Behind the Showdown at the Congress of People's Deputies: What is behind the conflict between supporters of Yegor Gaidar and Arkady Volsky, and what does it mean for the future of Russia's economic reforms? an interview with Joseph Pelzman 

On 1 December 1992, the Russian Congress of People's Deputies convened for what proved to be a decisive confrontation between reformers in the Yeltsin government, led by then Acting Prime Minister Yegor Gaidar, and representatives of those calling for a reconsideration of the pace and extent of Gaidar's economic reform program. The latter group was represented by numerous factions, but the most influential among them was Civic Union, whose principal leader is Arkady Volsky. Shortly after the Congress convened, we talked to Joseph Pelzman, one of Washington's foremost experts on the Soviet and post-Soviet economy, for his analysis and interpretations of the Congress' early deliberations and what they portend for the future of economic reform in Russia and in the rest of the Commonwealth of Independent States.

PP: It seems that the Congress of Peopled Deputies hasn't witnessed any decisive victories. Yeltsin appears to have sacrificed some of the radicals in the government at the behest of the conservatives and the Civic Union forces. Who stands to benefit from this kind of wrangling at the Congress?

JP: That'sa good question. I'm not sure if I have the answer to that. There are no real clear-cut winners. It's not really Yeltsin versus Volsky in that sense. It's more a debate over whether or not relying on market signals purely in terms of prices is going to work, or whether or not you need intervention. That seems to be more what they're asking. They bought the idea that if you liberalize prices/ that that's somehow going to generate a supply response-that there will be entrepreneurs, that there will be foreign investors, that there will be some restructuring, and that there will be some free market activity. Gaidar in some sense represents this view that you really have to let the market loose, and don't do anything, and let it work itself out, assuming that prices can rule. And I think he's wrong. I think that the institutions that are in place in Russia and the other republics-the reason I say " other republics" is because Russia is imposing a shock on everybody else through their energy prices. . . 

And through their control of monetary policy if they stay in the ruble zone.

Exactly-and controlling their money supply. So, basically, what you have is that the institutions in this environment aren't conducive to supply-side response; you're just not getting the activity that you want to get-in part because there are lots of monopolies.

You're getting to the point where the institutions are creating barriers, and Gaidar's program represents a view of " don't really have to deal with these institutional constraints. I can just deal with markets." And Volsky, on the other hand, says you can't because there's just too much chaos.

Volsky's position, I think, is coining to the fore, which is that price liberalization has done one thing for sure: it has inflated the system, it's done an admirable job in inflating the system, but it really hasn't done anything more than that.

There's another aspect to this, though. If Gaidar is left as a figurehead-and his base is taken out from under him-and there were positions in the government filled with Civic Union people, what kind of policies should we expect to emerge?

Well, you could develop a Russian-style scenario that basically says that the people that work for him would do everything in their power to make sure that Gaidar's ideas don't go through. The interesting thing here is that on paper you've got great edicts. Unfortunately, the reality of the reforms is that they're half-measures; or, if they're not half-measures, they're really good intentions but they're just not working.

That would be a lousy compromise because that's a stalemate. The best alternative here would be to say, " Look, we've tried this for a long enough period. If you want us to buy in for a longer period, you need to do one more thing which would be a little bit more drastic and allow the system to work, or back off and allow something else to occur." I think that's where they're caught. Gaidar hasn't done more than just a price mechanism. He hasn't really gone through with privatization schemes, hasn't really gone through with demonopolization in a lot of the industries, so what do you expect? You're going to have all these barriers.

I guess the options for me are very simple. Either you take the Gaidar program one step further and say " Alright, we're going to continue with the price reforms. At the same time, we will do a switch in our emphasis in terms of privatization. We do a switch with respect to foreign investment. We allow a greater deal of activity. We separate ourselves out from the ruble zone. We'll be truly independent in terms of monetary policy. We drive up the prices to world market levels-forget about doing deals which are less than market price increases." That's real shock therapy going for the full effect.

Gaidar has concentrated almost solely on a monetarist solution. But this has elicited, as you said, only a demand-side response. Gaidar's response to this point seems disingenuous since he claims he was too busy liberalizing prices and damping down on credit to focus on supply bottlenecks. Is his response to this criticism sincere? I mean, was this simply a failure to sequence economic reforms properly, or is this a tacit admission that mass privatization, including the enterprises that Volsky represents, isn't really viable?

It's not viable at that scale. Unfortunately, Gaidar's response is in some sense disingenuous because they did know that there would be bottlenecks. They just couldn't do anything about it, basically.

In order to do something about it, in order to deal with the bottlenecks, somebody in the privatization end of it would have to sit down and determine which firms you wanted to sell off immediately, which firms you don't want to sell off immediately, the kind of sell-off you want to do-who do you support and who you do not support. That they didn't do. They didn't bother coming up with a short list.

So was it a problem of sequencing the reforms?

Absolutely.

Then their mistake was doing price liberalization ahead of privatization? I mean, wasn't it apparent to them to do it in reverse order? Isn't that a simple concept?

No, it's not! The normal assumption is that with prices moving up and up, there will be increased output. At the same time, under a soft budget constraint-which still exists-why should a firm manager respond? He's got monopoly power, his budget constraint is not a hard one. There's no bankruptcy.

And they just failed to recognize this point?

Exactly. They didn't look at the fact that they couldn't force these companies into bankruptcy even if they wanted to, because then they would have to deal with all this unemployment. How can they deal with all this unemployment? Number one, they don't have the kinds of institutions. Number two, they don't have the kind of money to deal with it; and they clearly don't have the money to deal with the crime that would come as a result of all this unemployment. So/ it's impossible. In other words, that kind of mass privatization is just not doable. This is too large of an economy.

Conversion was a reasonable option-converting a lot of these industries to private use; although the argument could be made that converting them using high-tech, efficient production for nonmilitary use is a waste of resources. Well, that's silly. So what if it's a waste of resources? So you do use the best technology to make baby carriages. Who cares? The point is at least you're converting them from one process to another. But they didn't do that. They ignored the privatization end of it. The cost of retooling may be enormous, in which case the only thing you can do is scrap value. Well, they didn't do their homework there. They somehow ignored the fact that it's not one of these simple exercises where you put a " For Sale" sign in front of this big building. Secondly, depending on the size of the firm, there are different ways of selling it. Doing the voucher bit that they did is silly. That is the dumbest idea they could have come up with because of the demand for money on the part of Russian citizens. It's clear they'll take the coupon and convert it into cash.

There are other ways of doing it. For example, you could convert ownership to the employees. And that's just one option, but it depends on the kind of firm that you're dealing with. If you want workers to really become owners, you can take small operations and say " It's all yours, folks." 

You brought up an interesting point. Everyone expected that people were going to sell these voucher coupons for $30 and pocket the money. So where do the voucher coupons go once they're sold? Is there a secondary market for these coupons?

Sure. The first imagination is very simple. You basically come up with a system where every citizen's got this little piece of paper which has a clear-cut market value today/ and has an expected value of who knows what, it's totally uncertain. If they're risk-averse, they'll sell it to whoever is a middleman. The middleman turns around and holds a lot of this. If the state is worried about the middlemen in effect representing the criminal elements in society, these middlemen all of a sudden wind up with coupons, holding, basically, state property. Why would you want to do that?

One of the stories initially when they came up with the voucher system was that they wanted to teach the Russian citizen the basics of capitalism. In other words, they wanted to get the average individual to truly understand what it's like to be in a market economy, to own property. Well, if you want them to really know about how owning property is like, give them their apartment. In other words, if that's your objective function/ if that's really what you're after-you want to build this class that truly understands property rights-the simplest property right you can give them is housing. No coupons, no nothing. Forget about the equity issues. Part of the problem why they didn't do it is because they were concerned about equity issues-whether or not some Russians had money enough to pay. Just give it to them. Tomorrow morning, all of their houses are theirs. One element of the state expenditure for fixing these places is gone. You don't have to worry about it. The secondary market will take care of all the other inequities. But the point is that at least they have an asset. Here, they're giving you a piece of paper which who knows what the value of the piece of paper is.

But owning a piece of a firm has a greater symbolic effect than just turning over property rights to an apartment to somebody who's been living in that same apartment forever.

No. It's just the opposite. The real symbolism is owning property. In other words, you're giving them their apartment. The apartment is theirs. That's it. Here's a piece of paper, here's the property right to it. You now have to pay municipal taxes. There are all sorts of other commitments involved in having this house. If you want to structure a capitalist society, the easiest way of doing it is this. Simple. Ignore all the equity issues. They didn't. They dragged their feet. There were the questions of: Can you buy? Can you sell? Who has the authority to sell it? Who has the authority to buy it? Why bother with all that nonsense. There's no bureaucracy involved in privatizing housing, unlike the other institutions. With the other institutions, you can't sell a firm by putting a " For Sale" sign on it. It's impossible, unless you're dealing with diamonds and gold. On the other hand, you can't sell that anyway because the government is smart enough to figure out that those are saleable and they created their own little institutions. But housing is simple. Coupons in this environment are just useless.

You could come up with coupons -not the way they did it-but you could come up with coupons for certain kinds of establishments that you sell. In other words, you could create mutual funds for the state, and create as many as you want, and make them industry-specific. And you could come up with schemes where workers get a share of their establishment once it's privatized. But the idea is that, there, you're not giving them a coupon that really has absolutely no value. I mean, they don't understand what it's worth. On the other hand, if you sell them a right to a coupon in a mutual fund, where it's clear that you're spreading out risk- you don't have to worry about buying Company A versus Company б-they'll have a piece of everything. " Here's your share of GNP," basically. But they didn't do that.

I'm convinced that the privatization end of the reform somehow got shuffled off because of the constraints imposed, in part, by Volsky, arguing that they needed subsidies and they did need money to cover their debts-interfirm credit went out of hand-and they backed off.

So Sachs knew this. And Gaidar knew this as well, but said " We'll take our chances." 

Right. And they blew it. And I think one of the things that may come out of this Gaidar experiment is that, in fact, they may have missed the time. They miscalculated, and they didn't act when the time was appropriate. And enough of the population is fed up with price increases that they don't trust anybody anymore.

Leading to what?

Well, leading to maybe coming one step back, to accepting a Volsky-type attitude, which says: " We really can't privatize, so let's continue subsidization, and let's do it slow." Well, we know that slow doesn't work. It's clear you need that approach that's reasonable, that will do it fairly quickly. You don't want it very, very slow, because nothing will happen. You'll spend 20 years muddling through the system. So you do need something quickly, but the trick is what is it that you need quickly? Price reforms created enough of a problem, and not enough of the supply-side responses such that ifs lacking something. And the thing that it's lacking is demonopolization, which you can get through privatization, or forms of privatization where you choose conversion as an option, you choose bilateral deals with foreign investors as an option, you deal with coupons for certain kinds of establishments, and you deal with bankruptcy. You have to deal with bankruptcy-that's the ultimate tool that the government has.

But all of those are costly elements. None of them are costless. You're going to have to subsidize somebody. One of the things that is going to happen in this reform package is that they're going to have to face the reality that there is a cost of adjustment, and that cost has to be borne by the state, by everybody. And you can choose: You can either do the cost of adjustment in the form of higher pension plans, or unemployment compensation, or regional compensation. Or, you can choose it in terms of firm compensation. I would rather do it in terms of individual workers, pensioners, and location. And I'd rather not do it with firms. Keep them separate-make it quite clear that I intend to modernize, and that I intend to sell off, and that I don't want it as part of a state enterprise; but, in doing that, still making the point that they are a select, small group of whatever-100 firms, 200 firms-that are so large and so critical that I'll continue supporting their development. But after doing the homework and bringing in the foreign experts, they'd tell me that I'm 20 years behind. In which case, I either pay the price of upgrading, or sell off; I'd get out of the business. Those are very, very hard decisions, and the price reform won't do it. The problem here is that the institutional constraints are so large, and the difficulty of changing these assets is large and costly, that assuming that monetary signals are the instruments that you want to do it all I think is asking a bit much of the monetary signals. I think, if anything, that is what the Gaidar reforms have shown, that, in fact, monetary signals have limits.

Regarding Volsky, there appear to be-at least according to accounts in the Western media-not one, but two Volskys operating in Moscow. One is a truly reformed Communist who is dedicated to Russia's transition to a free market economy, a man the Financial Times of London called " A jovial man of business with a grasp of the world." The other is a die-hard Communist apparatchik who does not merely want to slow down the pace of economic reforms, but to reverse them and return to some variant of the command economy. From what you see in his actions and his statements, which Volsky is closer to the truth?

I guess my response would be a little bit of each. You know, this is the two-handed economist: " On the one hand, on the other hand." For one, most of these people are Communists anyway, so you can't use the rubric of " He's a Communist." " He's not a Communist." " He's a reformed Communist" -I don't know what that means, to be a " reformed Communist." But the issue here is that is he aware of the fact that the displacement costs of getting to a point where you have to compete at world market prices are so large that you can't do it politically. And you can't afford to do it economically. And I think that's the Volsky I see, which says " Look, there's an enormous cost of adjustment. It's not instantaneous adjustment, and it's not costless. It's not zero-cost either. And, given the fact that it's not zero-cost, given the fact that it is a costly transition, do we allow the market to do it haphazardly-do we allow spontaneous privatization where the nomenklatura takes over? Or do we slowly say okay, let's decide on what we want to sell. I think that " managed transition" should be the right buzzword here.

You acknowledged that Volsky is judging according to politics. So it's not complete economic rationality that's going to enter into his decisions.
Politics enters into all of it. I don't know of any economy where they do adjustment programs where they don't consider the politics of who votes and who doesn't. No, politics is always part of the process; but, assuming that they do their economic homework, they can at least present a case that says: " Look, if we kill off this industry, this is the ramification for the rest of the industries downstream, this is the implication for infrastructural development in our economy." The alternative: " If we support this industry, and we want to modernize it to world-class levels, assuming that that's the goal, here's the cost." If they went through that exercise and said " Yes, we are willing to take that cost," at least you could sell to the public, or to the decision makers, the idea that we've made this decision, this is how much this decision is going to cost us. Are you willing to go with it, or are you not willing to go with it? One, you need to raise revenue/ so you have to tell the public that this is what you're doing. What I am suggesting is that allowing a market with no management in making that decision isn't going to work. And to me, that is what Gaidar represents. Gaidar represents an attempt to say prices will determine everything. I think that's wrong. I think that this economy has such institutional barriers that that'sjust not going to work.

Volsky, on the other hand-I'm betting, or someone like Volsky-is going to have to make the decision in terms of " Is this a viable choice given the cost?" If yes, fine. Raise the revenue, make it. Make a hard budget constraint. In other words, you don't wind up giving them a budget constraint that has no limits, that has no repercussions.

Let me understand this correctly. If the IMF and World Bank were to come into the country under, say, a Volsky administration, can you envision them coming in and saying, " Alright, let's take a look at your large enterprises. Now which ones are going to survive/ and which ones are going to fail?" 

They don't have to tell them which will survive. The only thing they have to tell them is relative to a world norm this is how they stack up, this is where they are relative to what would be considered a competitive sector. It's the same thing that other economies have done in transition-trying to determine what’s my comparative advantage. Well, how do you do that? I mean you need to have some norm. Well, we have norms, industrial norms. In the case of Russia as well as some of the other republics, the issue has got to be someone has to assess the viability of certain industries. The next step is how do I get to that viable state? In other words, how much is it going to cost me to retool? Is it viable? Do I really want to retool, and who's going to do the retooling? In other words, part of the process here is that the state doesn't necessarily have to do it. If someone from outside comes in and says, " Your banking system is a disaster." It's not just a question of the central bank being broken up into these little banks that have all these assets that are meaningless. It goes beyond that. There are clearing mechanisms, there are credit mechanisms, accounting rules-there are all sorts of problems.

But Russia has its munitions industry managers who direct these gigantic enterprises that fulfill not only production but also really fulfill all sorts of social functions-safety net functions.

Well, it's more than that, actually. These plants provide social services. And many of the joint ventures that the Russians have negotiated with Western firms, they have in fact also included deals about apartment houses, and about schools, and municipal additions, public consumption services, and things like that. You can't do that. You can't force a foreign investor to go one step beyond. You've got to separate out the firm activity and the secondary activity, which is the housing activity and everything else. And for a long, long time Russian industry has developed on the premise that I can build this new infrastructure only via building new industry. That has to somehow get separated. The other is munitions, clearly there is a lobby for it. There's a lobby for it in the United States. There's a lobby for it in every West European country. Now there, it's a process of conversion. You can't sell off munitions, although...

You think it's a priori a question of conversion.

It has to be, because what's the alternative? The alternative is the weapons become a commodity and you sell them on the open market.

Well, so what? I mean, I'm putting myself in their shoes when I say that.

I know, but there's an incentive for the West. Some of the polemics in this country is that somehow we won the peace. With all due respect to the President, soon to be ex-President, that's far from the truth. Why? Because we've destabilized the bloody world. You're now in a world where a General, sitting someplace in Russia/ can sell off his surplus equipment. Well, under the law he can't; while, we know damn well that he can, and he has. Lots of them have. That's very destabilizing. And if, in fact, you force the Russians to view their military hardware as the real cash cow, boy we have lots of problems. And I can imagine all sorts of little wars everywhere with all these weapons. So, no, I think the only option is conversion.

And that's where the aid comes in from the West. The West has to pay a price for the restructuring of the economy, and they may not like to think about it as a bribe, but there's a certain responsibility in terms of a global stability. And in this environment it's impossible for a Western government to sit back and say " Well, they'll do the conversion on their own." That's just wishful thinking. I think that's the responsibility of the West-to go in and help with the conversion process. And it can be done. These are industries that are very efficient, that have the best technology. You can convert them to do other things. It may be wasting a certain part of their technology, but it's a lot better than making tanks.

Well, a couple of examples come to mind in that regard. One example is the rocket vehicles that the Russian Space Agency has been using for launching satellites; and the only problem there is that they've been undercutting the European space consortium, and Intelsat and Comsat. The other example is the extensive telecommunications and telemetry networks at Baikonur and Semipalatinsk.

There are markets for that. There are markets for optics, for example, from a lot of the munitions. So, if you want to convert part of munitions, one element of it is the optics side, which can, in fact, be sold off. There are industrial uses for that. There are industrial uses for some of their compressors that they use in their space program for refrigeration. In other words, they've made advances in technology in the military sector that can be transferred to nonmilitary uses.

The problem, and you brought out a perfectly good example/ is that the West is really not an open market for a lot of their products. The assumptions of all of these reforms is that we can encourage them to reform until they become a problem to our local markets. And then all of a sudden we have second thoughts, because all of a sudden they're producing high quality equipment that competes with ours at a much lower price because they're willing to sell it at a lower price.

My educated guess here is that what we're going to see, as Russia develops this conversion process, is a lot of dumping cases against Russian producers.

If they get to that stage.

If they get to that stage, that's the first reaction of the West. They're going to say " How did you evaluate that price, and what's the right margin, and what's the correct profit margin?" So I can see a slew of anti-dumping cases. I can see lots of activity in international trade courts.

That's silly. You know, the left hand does one thing, the right hand does something else, and they really don't understand what they're doing. And the West has shown that. It's shown that with respect to Eastern Europe, with the constraints on Polish exports, for example-steel embargoes. If you do that to the Soviets after they've done to our market." That's being unrealistic. their conversion, what's the point? I So, no, the conversion is really the only mean, you can target them and say option. The alternative of selling" Talk to somebody else, but don't come weapons-that's not a very good option.
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