and costs set did not result in efficient resource use in the Soviet Union, as will be discussed below.

In a market system, the question of for whom to produce (who gets to consume the goods produced) is determined by the returns to and therefore incomes of the owners of resources (land, labor, and capital) and the prices they pay for the products they buy.  One potential outcome of a market economy is unequal consumption.  This is due to differences in income earned by various resources (income inequality), which in turn results from differences in the demand for and the supply of various resources.  One of the goals of Communism was equality of consumption, particularly of food and other essentials.  The Soviet authorities could have used rationing to accomplish this, but instead chose to issue money and pay incomes to people who would then decide how many goods to buy.  However, incomes and prices were set to ensure that everyone had easy access to essential goods. Thus, prices of food items were set artificially low.  The price of bread in Moscow, for example, did not change for 70 years.
  Incomes, however, were not set equally.  Bonuses were given to enterprise managers and workers for fulfilling plan targets.  Thus, in practice, incomes and purchasing power were not equal since some groups had higher incomes and purchasing power than others.  Nevertheless, the income distribution was more equal than in most market economies.

Despite the overwhelming presence of central planning in economic decision-making in the Soviet Union, certain markets did exist on the fringes.  In fact these were crucial to keeping the system functioning.  For example, a tiny proportion of agricultural land was allowed to be farmed privately and the output consumed by the farmers or sold on collective farm markets.  Although small by comparison to total arable land and land cultivated by state collective farms, “…they proved essential, producing over 25 percent of meat and up to 50 percent of potatoes.”  [Stanislaw and Yergin, p. 281] Further, while it was illegal, these goods could be bought outside of collective farm markets, that is, on the black market.  “There were no sausages in the stores.  But if you wanted a sausage for dinner, you could buy it on the black market if you knew ‘the back door of the store…’” [Stanislaw and Yergin, p. 281]  In the 1960’s and 1970’s, “ ‘there developed a substantial degree of illegal and quasi-legal interplay among high party officials…, enterprise managers, top regional bureaucrats, and black market entrepreneurs’” [Kaler, p. 17]  This exacerbated income inequality.

2.2. The Economic Performance of the Soviet Union.


Table 1 below tracks the historical growth rate of output in the Soviet Union from the beginning of the Stalin era until 1985.  The table uses growth accounting to decompose the growth of output into the growth of inputs and productivity.
	TABLE 1
AVERAGE ANNUAL RATES OF GROWTH OF OUTPUT, INPUTS, AND PRODUCTIVITY (%)

	
	1928-85*
	1928-40
	1940-50#
	1950-60
	1960-70
	1970-75
	1975-80
	1980-85

	AGGREGATE
OUTPUT (GNP)
	4.2
	5.8
	2.2
	5.7
	5.2
	3.7
	2.6
	2.0

	COMBINED INPUTS
	3.2
	4.0
	0.6
	4.0
	3.7
	3.7
	3.0
	2.5

	TOTAL FACTOR PRODUCTIVITY
	1.1
	1.7
	1.6
	1.6
	1.5
	0.0
	-0.4
	-0.5

	*Growth rates over entire period.

#Growth rates during World War II and reconstruction.


Adopted from Kaler, p. 17
The first row of Table 1 reveals that, despite a reasonably impressive growth rate of 4.2% over the entire period, growth of the Soviet economy declined continuously.  The decomposition of growth into that portion attributable to increases in inputs and that related to productivity, demonstrates that the main means by which the Soviet economy grew was accumulation of inputs (land, labor, and capital).  Productivity growth continuously declined over the period, turning negative after 1975, which means that, if inputs had not continued to increase, output would have declined.

Table 2 shows the average annual growth rates of the major inputs (labor, capital, and land) over the same period.

	TABLE 2
AVERAGE ANNUAL RATES OF GROWTH OF INPUTS (%)

	
	1928-85*
	1928-40
	1940-50#
	1950-60
	1960-70
	1970-75
	1975-80
	1980-85

	LABOR (man-hrs)
	1.8
	3.3
	0.7
	1.2
	1.7
	1.7
	1.2
	0.7

	CAPITAL
	6.9
	9.0
	0.4
	9.5
	8.0
	7.9
	6.8
	6.3

	LAND
	0.8
	1.6
	-1.3
	3.3
	0.2
	1.0
	-0.1
	-0.1

	*Growth rates over entire period.

#Growth rates during World War II and reconstruction.


Adopted from Kaler, p. 18
The growth rates of capital are consistently higher than those of labor and land.  Clearly, accumulation of capital was the main method by which inputs were increased over the period.

The Solow model explains why Soviet growth continuously declined.  Inputs are subject to diminishing returns: other things constant, additional units of capital, say, add less and less to total output.  Thus, as the Soviet Union accumulated more and more capital over time, growth was bound to decrease.  The only way to continuing growing is to increase the efficiency with which resources are used; that is, use fewer resources to produce given amounts of output.  The decline in productivity growth in Table 1 reveals that the Soviet Union failed to do that, and thus Soviet growth was unsustainable.

During the period, the Soviet Union did achieve its nationalistic goal of becoming a military superpower: its military technology was on par with that of the West and, in 1957, it beat the U.S. at putting the first man in space.

As late as the 1980’s, many Westerners foresaw a coming Soviet supremacy.  The Soviet Union had 30,000 nuclear warheads and 5 million men under arms.  It had deployed potent intermediary SS-20 nuclear missiles in Eastern Europe.  The North Atlantic Treaty Organization (NATO) was trying to catch up by deploying American Pershing missiles to defend Europe from that threat… [Aslund, p. 14]

As overall growth rates declined, however, the sophistication of Soviet military technology could only be sustained by increasing sacrifices of consumption.  By the 1980’s, some analysts were beginning to realize that the Soviet Union was a country with a first-world military in which the average citizen enjoyed a third-world standard of living.  Aslund described his drive from Helsinki, Finland to Moscow in 1984.
No border in the world marked a greater divide than that between Finland and the Union of the Soviet Socialist Republics.  In Finland, all was modern and wealthy.  When you crossed the border into the USSR, you stepped 70 years back into history and poverty.


This was the “highway” that connected the two biggest cities of the Soviet empire, Moscow and Leningrad (St. Petersburg).  Yet it had only two lanes and was marred by potholes.  Traffic was minimal, because the Soviet Union never developed mass car ownership, and travel was severely restricted.  From time to time, a sign informed us “telephone 30 km,” because ordinary villages had no phones.


One little village followed after another, with their quaint Russian wooden cottages.  They were almost indistinguishable and would have been romantic had they not been so dilapidated and unpainted.  Ice clung to the windows…In each village, a stooping babushka carried a heavy yoke with two buckets of water, because there was no tap water or sewage.  Admittedly, they had electricity, and television spread the regime’s imbecile propaganda of success amidst this disheartening poverty. 

[Aslund, pp. 11-12]
Life was better in the cities, but not by much.  The tales of the shortages of consumer goods under the Soviet system are legendary.  Janet Speck, a U.S. diplomat who worked in Russia in the late 1990’s, studied in Leningrad (St. Petersburg) as a student in the mid -  1970’s.  She often saw lines of people waiting to buy goods that were in short supply.  One day, as she was walking down the street, she noticed that an unusually long line had formed.  She asked the people at the end of the line what they were waiting to buy and they did not know.  Hopeful that such a long line signaled that people were cuing for something “exotic” like oranges, and tired of the bland and predictable cafeteria food at the university, she decided to wait.  As she approached the front of the line, she finally realized that people were buying canned peas. [Author’s interview]

The quality of goods was also poor.

Consumer goods were produced in quantity, but of such poor quality that warehouses bulged with unusable shoes and shoddy cloth. Although the USSR produced twice as much steel per capita as the United States, there was a chronic steel shortage because the material was used so wastefully. Lumber was in short supply because only some 30 percent of the Soviet timber harvest was utilized, compared with 95 percent in the United States and Canada.





      [Heilbroner and Milberg, p. 163]

Besides sacrificing consumer goods like oranges and cars (not to mention canned peas), the Communist growth strategy led to serious deterioration of the environment.  Forests were completely cut down, agricultural land was overused, and oil was pumped out too quickly.  The “poster-child” for lack of concern with the environment occurred in 1986.  On April 26 of that year, “…one of the large nuclear reactors in Chernobyl, slightly north of Ukraine’s capital, Kiev, melted down, and substantial radiation was released into the atmosphere.” [Aslund, p. 31]
2.3. Short-comings of the Soviet Economic System.
The Soviets strategy did not lead to sustained growth.  Fundamentally, that was because the centrally-planned economy did not provide the incentives that a market system does for growth.
First, the planners had to make an incredibly large number of decisions.  For example, they had to set approximately 24 million prices. [Sowell]


Second, related to the complexity, the process of planning was slow and inflexible.

…if something goes wrong, it is difficult for the system to adjust.  In place of the flexible market system, a functioning command economy requires a “rigid bureaucratic organization.” A market economy functions automatically: if there is not enough of a particular good, [excess] demand will drive up the price, which in turn induces suppliers to produce more of the good through the profit motive.  In contrast, a command economy must be manually engineered: if there is not enough of a particular good, output targets must increase for each good [that is used in its production.  For example, if the planners want to increase production of machines, production targets for steel, screws, and so on must be increased as well].  During the revision process, the modified plan must travel through all levels of the ministerial chain of command before it can go into effect (see Figure 2). 



      [Kaler, pp. 21-22]

Third, there was no incentive to produce efficiently, that is, to use the fewest resources possible.  The major reason for this was the plan: the goal of production at the enterprise level was to produce enough to fulfill the output target, period.  As long as the target was met, enterprises did not worry if they used too much labor and capital because there was no price to be paid for wasting inputs.  Enterprises faced no competition and would never be allowed to “go out of business.” [Ofer, p. 1803]  Managers often hoarded inputs for next year’s production.  The manager of a tractor plant, for example, would not know in advance if there would be enough nails and steel produced in the current year to allow his plant to fulfill its tractor target for the next year.  Thus, the manager would inflate his request for materials this year and stockpile them for next year.  Since this behavior made it difficult to find input materials on short notice or at the last minute, it led analysts to describe the Soviet Economy as a “shortage economy.”  This is enormously inefficient: “even though stockpiling firms were not using the materials, they were not being allocated to firms that could have used them.” [Kaler, p. 20]  
The lack of incentives for efficiency eroded work effort: workers had no reason to work any harder than they had to in order to fulfill the output quota and, in any event, managers could not fire them.  There was a popular joke related to this: “A visitor to a factory asks a manager, ‘How many people work here?’  The manager replies, ‘About half.’” [Weil, p. 281]    The authorities made periodic efforts to motivate workers by employing propaganda in posters, films, and poems.   
The output quotas also explain why many products were of low quality.  For example, “if a tractor manufacturer is evaluated solely on the basis of quantity produced, why should it bother to check that all bolts are in place and fully tightened?” [Pomer, p. 143]  An actual instance is described by Weil: “a nail factory was given a production target measuring the total weight of nails to produce.  The factory’s managers found that the easiest way to meet the target was to produce exceedingly large nails, which were of no use to consumers.” [Weil, p. 281]
Third, the absence of potential profits discouraged innovation, the key to rising productivity in the long-run.  At the enterprise level, trying to discover new, more efficient ways to do things requires that firms take resources away from current production.  Given the overriding priority of fulfilling current output targets, Soviet enterprises were understandably unwilling to do that.  Further, the introduction of new production processes and products that were different would create intolerable headaches for the planners who would have to continuously revise the plans to incorporate them.  The system thus encouraged producing the same things the same ways indefinitely.  The exceptions to the stagnation of the civilian production sectors were the space and military sectors.  The lack of a market “test” for these types of products is less important because often, to be useful, they must adhere to specific scientific or engineering criteria.  For example, to get a man into space requires that certain relatively precise scientific specifications be met.  The authorities allocated the best-quality human and physical resources to these sectors and gave them more flexibility in management and production.  They did not have annual output targets, for example, and were not part of the same rigid bureaucratic planning process as civilian enterprises.  Not surprisingly, it was these sectors that produced new technologies. [Ofer, p. 1811]

By the 1980’s, the Soviet economy was virtually stagnant.  “In spite of its technology, the USSR was a disaster in terms of producing output.  In 1985, …GDP per capita in the Soviet Union was less than one-third the U.S. level…” [Weil, pp. 280-281].  Moreover, despite the best efforts of the Soviet government to censor information, the spread of modern communications was bringing home to Soviet citizens the extent of their backwardness.  Many began to question the rationale for their government’s economic policies.  This was the atmosphere in which Mikhail Gorbachev came to power.
3. Mikhail Gorbachev and Perestroika.
Mikhail Gorbachev was appointed general secretary of the Communist Party, and therefore leader of the Soviet Union, on March 11, 1985.  Compared with the previous three leaders (Brezhnev, Andropov, and Chernenko), he was relatively youthful, energetic, and optimistic.    He “quickly changed the composition of the highest [Party] and government bodies, eliminating Brezhnev-era appointees and promoting allies.” [Curtis, p. 101]
He recognized that the Soviet Union was going to have to change if it was to maintain its status as a superpower.  In other words, the lack of overall economic growth was putting the military and scientific sectors in jeopardy.
“Our system was so cumbersome,” he said, “that it was not capable of responding to the challenge of the scientific and technological revolutions.”  And he was appalled by how badly the economy was working.  “We were planning to create a commission in order to solve the problem of panty hose in the Soviet Union,” he would later recall.  “A country that was in outer space, that had this kind of defense, could not make enough panty hose for women, not enough toothpaste or the simplest things for people’s lives.  It was really a shame even to work in this kind of government.”




   [Yergin and Stanislaw, p. 282]


While Gorbachev and his allies desired change, it was not clear that they were up to the challenge.  They had spent most of their lives working for the Party in the provinces of the Soviet Union rather than in the national government and therefore they were ignorant about the country as a whole.  None of them spoke foreign languages or had traveled much outside the Soviet Union.  They came up through the ranks of the Communist Party, an environment in which all ideas were viewed through the lens of Marxism.  They had not been exposed to the type of thinking required to make deep changes to the system and see them through.  Perhaps this is why Gorbachev always stated that his goal was to reform Communism. [Aslund, p. 20]
His subsequent policy encompassed three areas of reform: “glasnost,” democratization, and “perestroika” (Desai 28). Glastnost (“openness”) anticipated the free flow of ideas within the Soviet Union. In contrast to the long legacy of censorship and repression, Gorbachev hoped to free up the press and revitalize the arts and literature. The goal was to produce an environment with more public discussion to end corruption and to allow for the expression of opinion. Democratization introduced democratic multi-candidate elections, reforms within the court system, and some individual freedoms. The election of public officials and the selection of managers by the workers in an enterprise would provide accountability within the system. Finally, perestroika (“restructuring”) incorporated specific economic legislation intended to quicken the growth rate, initiate a technological transformation, and permit some economic management as opposed to purely administrative directives. While the concept of the reforms suggested elements of a free-market society, Gorbachev always asserted that he would maintain the socialist system. 





      [Kaler, pp. 25-26]
3.1. The Gorbachev Reforms.

Gorbachev’s program was not implemented all at once but in pieces over time, partly because it was not fully formed.  The first five-year plan during Gorbachev’s regime (for the years 1986-90) called for national income to grow at 4.1% annually, which had not been seen since the early 1970’s.  To achieve these goals:
Gorbachev sought to improve labor productivity by implementing an anti-alcoholic campaign that severely restricted the sale of vodka and other spirits and by establishing work attendance requirements to reduce chronic absenteeism.  Gorbachev also shifted [the government planners’] investment priorities toward the machine-building and metalworking sectors that could make the most significant contribution to retool and modernize existing factories, rather than building new factories. …. During his first few years, Gorbachev also restructured the government bureaucracy.  He combined ministries responsible for high-priority economic sectors into bureaus or state committees in order to reduce staff and red tape and to streamline the administration.  In addition, Gorbachev established a state organization for quality control to improve the quality of Soviet production. 



 



               [Curtis, pp. 303-304]
The measures above, taken during the first two years of Gorbachev’s rule, were not much different from previous attempts by Soviet leaders to increase growth.  Gorbachev’s changes proved insufficient as the economy did not respond.  Consequently, his economic team attempted more fundamental changes. 
In July 1987, the Supreme Soviet passed the Law on State Enterprises.  The law stipulated that state enterprises were free to determine output levels based on demand from consumers and other enterprises.  Enterprises had to fulfill state orders, but they could dispose of the remaining output as they saw fit.  Enterprises bought inputs from suppliers at negotiated contract prices.  Under the law, enterprises became self-financing; that is, they had to cover expenses (wages, taxes, supplies, and debt service) through revenues.  No longer was the government to rescue unprofitable enterprises that could face bankruptcy.  Finally, the law shifted control over the enterprise operations from ministries to elected workers’ collectives.  Gosplan’s responsibilities were to supply general guidelines and national investment priorities, not to formulate detailed production plans. 













           [Curtis, p. 304]


Gorbachev’s program also attempted to free up international trade and investment.  Previously, the Ministry of Foreign Trade had a monopoly in determining what the Soviet Union would import and export.  Gorbachev eliminated it and allowed ministries of the various industrial and agricultural branches to conduct foreign trade for the sectors they controlled.  In addition, regional and local organizations and individual enterprises were permitted to conduct foreign trade.  The Joint Venture Law allowed foreigners to invest in the Soviet Union by forming partnerships with Soviet ministries, state enterprises, and cooperatives. [Curtis, p. 305]

Analysts believe that the most significant change introduced by Gorbachev was the Law on Cooperatives, which was enacted in May 1987.  “For the first time since Lenin’s NEP, the law permitted private ownership of businesses in the service, manufacturing, and foreign trade sectors.” [Curtis, p. 204]  Previously, private productive activity had been allowed in agriculture (households were permitted to privately farm small plots of land, as discussed previously) and some handicraft industries.  This law extended such activity to any productive activity as long as it was not expressly forbidden.  “The Soviet standard until then had been that everything that was not explicitly allowed was prohibited.” [Aslund, p. 29]  The effect of this law on the economy in the short-term was minor: in 1989, only 300,000 people were registered as working in such activity [Aslund, p. 29], mainly in retail trade, small-scale construction, and services.  However, ideologically and psychologically, it was very important.  For the first time in about 60 years, private entrepreneurial initiative was acceptable and the effect of it could be viewed by the Soviet citizenry. 
In Moscow, one of the first new cooperatives was a wonderful Russian restaurant on Kropotkinskaya Street.  Unlike Soviet restaurants, it was cozy, had excellent service, and served the best of Russian food, but its prices were Western.  Because of their economic freedom, these new enterprises offered better services and products of higher quality, and their economic efficiency was invariably impressive.  The government promoted cooperatives as a success in a propaganda campaign. 







[Aslund, p. 57]


Although Gorbachev’s reforms were bold in the context of Soviet history, they only changed the system at the margins.

The reforms made some inroads in decentralization, but Gorbachev and his team left intact most of the fundamental elements of the Stalinist system – price controls, inconvertibility of the ruble [meaning that the Russian currency could not be freely converted into foreign currency, which restricts international trade], exclusion of private property ownership, and the government monopoly over the means of production. 





[Curtis, p. 305]

3.2.  The Effect of Gorbachev’s Reforms on the Performance of the Soviet 
        Economy.

Instead of encouraging higher growth, the reforms of perestroika probably contributed to the economy’s continued deterioration.  They also fostered other changes that influenced the effectiveness of the reforms after the dissolution of the Soviet Union.

The Anti-Alcohol Campaign, for example, had little permanent impact on labor productivity but it did cause central government finances to deteriorate.  The campaign’s goal was to reduce the production of alcohol and make it difficult to buy.  The government reduced the number of shops and licensed restaurants selling alcohol by half.  Between 1984 and 1987, sales of alcohol fell by more than half.  However, almost 90 percent of alcohol sales were remitted as taxes to the central government, and therefore government tax collections fell precipitously.  The shortfall was the major factor that caused the Soviet budget deficit to more than double in 1986 to six percent of GDP.  After that, the deficit was never reigned in.  In addition, “the shortage of alcohol bred a large underground economy with ballooning organized crime thriving on moonlighting, poisonous liquor, and black market trade.  Alcohol poisoning became a mass killer…. Perhaps more than any other single measure [the unpopularity of] the anti-alcoholic campaign hastened the economic collapse of the Soviet Union. 





[Aslund, p. 26]  

The reforms weakened the already inefficient state enterprises.  At the same time that the authority of the planners, who oversaw the enterprises, was being curtailed, the Law on State Enterprises gave workers power over management decisions.   They frequently used this power to resist changes that would increase the amount of effort they had to put forth.  Thus, they thwarted the introduction of new technologies, and used their say in the selection of managers to favor those who were undemanding whether they were capable or not.  The authorities eventually reigned in worker control, but by this time the damage had been done, and many enterprises were left with incompetent management. [Pomer, p. 152]

Other problems resulted from the inconsistencies in product prices, some of which were now market-determined while government decree held others rigid.  “Some goods were now available at less than one percent of prices outside Russia.  At one point, a well-connected entrepreneur could sell one pack of Marlboros and use the proceeds to purchase three tons of crude oil.” [Pomer, pp. 153-154]  Given that oil prices were much higher outside Russia, the entrepreneur could then sell the oil abroad for a huge profit.  “This process enriched corrupt managers in league with crooked officials and criminal organizations.  Honest managers who dared to stand in the way were vulnerable to political and criminal retribution.” [Pomer, p. 154]  This activity resulted in the disappearance of goods from legal stores making it increasingly difficult for average Russians to get the necessities of everyday life.  The central government also allowed overall inflation to get out of control, which always exacerbates differences in relative prices and therefore the adverse consequences.


The overall economy went into a progressive slide after 1986.

According to CIA estimates, GNP grew at a healthy, though not exceptional, rate of 4.1 percent in 1986.  The growth rates for GNP in the next three years were 1.3 percent, 2.1 percent, and 1.5 percent, respectively.  The 1.5 percent figure for 1989 is deceptive, for a 6.1 percent jump in agricultural output, largely due to favorable weather, helped to offset a 0.6 percent decline in industrial output.     








[Pomer, p. 162]


The failure of Gorbachev’s reforms created tension and in-fighting in the upper echelons of the Communist Party.  Many of Gorbachev’s allies deserted him. These included Boris Yeltsin, who favored more radical market reform (and who eventually emerged as president of Russia).  Other former allies sided with hard-line Communists in arguing for a recentralization of government control.  In addition, Gorbachev’s policies to create a more open society allowed the Russian citizens to express their displeasure with the course of events publicly.  The years between 1988 and 1991 were chaotic in Russia and abroad as Gorbachev permitted the nations of eastern Europe (Poland, Czechoslovakia, and so on) to oust their Communist governments.
The crisis reached a climax in August 1991, when hard-line Communists mounted a coup.  They put Gorbachev under house arrest in the Crimea.  Despite their initial success, they met determined resistance – immortalized in the photograph of Boris Yeltsin astride a tank. … The coup fizzled after a few days.  Gorbachev returned to power for what proved to be four humiliating months, during which his power ebbed away and he found himself presiding over the dissolution of the Soviet Union. … As 1991 ended, the Soviet Union disintegrated.  The fifteen Soviet republics had become fifteen independent nations, of which Russia was by far the largest and most important.  Gorbachev handed over power – and the nuclear codes – to Boris Yeltsin, president of the Russian Federation… 



[Yergin and Stanislaw, p. 289]
The Yeltsin administration intended to oversee a transformation of Russia into a market economy with a democratic government with freely elected leaders and a constitution.
4. Economic Reforms in Russia after the End of the Soviet Union: “Shock Therapy.”
Discussions of market reform usually list “liberalization,” stabilization,” and “privatization” as the three major components of reform.  “Liberalization” means freeing prices from government control so that they can be determined by market demand and supply.  “Stabilization,” as a first approximation, means ensuring that overall price inflation is low.  This is necessary because relative prices become distorted when inflation is high, leading to a misallocation of resources, and because inflation reduces the private sector’s incentive to save and invest.  Stabilization is accomplished by keeping the growth of the money supply under control.  “Privatization” refers to transferring government-owned enterprises into private hands so they can be run on the basis of profits and respond to the incentives of the market.  Of course, these are just the primary components of reform that must be put in place.  Other supporting policies and activities are required.  For example, in order for market-determined prices to adequately reflect the relative scarcities of goods and resources, competition is necessary.  This can be accomplished by policies that encourage competition such as allowing international trade, which forces domestic firms to compete with foreign firms, and implementing anti-trust laws.  The government must have laws and institutions that protect private property once firms have been transferred out of government control.

Debate among economists continues about the appropriate pace at which reforms should be implemented.  Some advocate gradual reforms along the lines of China.  Others advocate that reforms occur in as short a time period as possible, which was popularly referred to as “shock therapy” when eastern European countries like Poland and Czechoslovakia tried to move toward market economies as quickly as possible after 1989.
Russian president Boris Yeltsin and his advisors, including reform economist Yegor Gaidar, established a program of radical economic reforms.  The Russian parliament … also extended decree powers to the president for one year to implement the program.” [Curtis, p. 308]  
Yeltsin and his major advisors clearly felt that the reforms should be as comprehensive as possible and enacted in as short a period of time as possible; in essence they supported “shock therapy.”  This sense of urgency was driven partly by the inconsistency with which past reforms, including those of Gorbachev, had been implemented.  Yeltsin said, “Not a single reform effort in Russia has ever been completed…The goal I have set is to make reform irreversible.” [as quoted in Aslund, p. 91]  The way to make the reforms irreversible was to implement most of them quickly.  The reformers also felt that time was not on their side.  The economy was in free fall with output declining rapidly and rampant shortages of virtually everything.   Yegor Gaider in particular believed that quick freeing of prices was necessary to provide the incentives to make goods available again.  He said, “Putting off liberalization of the economy until slow structural reforms [like privatization and laws protecting private property] could be enacted was impossible.  Two or three more months of such passivity and we would have economic and political catastrophe, total collapse, and a civil war.” [as quoted in Aslund, p. 91]  
In practice, the policies of Russian reform were not implemented all at once, but the pace was much quicker than that of China.

4.1 The Initial Reforms.
Led by Yegor Gaider, the first components of reform implemented were “liberalization” and “stabilization,” with “privatization” coming later.
On January 2, 1992, price liberalization occurred.  The prices of about 90 percent of consumer goods and 85 percent of intermediate goods were allowed to be determined freely in the market.  The prices of energy and food staples were raised, but still controlled by the government.   The leaders feared the potential economic and political repercussions of price increases, given the fragile state of the economy and the uneasiness of the population about the future in this “brave new world.”  However, while prices rose instantly by about 250 percent on average, there were no public protests.  Shortages slowly diminished.  “One after another, goods that had not been seen for years reappeared in shops, and many perishable products that had never survived the Soviet distribution system, such as bananas and kiwi fruit, suddenly surfaced.” [Aslund, p. 97]  To ensure that trading continued to expand, to provide adequate competition, ,and eliminate all shortages, Gaidar convinced Yeltsin to sign a presidential decree on freedom of trade on January 29, 1992 that effectively allowed anybody to sell anything they wanted in any place.  “All kinds of people took to the streets, not to protest, but to sell.  Suddenly, everything was available…” [Aslund, p. 97]  The reformers also almost completely deregulated imports during the first half of 1992, which also helped alleviate shortages and enhance competition.  To facilitate international trade, the exchange rate was fixed but could easily be converted into foreign currency.

The second goal of the reformers was stabilization.  This meant getting inflation down and keeping it low.  The key to lowering inflation is lowering the growth rate of the money supply.  However, if the government runs budget deficits in its fiscal accounts, it can be difficult to reduce the growth rate of the money supply.  Essentially, when a government runs budget deficits (government spending exceeds tax revenues collected), it must borrow.  There are three potential groups from whom a government can borrow: private domestic savers (households and businesses), foreign savers, and the central bank.  When a country is in political or economic turmoil, domestic and foreign savers are reluctant to lend to the government, necessitating that it borrow from its central bank.  When it does so, the central bank gives the government new money which goes into circulation when the government spends it.  This, of course, means that the money supply increases.  In the early 1990’s Russia’s government could not borrow as much as it wanted to from domestic and foreign savers and thus had to borrow from its central bank.  To prevent the money supply and inflation from accelerating, the reformers had to get the government budget deficit down.  Spending by the military was cut by 70 percent, but, other than that, the reformers did to little to cut government spending outright.  This was mainly because they expected spending by the central government to fall automatically as price liberalization eliminated the need for the government to continue subsidizing the state enterprises.  The authorities also restructured taxes and kept them high, thus expecting that increases in tax revenues would be the main driver of lower deficits.  Initially, the program was a success: the government budget moved from a deficit equal to 31% of GDP in 1991 to a small surplus (tax revenues exceeded government spending) in early 1992.  [Aslund, p. 98] However, this victory was fleeting and the reformers would struggle continuously to keep the budget deficit down until the late 1990’s, as will be discussed later.
Privatization was delayed until the end of 1992 and therefore firms and property officially remained in government hands.  However, the managers of the state enterprises were effectively taking control of them.  This process had begun during the perestroika reforms in the 1980’s when central control over the enterprises was loosened through laws such as the Law on State Enterprises.  Later acts, like a decree in of April 1989, allowed the managers to “lease” their state enterprises, making them “quasi-owners.”  “In February 1992, some 9,500 state enterprises were leased…” [Aslund, p. 107]
An intense public debate took place on whether and how to privatize enterprises and property during the early part of 1992.  Some people argued that after 70 years of socialism, Russians were not ready to be self-motivated entrepreneurs.  “Critics said that Russians were lazy, given to alcoholism, and that their attitude toward work was summed up by an epigram under Communism: ‘They pretend to pay us, and we pretend to work.’” [Yergin and Stanislaw, p. 293]  Further, average Russians had observed the special privileges that had accrued to Party officials and enterprise managers under Communism and perestroika. Many cynically believed that only such “insiders” would gain from privatization. “Russians talked about prikhvatizatsiya, a Russian pun combining the [Russian] words for grabbing and privatization.” [Aslund, p. 107]
The reformers did not buy the “Russians are not self-interested economic men” argument, so privatization was to go ahead.  They did, however, want to privatize in a way that would be acceptable to the general public, including to those who would be most directly affected, specifically, the “insiders:” the enterprise workers and managers.   If these “insiders” opposed privatization, they would certainly sabotage the process.
The reformers chose to privatize the medium and large enterprises using vouchers, a scheme that had been used in Czechoslovakia.  The government issued vouchers to every Russian citizen, including children and the “insiders” (eventually, 144 million Russians received vouchers).  “Vouchers became the first liquid security in modern Russia.  People could hold on to them and acquire shares [of ownership] in specific companies (or the company in which they worked), exchange them for shares in mutual funds, or sell them.  Markets grew up for the buying and selling of vouchers…The price fluctuated between four dollars and twenty dollars.” [Yergin and Stanislaw, p. 295]
“The first major privatization, carried out in [December] 1992, was the Bolshevik Biscuit Factory, which made one of Russia’s favorite cookies.  (The workers won control in that transaction and then ended up selling a controlling interest to France’s Danone, parent of American Dannon Yogurt.)” [Yergin and Stanislaw, p. 295]  Despite some political opposition, the auctions continued until the summer of 1994.  In this way, ownership of 70% percent of medium and large enterprises, employing about two-thirds of the labor force, were transferred to private hands. [Curtis, p. 316]  Over half of ownership was in the hands of “insiders.” “…18 percent of the stocks belonged to managers and 40 percent to workers in 1996, and the managers often controlled their employees’ shares.” [Aslund, p. 110]
The local governments were allowed to auction off small firms (including retail establishments), although in practice few formal auctions were held.   Instead, most firms were sold directly to their managers.  Between July 1992 and July 1993, 5,000 to 6,000 small firms were privatized each month. [Aslund, p. 110]  Housing was sold very cheaply to its tenants.
Certain companies that produced goods for national defense were not privatized.  Initially, agricultural land was also not transferred to private hands.  People and officials in the rural areas were very much against it, partly because many of the peasants were old and partly because the ideology of Communism was still strong.  As a result, privatization of agricultural land was put on the back burner.  In 2002, the national government allowed regional governments to sell agricultural land, but did not require them to do so.  Thus, some remained publicly-owned. [Aslund, p. 219]

After the first wave of privatization ended in 1994, some of Russia’s potentially most valuable companies, including those in the energy industry, remained in public hands.  “The big state-owned corporations were frightfully mismanaged and criminalized, because the incumbent managers were stealing their companies bare.  In some companies a few hundred million dollars a year were siphoned off.” [Aslund, p. 161]  The Russian government began to privatize them via what has been called the “loans-for-shares” scheme.  By this method, a consortium of state banks made loans to the government in return for shares in desirable companies.
The controversial scheme began with one man's visit to Norilsk – an isolated city 250 miles north of the Arctic Circle, where the winter temperature drops to fifty degrees below zero. The man was Vladimir Potanin, a former trade official turned banker. What he went to inspect on that bleak Arctic day was one of Russia's great industrial complexes-the Norilsk Mining and Metallurgical Combine. As he walked through Norilsk's Stalin-era factories, went down into the mines, observed the ore piled in disarray around him, pored over the figures of reserves in Norilsk's possession, he stammered, "So much property just lying under your feet."

Indeed, the company was sitting on one of the world's richest reserves of nickel, copper, platinum, palladium, and silver. Built largely by prison labor on Stalin's orders in the run-up to World War II, the Norilsk Mining and, Metallurgical Combine, which post-privatization would receive the name of Norilsk Nickel, had been crucial to the Soviet military success, and for fifty years after the war it continued to supply the Soviet military. It also insured a steady stream of hard-currency revenues for the Soviet Union from the exports of precious metals. Even as late as 1951, Norilsk was the largest camp in the gulag system, with an estimated one hundred thousand prisoners working in its mines and factories.

By the mid-1990s, despite its estimated $1.5 billion in annual revenues, the company, suffering from an inability to pay its workers and interminable strikes, was teetering on the verge of bankruptcy. Yet the potential was there. The combine remained in possession of tremendous reserves, most of which were being exported to hard-currency markets. "It was simply mismanaged,” said Potanin, It was with the acquisition of the Norilsk combine in mind that Potanin set about creating and implementing what would later on be known as the loans-for-shares privatization.

Potanin persuaded a group of other [rich businessmen who had acquired banks] to join him in a proposal to Yeltsin's government. They would lend money to Yeltsin's administration, which was desperately short of funds, to put into Yeltsin's reelection campaign. In return, the government would give them shares in key strategic state-owned enterprises "in trust." The loans would mature in several months, at which point the government would have the option of repaying or ceding control over the shares to the trustees. 

[The government did not have the means to repay the loans.]  In the course of the process, billions of dollars worth of state property would end up in the hands of a few businessmen for a fraction of its value, prompting critics to call it the sale of the century.  For his part, Potanin acquired Norilsk Nickel – losing money but with annual revenues of $1.5 billion – for $180 million. 





       [Yergin and Stanislaw, pp. 298-299]
Eventually, the government sold 12 companies this way, including five oil companies (Yukos, Sibneft, Sidanko, Lukoil, and Surgutneftegaz), Norilsk Nickel, two steel corporations (Novolipetsk and Mechel), two shipping companies, and the oil-products trader Nafta Moskva.  The government raised revenues of more than $1 billion.

Besides needing money, the Yeltsin government introduced this scheme to garner the support of powerful businessmen in the presidential election of 1996.  In the relatively free political environment, the Communist Party had reorganized and was participating in elections along with several other parties.   By 1996, it had made something of a comeback and picked up seats in the legislature.  The reformers in Yeltsin’s government hoped that the support of the businessmen would prevent the Communists from becoming a majority and taking over the presidency, which would have probably spelled the end of economic reform. “At heart, the loans-for-shares deal was a crude trade of property for political support.  In exchange for some of Russia’s most valuable companies, a group of businessmen … threw their political muscle behind the Kremlin (Yeltsin’s government).” [Quoted in Aslund, p. 163]
The scheme aroused sharp criticism both domestically and abroad, partly because it smacked of cronyism, if not corruption.  Businessmen and banks that were left out of the scheme complained and tried to discredit those who had acquired shares.  Many Russian reformers distanced themselves from the officials who had approved the scheme. The opponents of the Yeltsin’s reform government in the legislature set up commissions to investigate the sales.  Government officials in the West also criticized the sales.  The scheme certainly tarnished the image of the reformers and the Yeltsin government in the eyes of many former supporters.  However, Yeltsin did win the 1996 election and the Communists never received enough votes to control the legislature.
By the 1996 election, in a period of only five years, the Yeltsin government’s reformers had effectively set up a market economy.  The economy, however, performed very poorly during the period.

4.2.  The Effect of the Reforms on the Russian Economy.

As can be seen in Table 3 below, the growth rates of the overall Russian economy were negative every year between 1990 and 1998, except for 1997 when a small increase of less than 1.5% was recorded.  Officially, aggregate production and incomes fell continuously over the entire period.

	TABLE 3

AVERAGE ANNUAL GROWTH RATES OF RUSSIAN GDP  (PURCHASING POWER PARITY)

	YEAR
	PERCENT (%)
	YEAR
	PERCENT (%)

	1990
	-3.18
	1995
	-4.15

	1991
	-4.61
	1996
	-3.59

	1992
	-14.48
	1997
	1.43

	1993
	-8.87
	1998
	-5.30

	1994
	-12.65
	
	










Source: World Bank

In addition, while inflation rates declined over the period 1992 through 1997, as illustrated in Table 4 below, they were in triple digits or more until 1997.
	TABLE 4

ANNUAL RATES OF INFLATION BASED ON CONSUMER PRICE INDEX

	YEAR
	PERCENT (%)

	1992
	1526.0

	1993
	873.5

	1994
	307.6

	1995
	197.5

	1996
	47.6

	1997
	14.6










Source: Kaler, p. 42
Life for the average Russian was very difficult during the transition.  The combination of falling production and incomes and increases in prices eroded living standards, making many people worse off than they had been under Communism.  This was particularly true for retired people living on government pensions, which were not rising.  People made and sold anything they could to supplement income from wages and pensions.  City streets were full of people selling vegetables and fruits from their private farm plots and handmade sewn and knit items.

Hardly anyone expected the economy to perform well immediately.  After all, economic activity in the Soviet Union had taken place under a totally different set of institutions and conditions than it does in a market economy.  Economic participants had to learn how to operate within a whole new incentive structure.  In the Soviet centrally-planned system, for example, producers did not have to find customers for their products or search for the lowest cost inputs.  Now, they had to learn how to do these things, and in the meantime, they were likely to make mistakes that would reduce output.  Observers also expected that inefficient firms would begin to go out of business as markets took hold, and that would mean lower production and employment as well.  Indeed, the economies of central and eastern Europe and the economies of the former Soviet Republics (the Baltic States and the former Asian Republics) had seen declines in production as they transitioned to market economies.  However, Russia seems to have performed significantly more poorly than those economies.   Between 1990 and 2000, the developing countries in Europe and Central Asia (which are mostly former communist countries) had an average annual GDP growth rate of -0.7 percent.  During the same period, Russia’s average annual growth rate was -4.7 percent. [World Bank, World Development Indicators 2007]  Clearly, there were some problems with Russia’s reform process.
4.3.   Problems with the Russian Reforms.

One problem was the “rent-seeking machine” that existed in Russia at the end of the Communist era. [Aslund, p. 3]  Initially, the main participants were the enterprise managers. They had gained control over the enterprises during the era of “perestroika” when the Gorbachev regime reduced the authority of the central planners, as discussed earlier.  “The state enterprise managers were the masters of the transition period, enriching themselves at the expense of the state and society.” [Aslund, p.137]  They were able to take advantage of the partially liberalized price system.  Those who managed firms in industries where prices were completely freed (and therefore increased) received subsidized loans and credits from the central government, which kept their costs down, and sold their products at high prices in the newly freed markets.  Those who managed firms in the energy industry, where prices domestically continued to be regulated, were able to gain from arbitrage: they bought oil and gas cheaply in the Russian market and sold them abroad at higher world prices.  Of course, they wanted the government to continue the policies that were making them rich, so they made friends with politicians in the legislature and organized themselves into lobbying groups to exert influence. When their firms were privatized, they were often able to get enough vouchers to gain majority ownership.  In the middle and late 1990’s, they began to lose control, but, in the interim, their activities undoubtedly hurt Russian growth as they worked mainly at enriching themselves rather than producing goods and services that the general public wanted to buy.

Another problem was the difficulty the authorities had achieving stabilization, as the high inflation rates in Table 4 above indicate.  The reformers were unable to permanently reduce the government’s budget deficit and borrowing, which put continuous upward pressure on the money supply.  In particular, the government was unable to reduce the subsidized loans to the enterprises.  This was due to the influence of the enterprise managers who were using the subsidies to amass wealth and thus were lobbying for their continuance.  Every time reformers mounted a new campaign to cut the subsidies to the enterprises, the managers exhorted their political cronies to resist.  This meant that cutting government spending, and therefore the budget deficit permanently, was an almost impossible task.  Between 1992 and 1997, the budget deficit was very high, fluctuating between 4.1 percent and 9.2 percent of Russian GDP.
4.4.   The Financial Crash of 1998.

The failure to reign in the budget deficits forced the government to continuously borrow.  The western governments, wishing to support the Yeltsin regime and avoid a return to communism, tried to help.  They were probably instrumental in allowing Russia to borrow from the IMF.  The IMF insisted that the Russian government borrow from foreigners as well as domestic residents, which they had not done to date.  The IMF believed that additional funds from foreigners would lower interest rates and therefore the government’s borrowing costs.  Foreign investors initially were quite willing to pour funds into Russia.  Partly, this was because returns were good: Russian interest rates were high and stock prices were rising.  It was also because foreign investors were convinced that western governments would never let Russia, with its nuclear arsenal, revert to communism, and thus investing there was safe.  
In the summer of 1997, international investors began to withdraw funds from East Asian countries like Thailand and South Korea, precipitating a financial crisis in those countries.  Often when international investors withdraw funds from one country, they look around for other countries with similar characteristics and also withdraw funds from that country.  In this case, investors began to withdraw their funds from Russia.  With the Russian government unable to borrow, it was forced to default and devalue the ruble on August 17, 1998.

In addition, the government declared a moratorium on Russian banks’ foreign payments, which in effect became a general freeze of bank accounts. …[Ordinary] Russian bank savers lost their money, usually about two-thirds of their deposits, and they had to wait in humiliating lines outside the banks for days hoping to rescue some of their savings.  Inflation, which had fallen to the single digits, surged to 85 percent for 1998 as a whole.  The Russian stock market hit bottom with a staggering fall of 93 percent from its peak in October 1997…About half of Russia’s commercial banks went bankrupt…The big questions for the country were whether the market economy was over, whether the communists would come back, and whether hyperinflation would erupt.  The shock was enormous and so was the sense of national failure.     [Aslund, p. 179]
The one bright spot in the otherwise bleak economic landscape was that the government finally managed to bring down its budget deficit.  Gradually, inflation began to fall as well.

Yeltsin came under heavy attack, but the nation and the economy held together. Yeltsin retired before the 2000 election.  His last Prime Minister, Vladimir Putin, a former KGB (Soviet security service) officer, was elected to the presidency in March 2000.  Putin’s administration implemented additional economic reforms, including a tax overhaul, deregulation to encourage the growth of small businesses, and pension reform.
5.
The Post-Crisis Performance of the Russian Economy.


Since 1999, the Russian economy has performed remarkably well.  Table 5 shows that between 1999 and 2005, growth rates of 6 and 7 percent per year were the norm.
	TABLE 5

AVERAGE ANNUAL GROWTH RATES OF RUSSIAN GDP  (PURCHASING POWER PARITY)

	YEAR
	YEAR
	YEAR
	YEAR

	1998
	-5.30
	2002
	4.63

	1999
	6.39
	2003
	7.08

	2000
	9.44
	2004
	7.44

	2001
	5.88
	2005
	6.15


Source: World Bank

There has been much debate about what has turned the economy around.  One argument is that the recent rise in world energy prices is the source of the prosperity, given Russia’s abundant exports of oil and natural gas.  Another is that Russia got rid of the impediments to growth in the 1990’s.  For example, the financial crisis forced Russia to get rid of the huge government budget deficits that had been creating macroeconomic instability.   The parasitic enterprise managers from the communist era were gradually eliminated after privatization as continuing mergers and sales of firms changed ownership.  As a result, the market reforms have finally taken hold, providing the incentives for growth.  

The evidence seems to support the view that Russia’s market-oriented economic reforms have been largely responsible for the good economic performance.  World oil prices did not begin increasing significantly until 2004, while Russia’s growth performance began to improve in 1999, well before that.  Kaler used regression analysis to test whether transition to a market economy or changes in energy prices have driven Russia’s economic growth since the communist era ended.  Regressing GDP growth rates on an index that tracks market reforms, world oil prices, and other variables, she found that market reform was positively related to Russian growth and was statistically significant while world oil prices were statistically insignificant.  This does not mean that changes in energy prices have had no effect on Russian growth.  Certainly, since 2004, the rise in energy prices has augmented Russian income.  However, the market reforms appear to be a more important factor.
5. Could Russia Have Implemented Chinese-style Gradual Reforms?
The poor economic performance of Russia during the early years of “shock therapy,” and the consequent hardship endured by the Russia people, may be contrasted with China’s experience with gradual reform, as discussed in the previous case study.  In China, there were no protracted periods of declining output overall.  As a result of this fact, economists have engaged in a debate about whether or not Russia would have been better off pursuing more gradual reform. 
Economists that favor gradual reform argue that “shock therapy” put markets in charge of economic activity before the legal system and institutions that support markets were in place.  For example, the laws, police and courts that protect private property were not functional in Russia before privatization occurred.  Thus, the newly privatized firms were vulnerable to extortion by the mafia if they wanted protection, which drained resources and harmed production in the early years of reform.  Since such market-supporting institutions only evolve gradually over time, it would have been better, the argument goes, to reform various parts of the economy slowly so that these institutions could “work out their kinks.”  In addition, reform on a small scale at first would have allowed Russian reformers to “experiment,” as China did: see which reforms worked and which did not before the reforms were unleashed on the entire economy.  

While the critics make some valid points, most economists believe that Chinese-style reforms would not have worked in Russia because the Russian economy and the political environment at the beginning of its reforms (during the Gorbachev era in the mid-1980’s) were very different from those at the beginning of China’s reforms (late 1970’s).


Some in favor of gradual reform argue that Russia should have started the process by reforming the agricultural sector, while leaving the centrally-planned industrial sector alone for a while, as China did.  However, this was unlikely to have worked in Russia because conditions were different. In China, in the late 1970’s, about 80 percent of the workforce was in agriculture, and therefore only 20 percent of workers were in the state-owned industrial sector.  Thus, the Chinese reformers could afford to keep the inefficient, but relatively small, state sector going, and gradually transfer the surplus labor in agriculture to township and village enterprises.  In contrast, only about 15 percent of Russian workers were in agriculture in the mid-1980’s; the other 85 percent were in non-agricultural state enterprises.  If Russia had tried to transform agriculture first, few of the relatively small and elderly rural population would have moved into non-agricultural activities as occurred in China.  Further, keeping the large inefficient state-owned industrial sector going would have been very costly.  Russia needed to reform the state sector first to free resources to move into non-state sectors of the economy, which it did. [Rogoff, p. 1]

Another reason why gradual reform would not have worked in Russia is that the bureaucracy (Party officials, planners, enterprise managers) would not accept change, whereas in China it would.  China had just experienced the “Cultural Revolution.”  Along with other groups, Party bureaucrats had been terrorized by the Red Guard.  Deng Xaioping was thus in a position to force change on a cowed bureaucracy.  In Russia, the bureaucrats had been coddled for decades under the Soviet leaders, and were quite powerful.  Aslund describes a conversation with a Soviet official in 1985.
In April 1985, one month after his accession to power, Gorbachev issued a decree on a minor agricultural reform. I paid a visit to Gennady Kulik, an old-style apparatchik, and then head of the foreign relations department ​of the Soviet Ministry of Agriculture. When I asked what Gorbachev's decree really meant, he replied: "Not a thing! Why should I care about a de​cree signed by the general secretary of the Communist Party?!"  I thought ​this was an old-timer on his way out, but Kulik went on to become minister of agriculture and deputy prime minister, so he was no fool but an ac​complished bureaucratic player.  …The decree implied some minor decentralization, which would have re​duced the power of the Ministry of Agriculture, which thus refused to implement the decree. 







[Aslund, p. 38]​


Perhaps the best support for the argument that gradual reforms would not have worked in Russia is that gradual reforms in fact were tried and they failed.  Specifically, the perestroika reforms of Gorbachev were an attempt at gradual reform.  For example, decentralization of authority had been a big part of Chinese reforms.  During the perestroika period in Russia, the Law on Enterprise Reform attempted to decentralize control over state enterprises: Gosplan’s power was reduced and that of the enterprise managers and workers was increased.  The best that can be said about the economic chaos created by Gorbachev’s gradual reforms is that they helped bring about the end of Communist Party rule.
6. Aftermath.

Russia today is essentially a market economy which has finally begun to deliver significant improvements in the standard of living.  However, some disturbing trends began to emerge under the regime of President Vladimir Putin.  During the Yeltsin years, democracy and democratic processes like free elections seemed to be taking hold.  However, Putin began to recentralize political control.  When his second term expired in 2008, he “handpicked” the new president and took the less powerful position of Prime Minister for himself.  However, many analysts believe he is still the primary force behind the Russian government.  This seemed to be confirmed by the events surrounding the Russian military incursion into Georgia in the summer of 2008.  In addition, some of the economic reforms have been rolled back.  
Abandoning the policy of increasing privatization, the State has been aggressively buying up and nationalizing private companies, particularly in the energy and natural resource sectors. Often, these companies are bought “either at a high price in a voluntary deal, which is accompanied by rumors about sizable kickbacks, or the sale is forced and the price is low” 

[Kaler, p. 57]).
Much uncertainty surrounds the future of Russia and the welfare of its people.
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� Politically, the government was a dictatorship, with Stalin in complete control of the ruling Communist Party.  The regime was tyrannical with Stalin purging his rivals from the Party and allegedly killing millions of citizens as agriculture and industry were brutally centralized. [Curtis, p. 70]


� The price of bread was often lower than that of the grain which was used to produce it.  Thus, farmers sometimes fed bread to their livestock instead of grain.


� If there are only two goods available in equivalent amounts, and the overall inflation rate, or average price increase, is 3%, the price of  good 1 may increase at 1% and that of good 2 may increase at 5%.  However, if the overall inflation rate is 10%, and the price of good 1 increases at 1 percent, the price of good 2 must increase 19%.  Thus, relative prices can differ more widely when inflation is high.


� One can make the case that the “oligarchs” helped rid Russia of the enterprise managers and reduced the hold of organized crime over the economy.  The oligarchs were powerful businessmen who originally had gotten rich by trading during perestroika and had close ties to Yeltsin.  The oligarchs were instrumental in the loans-for-shares privatization scheme (Potanin, the organizer, is considered an oligarch) which helped them acquire ownership of vast conglomerates and made them politically and economically the most powerful group in the country.  They are analogous to the “robber barons” in the U.S. (J.D. Rockefeller, Andrew Carnegie, etc.) at the turn of the 20th century.  As the Russian oligarchs gained control over more and more firms, they began ousting the enterprise managers.  They also were probably instrumental in helping to reduce organized crime.  In the early years of reform, law enforcement and protection of private property were weak.  Criminals (the mafia) ran rackets in which they charged businesses for protecting them (often threatening to harm them if they did not pay).  As the oligarchs’ business empires grew, they found it worth their while to set up their own security forces, putting the criminals “out of business.”





