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Sutnrna y 

I f  Kussia i s  tn avoid t i i tal  economic collapse and pol i t ical disintegration it needs 
to he appreciated that the  mere importat ion (if western style i i iarket institutions 
and legal systems is insufficient. The ethical foundation for the proper function- 
ing of such institutions does no t  yet exist. 

I l u s s i a n  reformers must realize that it will take i i iany years o f  transition before 
the  social legitimacy and the ethical foundation for a free market economy are 
generated. It is therefore mistaken and ultimately futile to attempt a leap f rom a 
command economy tu a total ly free market economy. Instead Ilussia should 
move thr i iugh a managed economy stage. 

In i t s  current state the appropriate model for Ilussia to imitate must surely be the 
niercaiitil ist structures used by the Newly  Industrializing Economies o f  Asia i n  
the post war ern, o r  Germany i n  the 19 century. The pursuit o f  modified mer- 
cantilist policies is much inore likely to produce the  social consensus that i s  vital 
for Kussia to i i iove towards a civ i l  society than the present re form initiatives. 
Such policies would help re- establish the  legitimacy o f  the Kussian state and give 
the government effective ineai is for revenue raising. I t  the same time they would 
help to bui ld the ethical foundation for a market economy through widening the 
estate of ownership. 

By far  the greatest cont r ibut ion the West can make to Kussia’s development 
along tlie r i iad to l i be ra l  democracy and capitalism is to accept i t s  need to  pass 
through a period o f  iiiercaiitil isiii. I’rovided that tlie Kussian reformers accept the  
need to  go through t l i e  stages o f  capitalist devclopment there is no reason why 
Kussia, w i th  i t s  vast natural  resniirces and highly educated population, cannot 
move relatively rapidly towards a ful ly functioning liberal capitalist democracy. 

This paper, prepared for the Economic lksearch Council, is an application of 
var ious the i i re t i ca l  precepts developed i n  C A P I T A L I S M :  Tl7c Contiiiuiirg 
Reuobifiort :i book, which Rarort and McCarucy  :ire presently CO- writ ing. 
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Ilussia today, after nearly two years of reform, is struggling desperately 
to avoid total ecoiioniic collapse and pol i t ical disintegration. A l though I’residcnt 
Yeltsin retains widespread popular slipport, :is shown by  the recent referendum 
result, tliere i s  a very substantial risk that growing poverty, corruption, organized 
crime and  hyper in f la t ion cou ld  trigger a n  an t i -  reformist  backlash. There is  
increasing anxiety in the West that  sucli a tlcvelopment, iii turn,  could derail the 
re form process and unravel a11 the progress which has been made in interi iat ional 
relations since d ie  Gorbachcv era. The fear amongst Ilussian reformers and their 
Western sympathizers is t l iat  any deviation from tl ie present radical reform agen- 
da will open the door for the coniniunist old guard to frustrate die Iniovenicnt 
toward  democracy and capitalism. Th is  paper contei ids tha t  tliere i s  a greater 
risk to democracy and capitalism i n  forcing too great a pace of c1i;inge on tlic 
Ilussian economy. A transitional stage, a period of ‘managed capitalism’ on t l ie 
niercint i l is t  model is needed, i n  order to build tlie infrastructure, bnth physical 
and ethical, for a functioning liberal, market driven, economy. 

In the immediate af termath of the collapse of coi i in iu i i isni  Ilussian’s 
embraced the ‘idea’ of  western capitalism. Quite naturally they turned tu  the 
capital ist West for advice on transforming the command economy of the old 
Soviet into a functioning liberal capitalist economy. Western advisors identified 
several structural  weaknesses in the ~ ( i i i i n i a n d  economy wl i i c l i  needed to be 
addressed, i f  the trai isi t ion to capitalism was to he effected quickly. A function- 
ing capitalist economy needed pr ice stability, currency convertibil i ty, pr ivate 
property ownership, and i i i o s t  important ly,  a legal system which enforced the 
laws of contract. Tak ing  this on hoard t l ie  original Ilussian ’Plan 500’ was radi- 
cal. It envisioned a 500 day period of rap id inst i tut ional restructuring leading to 

a market economy. The plan involved converting the roiible tu a h a r d  currency, 
the immediare de- regulation 1)f prices, a massive privatization programme. and a 
hroad ranging deregulation 011 tlie niovei i ient  of people, goods, and capital. 
However, t l ie growing economic an(1 social dislocation which accompanied the 
progressive implementation of the reforms \ c i s  so great that  it s o o n  necessitated 
the modif icat ion of the plan. 

“Mr.  Goidor is (I coiripeleril ecoriortiist 6111 ... / I C  s / m t r / d  / I C  carryitrg oi l1  h i s  
experittierits sonieruhere on tlic ~rioori .  iuljere h e r e  are 110 peo/ile. ” 

Klrs lnr l  Kl~osbll l i I lou 
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Tl ic  rcf(irms uiidcrtaken to dare in Iliissia liavc had tlie effect of substaii- 
t inl ly dismantling the coiiii i i i inist command cconomy. Unfortunately they have 
nnt. s o  far, del ivered the promised liberal capitalist economy. Iteformers l iave 
concentrated largcly on inst i tut ional  reforms, which, ironical ly, have had t h e  
effect of undermining confidence and stability. With the disintegration of the for- 
iiicr,long- cstahlislicd economic, social and pol i t ical structures a n d  with the con- 
fusion over i iew legislation, cr i i i ie has soared. The rapid rise in cr ime has been 
characterized by  the growth of organized crini inal groups, generally known as 
1lJc rtiafio. iMaior I(ussian cities are divided terr i tor ial ly between mafia groups, 
with Moscow,  for cxaniple, reportedly divided amongst twenty such cr iminal  
groups. 

Whi le  the rise of  such groups i s  clearly socially disruptive a far more 
serious threat to the success of  the re form process in Russia is posed b y  the 
prevalence ( i f  corrupt ion in central and local government hodies. It is reported, 
for example, that in 1992 $ 2 billion simply vanished f rom the accounts of the 
foreign trade ministry. It is estimated t h a t  90% of government officials engage in 
coniniercial work despite a presidential decree on 4 April, ‘I992 prohibiting such 
activity. The lack cif respect for l a w  and the al l  pervasive problem of corrupt ion 
is perhaps hest illustrated hy  the wide spread evasion of tax. It is reported that 
40% of taxes are unpaid. The depth of t l ie  corrupt ion i n  die taxat ion service 
was dramat ical ly demonstrated in February when Vladin i i r  Panskov, deputy 
head of tlie service, w a s  arrested and charged with bribe taking. 

T h e  crini i i ial izat ion of Ilussia’s banking system is yet another example of 
the cri i i ie wave sweeping the former Soviet Union. A new clearing system was 
established i n  1992 wl i ic l i  aholislied the  former system of direct clearing between 
hanks. Cr iminal izat ion of tlie system was immediate and massive. The Interior 
Ministry’s Sixth Department, set up to deal .with organized crime, estiniates t l iat  
300 billion rouhles was lost to  organized cr ime in 1992. Th is  overt  cr iminal  
activity, combined with firms simply refusing to pay  their b i l ls  (estimates of 
inter- enterprise debt vary lietween ‘I ‘I- ‘I3 trillion rouhles in the first qtr.  1993), i s  
threatening die stability [ i f  the monetary system. 

Th is  wide spread corrupt ion and crini i i ial izat ion of Ilussia was clearly 
not foreseen by  the Russia reformers and their Western advisors, but it clearly 
tlireatcns tlic process of building a l iberal capitalist democracy in Russia. In his 
prize winning essay, ‘Eastern Europe’s Need for a Civ i l  Economy’, Professor 
I<ichard I<osc, director of  the Centre fur die Study of I’ublic I’olicy, made a n  
important c~ in t r i hu t i i i n  to the debate mi Eastern European transformat ion by  
drawing attcnti(Jii tu  t he  fact that  a flourishing private sector depends upon the 
l aw  and order of a I<cclitstaat (a state based on right not might)  and that  the 
t ransf<rrmat i<r i i  of  the ex -  coi i in i t i i i is t  European  societies, u n l i k e  China, i s  
advancing on two fronts: a pol i t ical s h i f t  from totalitarianism to democracy, and 
a shif t  f r om ;i centrally planned CO a market economy. 
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T H E  MORAL FOUNDATION OF CIVIL SOClE7Y 
Much of tlie advice given to the Ilussian government by western ccono- 

niists docs not appear to have fully comprehended the need to establish a n  cthi- 
cal foundation for market institutions in a civil economy. To q w t c  Ilose: ‘So 
accrrstoriied are ecotiorriists to operating ruItl7iii a frairiciuork of a larufrrl society 
iulJere CorlJorate und riatiorin/ irrcoliie nccorrrrfs both I~nue iritegrity tilot they rllis- 

takerily assrririe tliot the collnpsc of a corr~iriorid ccoriotiiy orrtoriiatically creates a 

What is not appreciated by lniost western econoiiiists is that the iiiarkct 
institiitions and legal systems, so vital for a functioning capitalist economy arc 
riot, i n  themselves, sufficient. These institutions prcsupposc tlic existence of an 
ethical foundation in  society CO support theiii. A capitalist system can only func- 
tion effcctivcly i f  there arc high degrees of individual self regulation and respect 
for institutional authority, amongst t l ie vast majority of the citizenry. The e r h -  
cal foundation, what Adam Smith referred to as the ‘sense of propriety’, relates 
to sncieties sense of justice, the degree of niiitual respect and tolerance. It  is these 
qualities which give substance to tlie legal system a n d  provides tlie iiioral under- 
pinning for open inarket institutions. Therefore simply setting arbitrary stan- 
dards in law is insufficient. Laws lacking widespread rcspcct and agreement will 
simply be ignored, which is precisely what is happening in Russia today. 

The  measures undertaken by die I lussian reformers liave had the effect 
of generating what Ilose has described as a n  uncivil economy, one in which vast 
numbers of people simply ignore their legal obligations. The iiinjority of Ilussians 
depend upon ‘a mixture of legal, alegal a n d  illegal economies’ because the official 
economy does not provide siifficient income for everyday needs. Such an uncivil 
economy with its ful l  complement of open criminality, corruption and other anti- 
social tendencies is undermining the stability and tlic Icgitimacy of the Ilussian 
state. The Ilussian economy today resembles, not so much a n  emerging liberal 
capitalist society, but  a rerun, on a i i i i icl i larger scale, of the Weimar llepublic of 
the interwar period in Germany. The  growth cif an immoral, iiiicivil economy is 
unfortunately precisely wha t  tlie coinniiinist ideologues have always led the 
Russian people to believe ‘caiitalism’ was all about. 

ciuil ecoriolrr)~.’ 
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“The ecuriorriic S i t l ~ f l ~ k J l l  1s t/Je biggest refrsori (for the huge rise 
irr cririie) ... T h t  arid the colla/~se of ideals. The old ideals arc 
gorre - /)ut t l w c ’ s  110 I I E I U  rrrorality”. 

L t  Coloiiel Petrouich 
((IS reported in the 1-oridori Eueriiri~ Storidard) 

Thc phil(m)phicnl re- orientation which is occurring i n  Ilussia today is 
generating many raiidoiii social forces, operating witliout aini or purpose o r  
principle. Ilussia’s growing :inarchy is the human, political equivalent of a 
nuclear chain reaction. Ilussian society, like a11 societies, can be viewed 3s a 
inioral reactor. Like the reactor walls, society m u s t  provide tlie degree of con- 
taiiiment necessary for these vast forces to be directed toward productive and 
positive ends. In order ttr provide this containinerit society must  maintain its 
nioral foundation. Where t h i s  vi tal fwiidation fails completely there is the possi- 
hility that anarchic forces will break loose, unleashing the equivalent of a liuinaii 

Chernohyl, a ‘nioral meltdown’ the consequences of which would be as horrific 
as diose now being witnessed i n  Bosnia. 

What, i f  anything, can be done? Ilose argues that: ” A  ciuil e c o r i ~ ~ t ~ i ) ~  is a 

a ciui/ ecorlorrl)~, polic), rrinkers shoir/d nuoid criiiiiira/izilig ecollorrlic actiuities by 
iniposirig t a m s  t l ~ o t  its officials cnri riot collect, arid niakiiig experiditirre corirrrrit- 
rileiits as if It coirld adriiirrisfer a fax  systcrir like Scarrdirinuia. I-le further argues 
that ex- coniiiiiiiiisr states should rcly upon second hest tax ‘handles’ such as a 
property tax and making social benefits dependent upon social insurance contri- 
butions. 

While this prescription would undoubtedly bc useful i i i  helping create a 
civil economy it would prove insufficient i n  itself. As Ilose himself argues 
European ex- coiiiniunist societies are involved i i i  a double revolution: a shift 
from totalitarianisi11 to democracy as well as 3 shift from a command to 3 mar- 
ket economy. To build a ‘Ilechstaat’ i n  l lussia in which all laws, not just those 
of property, contract and  taxation are respected, requires not just a change in fis- 
cal rules h, by necessity, action to create d ie  social and political consensus nec- 
essary to achieve :i hroad ranging support  for tlie legal strtIcturcs. 

I-fow can the ethical foundation for a civil, capitalist society be built? 
I-layek argued persuasivvely that a civil society is, iii part, a function of private 
ownership. I-layck observed that where ownership is widespread and liiutual it 
seems tn build, in  tiiiic, tlie value networks in society supportive of capitalism. 
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Historically, it can be seen that as private ownership lias brcome more broadly 
distributed in western societies, the ethical sensib i l i t ies  and value sysrems sup- 
portive o f  capitalism have slowly and progressively matured. Indeed, the present 
stability and social legitimacy o f  western open market i i i ~ t i t u t i o i i ~  l ies i n  the eth i -  
cal accountability of private ownership; tlie largely voluntary assumption by the 
majori ty o f  social responsibilities. Russia has  started on tlie path of devolving 
private ownership and responsibil i ty, but clearly ethical stantlards cannot be 
changed over night. 

l<e- establishing the mora l  authority o f  governing instittitions is vital i f  
the Russians are t o  consolidate tlie state politically, and lay the foundation, u p o n  
which, a market  economy can prosper and g r o w .  I!ut h o w  can t h i s  m o r a l  
authority be cstablislied? I t  i s  no t  enough t o  simply identify die goal o f  a liberal 
capitalist democracy and expect that  the populat ion will accept any liardsliip d i e  
current re form process generates. For laws, or indeed any i i i ~ t i t u t i o i i a l  authority, 
to  b e  accepted they I i i t is t  enjoy social support; they must in other words accord 
w i th  society's perception o f  what  is 'iust'. I:urtIiermorc i t  i s  necessary to  under- 
stand that what i s  perceived to  h e  'just' at  any given i i ioment in history i s  cstab- 
lishcd not only  in relationship to a n  idealized vision of how society should be i n  
the future, but also in relation to  social values and power structures defined and 
legitimized in the past. Policy makers i i i i i s t  accommodate pol i t ical reality and 
distinguish between the ultimate destination i tse l f  (liberal capitalist society) and 
the means of achieving that end. I f  the institutions o f  government are to  csrahlish 
mora l  authority leaders must articulate the future, they m i s t  have a larger social 
vision. But i f  policy is to enjoy social legitimacy it m u s t  accommodate the reality 
of today and accord with societies prevail ing sense o f  social justice'l . Therefore, 
as much as the Russian reformers may desire a quick move to a market driven 
capitalist economy they cannot escape the legacy o f  cornnitmisin. Forced collec- 
t ivization in the 'I 930's essentially concentrated all ownership (and therefore nll 
power and responsibility) iii the communist parry. T h e  structure of ownership in 
the comniui i ist command economy was, i n  this respect, quite siniilar to  t l ie feu- 
dal economy o f  medieval ChristendomZ. Strictly speaking there was 110 general- 
ized p r i va te  ownership,  or, b y  de f in i t ion ,  legal markets  in  either system. 
Historical ly die transition f rom th is  pre- inarket stage to  t l i e  m o r e  advanced mar- 
ket  stages of capitalism necessitated a period of mercantilism. 

I In  Hrir i in  we hrvu B rcccnr example oi rhir principlc. Thc 'poll r m ' .  shhwph in principle crirctncly dcwrraiic,  
iai lud pdiricnlly hccausr it ,,ficnded Kritiqh rcciery'r prrrailing SCIISC cvf wcii i l  j i iqi icr,  which could iiot acccpt rhor 

the 'puor',hould pay rhr smic s s  rhe 'rich', wen for equrl valiic. 
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MEKCANTILISM 

Ever since 'Tlic Wealth of Notions', Adam Sinirli's famous demoli t ion 
o f  mercnntilism, it 113s Ihecn seen by the vast majori ty of western econoiiiists as 
an outmoded system, used only  by politicians, ignorant o f  cco~ioniics, to  justify 
their unwarranted interference in t he  economy. What  is no t  well appreciated is 
t h a t  i i iercanti l is in played a very progressive early role in Western economic 
development and in  one form o r  another w i l l  be necessary in d i e  development of 
the Eastern economics as rliey re- enter the global economy after decades of coni- 
munisiii. 

Classical mercantilism, d i e  set o f  economic practices which predoniinat- 
ed in western Europe l x twccn  the  16th and 18th centuries, played an important 
role i n  the transition f rom the command econoiiiies o f  feudal Europe to the rela- 
tively ‘alien', producer dominated, market ccoiioiiiies wl i ic l i  emerged in  the  late 
'I 8th and 'I 9th centuries. Mercant i l is t  policies, characterized by  monopoly, pro- 
t ec t i on i~~ i i ,  s ta te  regulation and impor t  restrictions, were not simply designed to 

develop rhc local ccononiy, hiit originated out of the 'harmony uf  interests' 
which formed between Princes, necding t o  expand revenues to  help build t h e  
nation state, a n d  rapidly rising commercial interests wishing to  brcak down  the 
restriction and particularism of the feudal economy. This rightly control lcd sys- 
tem created great opportunities for the new breed o f  capitalists so long as they 
served, i n  the f i na l  tally, the larger pol i t ical purposes o f  state hidding. 

13y the la te  18th century, Adam Smith's critique o f  iiiercaiitil isiii was, of 
course, who l ly  apprupriate. Mercanti l ist practices were restricting tlie n a t u r a l  
development of open market  ccoiioiiiics i n  the  West. Today, f rom the vantage 
point  o f  the western economies, at  least, niercaiiril isni remains whol ly  inappro- 
priate and retrogressive. However, it must be appreciated that al l  modern liberal 
economies have evolved to  their present advanced state by way o f  a t ran~ i t i o i i a l  
niercantilist stage. TIlc length o f  this transitional stage o f  ecuiioiiiic development 
l ias varied, hur has tended to hecome shorter as t i l e  global economy has become 
more sophisticated and interconnected. The early developing western ecoiioniies 
needed several centuries of classical mercan t i l i s~ i i ,  w h i l e  l a t e r  develop ing 
economies l ike Gerniany and Japan i n  rlic I 9  century, adopting a neo- mercantil- 
ism, managed t h i s  srage in less t l ian a centtiry. I<ecently die Asian tigers have fur- 
f l ier  modi f ied iiiercantilism to  their part icular c i r c i i i i i ~ t a n c e ~  and reduced th i s  
transitional stage to  a few decades or less. 

Mercant i l ism a l l o w s  the control led g r o w t h  o f  private ownership i n  a 
previi)usly closed, prc- market or c ~ m i m a n d  economy. Iiy encouraging the devo- 
lut ion o f  ownership in I<ussia, f rom the state to  private individuals and firms, 
iico- niercaiitil ist me:istircs wou ld  encouragc private enterprise and productivity, 
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while iniaintaining accountability. Furthermore, by  widening the estate of owner- 
ship i n  Russian society, ineo- iniercaiirilism could help to encourage the growth of 
the  value networks suppurtive of private property ownership and contract; nec- 
essary prc- conditions for l iberal iiistitutions a n d  open markets to operate with- 
out wholesale criminalization. 

Therefore, rather than attempting to leap to a n  advanced liberal innarket 
economy Russian reformers need to appreciate t h a t  it will take many years of 
transition hcfore the social legititnacy a n d  the ethical foundat ion for a free iniar- 
ket economy are generated. 

THE PATH TO KECOVEKY 

The Russ ian  I:ederation, a long w i th  a l l  the o t h e r  f o r m e r  Sovie t  
I<epublics, has a desperate need to re- establish the legitimacy of the state and i ts 
pol i t ical  i i ist i t i i t ioi is. Furthermore, (and unl ike China)  Russia has few people 
with the capabil ity and experience of taking entrepreneurial risk within a legal 
franiework. These twin prohlems can hest be addressed by  the adopt ion of niodi- 
fied mercantilist policies. Clearly frec market inst i tut ions arc the ult iniate goal  
for Russian reformers. However, free markets should not he viewed simply as 
inst i tut ional phenomena which can b e  erected a t  will. Truly free markets arc dif- 
f icult  tu  achieve. Even in the most mature eco~no~nics of the West the social cow 
sensus for a free m a r k e t  i n ,  for example, food does not  exist,  witness the 
Coninion Agricul tural  Pulicy. In its current state the appropriate transit ioi ial  
model for Ilussia to imitate n i m t  surely be the  neo- iiiercaiitil ist structure used by 
the Newly  Industrializing Icononiies of Asia i n  the post war  era, or Germany in 
the 19 Century. 

Agiicrrlttrral Kefontr 

The need for a managed economy in Ilussia is perhaps hest illustrated 
with reference to agriculture. At thc most basic Ievcl the I<ussian government 
needs tu ensure that  the people are  fed. It is wel l  k n o w n  t h a t  private food pro- 
duct ion in llussia is much i i iore eff icient than t h a t  achieved by  the collective 
farms. It is nlso wel l  known t h a t  the food distr ibut ion system is grossly inefficient 
and that milch food rots or reaches tlie consunier in poor condition. Furthermore 
bccause of rampant inf lat ion farmers are  unwilling tu  sell their pri iducc to the 
cities. 

I O  

I - low caii food product ion b e  increased, i t s  d is t r ibut ion to the cities 
ensured, and private ownership encouraged? I-lere I<ussia can d r a w  upon the 
success of US and Canadian Iionicsteading legislarim, and the vital role home- 
steading played in establishing a civi l  society i n  North America. Ieussia’s collec- 
tive farms need to be privatized giv ing ‘qualified’ ownership to indiv idual  farni- 
CIS, with full  title to thc land passing to tlieni only after a period of  years and 
presuming that they fulfil certain conditions. In particular, they could be required 
til cultivate the land and sel l  a proportion of their crops, suhjcct to an absolute 
niiniiiiitiii, to i) f f ic ial iniarketing boards at  a regulated price. The application of a 
version of the lhomcsteading principle could bring a number of benefits. Besides 
directly encouraging fuod product ion it would, by  widening the estate of owner- 
ship i n  society and regulating that ownership to public purpose, help consolidate 
the necessary ethical underpinning fo r  a capitalist systcnn through encouraging 
the value systems i n  sucicty wl i ic l i  are a function I I ~  widespread ownership of 
property.  Furthermore by  limiting the dispersal of land to indiv iduals Iiome- 
steading in Uussia wiiuld encourage cooperation, as it encouraged t l ic ‘barn m i s -  
ing’ t radi t ion i n  pioneer Amcrica. 

‘? 
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Irrdrrstn’al Strategy 

Ilussian rcforincrs need to  develop a c~ i l ie rc i i t  industr ial strategy. I f  the 
l<ussi:ins are tu  emerge froni the pre- market ecunomy, which coniniui i isni re- 
created in Russian society, they should perhnps season their IHarvard econoniics 
with a dash of Friedrick List, the great 1Yc German- American economist. List, 
the ‘father’ o f  German industrializatioti, felt that  industr ial development could 
only be acc~implished in I Yc Germany h y  the temporary expedient of tar i f f  barr i-  
ers to industries uurside Germany, the abol i t ion of internal barriers to trade and 
establishment of a national pol i t ical structure. I f  the Russian’s are  to build their 
civi l ian industr ial base they will have ti) adopt a s i i i i i la r  strategy and industrialize 
hehind tariffs and cliioras s o  that their industries are not wiped out by interiia- 
tional compct i t ion.  Note t l ie fate of east German industry following German 
rcuni f icat im.  In order t o  encourage enterprises to become more efficient, and 
ultimately internationally competitive, tlie phased el i l i i i l iat iol i  of tlic tariffs and 
quotas needs to be clearly la id out from the onset. 

The innost obvious candidates for early development are Itussia’s inatiiral 
resources, oil and gas, diamonds, and other iniiiierals, and i ts  substantial scientific 
a n d  technological expertise, illustrated by  its space programme. Although lacking 
in other forms of capital Russia is rclntively well endowed w i th  liiinnnn capital. 
The r a p i d  clcvelopmcnt of these iiatural a n d  h u m a n  resources can on ly  be 
achieved i f  tlne current very high lcvcls of uncertainty i n  Itussia’are reduced. This  
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undoubtedly requires clear, consistent ground rules regarding, for example, own- 
ership, t:ix:ition, and regulation. It further requires ~i ieasurcs to incrense the like- 
lihood of profit s o  as to encourage die :ictive par t ic ipat ion of a population 
unused to taking entrepreneurial risk and t h e  involvement o f  foreign capital, 
which lias iiinunicrable other iiivestnieiit possibilities in for exaniplc China. This  
can l i e  achieved b y  the granting of fixed term licences (expir ing after, possibly, 
15 years) with foreign participation auctiolicd to the highest hiddcr. Such a sys- 
ten1 would allow foreign companies w i t h  their i i iodern Inanagcmcnt tecliniqucs, 
their technology and t l ieir capital to bc relatively safely introduced into t h e  ecoii- 
omy. They would also allow local expertise to be build u p  s o  that  in t i ine w h e n  
t l ic  system opens up to competition domestic expertise is well placed to partici- 
pate 011 a equal hasis. 

Moneta y arid Fiscal Rcfonri 

As crucial as it is for Ilussian reformers t o  devclup an industr ial strategy, 
hy  far the Imost impor tant  task is to establish a firm grip on monetary a n d  fiscal 
policy. Failure t o  d o  s o  could result i n  the cord  collapse of tlie money ecoiioniy. 
Inf lat ion in the first quarter of this ycnr was cquivalcnt tu a n  annual  rate of over 
1000’%,. The Central  I3ank is now prepar ing designs fur 50,000 and  100,000 
rouble notes and the rouble, once fixed nt two to t l ie  US dollar is tiow t rading i n  
the range of 9 5 0  to the US dollar. Already barter accouiits for ahout half  of nll 
trade between firms a n d  tlie use of fureign currency i s  widesprcnd. T l ic  author i -  
ties are anxious to prevent the dollarisation of  the economy a n d  a regulation was 
introduced in j a n u a r y  attempting to h a t i  the sale of doniestically produced goods 
fur anything other than rouhlcs. Confidence i n  the rouble cannot, Ihowevcr, he 
ordered hy  dictat. For tlic in ternal  purchasing power of the currency to he sta- 
bilised the explosive growth i n  the budget defici t  needs to he contained and the 
Centrnl Bank’s practice of  constantly creating credits to hai l  out loss making  
state enterprises n1ust cease. The budget deficit, which amounted t o  a b o u t  6 5 0  
billion roubles in 1992, looks l ike rising to 3.5 trillioii th i s  year. 

The problem of instituting sound monetary policy i n  I<ussia is conipli- 
cated Ihy the f x t  d i n t  t l ie I luss ia t i  Central Knnk is answcrahle to I’arliamcnt, not 
the President, a n d  that  i t s  Chairman, Viktor Gerashchenko, is sympathetic to the 
old guard. I’resident Yeltsin i s  known to want Gerasliclicnko to resign and pcr- 
haps, with his enhanced aothur i ty after the referendim, make I h r i s  Ikdorov,  the  
reformist I k p u r y  Prime Minister, die  n e w  Chairman. Under Gcrashchcnko the  
Central I h n k  l i t i s  continued to issue new credits contrary to tlic Government’s 
austerity programme. I-lowcver, it would be wrong to blame I<ussian inf lat ion 
solely on the Central bank given tlie Iiiassivc and expanding hudgct deficit. 
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Assuming t ha t  reformists do manage tu  gain con t ro l  of the Centra l  
Bank, the qoesrion of  how they should tackle tlie problem of inf lat ion is perhaps 
best answered with reference to German history. In particular the SLICC~SS of D r  
I i j a lmar  Schacht in introducing a new Ilentenmark following the hyperinflation 
of I923 is wor thy of  close examination. This  IKW mark  was supposedly backed 
h y  l a n d  a n d  w:is nccepted by t h e  G e r m a n  p o p u l a t i o n .  The d e m a n d  for 
I<entenniarks to rehui ld  rea l  cash balances gave the Governnient a breathing 
space during which it was able to cover its expenditure with new issues of  money 
while taking steps to restore hudgctary balance through cutt ing spending and 
raising raxes. 111 Ilussia today inf lat ion is nowhere near as high as  i n  Germany in 
1923 hut the inconvenience of the  current inf lat ion rate is such flint a credible 
monetary re form could result in a substantial increase in the demand fur real 
cash balances. Th is  wou ld  temporarily help t o  finance the Govcrnment’s budget 
deficit. Given t h a t  one c i f  the aims of die  reforms in I<ussia is to privatise state 
holdings, a new rouble backed b y  land could be introduced giv ing individuals the 
right tu convert roubles into land at a fixed price per hectare up to a certain 
:uiiouiit per i i idividual for a specified i iuniher of ycars. 

1-lowever, for the government tu be able to sustainably reduce i ts  budget 
deficit, it must secure reliable sources of revenue. How can th i s  be done when 
there is l i t t le personal iiiculne to tax and no istahlished inorins of c iv i l  responsi- 
bi l i ty? Ilosc clearly identified this prohlem and its solution i n  finding second best 
tnx ‘handles’. F~ir tunately i i iercantilism provides clear examples of how such tax 
lhandles can be found. i\.lonarchs i n  the  early sfate system imposed import duties 
and set a b o u t  cstablishing various t rading monopolies from which they could 
extract a guaranteed revenue flow or ‘royalty’. The Ilussian government should 
sell trading licences giv ing firms init ial ly well- protected markets for fixed terms. 
These enterprises Iiaving good, i f  heavily regulated, prof i ts should then pay a 
‘royalty’ for thcir privileges, thereby securing a revenue stream tu  the govern- 
ment .  Non- payment o f  royal ty and other taxes would result i n  the automatic 
loss of licence thereby discouraging tax evasion. 

q 

Labour Market Strategy 

It is impossihlc to move f r om a mil i tary dominated command econ~~my 
tu a free market,  c iv i l ian  economy without causing massive upheaval in the 
1:ibour market nnd widespread unemployment, as can l i e  seen the former East 
Germany. I iowcvcr,  unlike the fortunate East Germans, supported by  inassive 
transfers from western Germany, the Ilussians social safety net l i as  tu be con- 
structed within the l i n i i t s  of domestic resources. The labour market needs to b e  
managcd through a difficult period of  transition hcfore it can safely he left  to 
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function as a to ta l l y  free niarkct. It should be rememberell t h a t  the U K  cxpcri- 
enccd a i iuniber o f  years o f  labour direction immediately fo l lowing the Second 
\Vorld War as t he  command economy fornied for die prosccut im of the war was 
slowly dismantled nnd transformed back to a civi l ian economy. 

Ilussia is fortunarc i n  Iiaving a large. w e l l  educated pnpii lat iwi,  but lacks 
capital.  C lcnr ly  I<ussi;i cannot afford to simply waste t h i s  humai i  rcsotircc 
through iinemployment. And, o f  course, for social stability large scalc uneinploy- 

transition requires, as with the U K  after [lie War, a period of labour ~l i rect ion.  
The activities o f  iiidividuals iiitist be directed tu  socially usefi i l  ends, away from 
criniin31 activity. The physical capital sticli ns roads, hridges, etc. required fnr the 
development o f  the economy needs to bc acquired through the application o f  the 
labour and tecliii ical skills of the population. E q i ~ a l l y  the drastic need  for Iious- 
ing needs to be iiiet and such bui ld ing activity would be highly labour inteiisivc. 
Ilut h o w  can siicli activities bc paid for? Onc w a y  would he to require yoilng 
penplc tn participate i n  a programmc of Communi ty  Service i n  return for wl i ic l i  
they would receive their keep and a sinall a11owance. Communi ty  service, wl i ic l i  
in effect can be seen as n form o f  ‘workfare’, i s  l ikely to prove socially acceptable 
dur ing this current period uf crisis and dislocation. 

‘I 

iiient, particular among the former mil i tary, cannot be tolerated. The Ilussian i% 

The West’s Coirtri6trtioir 

By far the greatest c o ~ i t r i l ~ ~ t i ~ n  t h a t  t h e  West can make to I lussia ’s  
devclopment along tlie road to lihcral democracy and capital ism i s  to accept i t s  
need to pass through a pcriot l  of i i ierc3i i t i l is1i i .  The West needs to  accept that 
Russian indiistries will.havc to be  sheltered behind tar i f f  a n d  quota barriers for a 
prolonged period. Howcvcr, to raise productivi ty i n  I l uss ia  a n d  to hr ing it graclu- 
ally iiitn the  orbit o f  tlie market ccononiics, a programme for the pliased reduc- 
t ion o f  these barriers tu trade needs to he agreed a t  the outset. T h e  West iiiust 
also peri i i i t  Ilussia ,nccess to i t s  markets  even though t h i s  will inevitnbly lead to 
snnie disruption i n  the western cco~ioniies. 111 effect tlic special treatment nf for i l -  
ed under G A I T  rules to the less dcvcloped eco~inni ics need to be applied and 
extended in  tlie c3se o f  Russia. 

stages of capitalist devclopmrnt there is n o  reason why  I<tissia with i t s  vast 1131- 

ural  resources and highly educated populat ion cannot m o v e  rclntively rapidly 
towards a ful ly functioning liberal capital ist democracy. 

I’rovided that the Russian reformers accept the need to go through tlie c 
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A Response by Dr Chris Doyle 

In their nrriclc McGarvcy and Ihron  (M-G) argue tlinr a period o f  iMcrcanrilism 
is necessary for the substainability of the reform pr~igraninie i n  Ilussia. M-G 
criticise the convcnrional viewpoint on reform in I<ussia , tha t  markcrisarinn 
ought to happen quickly. It is claimed rliar blercantilism offers rlie virtues of 
gradualism. tlie abiliry for Uussians ro adiust to t he  ct l i ical fiiundntions of a n  
economy dominared hy private nwncrship and relariiinal conrracts. 

protectionism, ( i i i )  state regulntion a n d  ( iv)  import resrrictions. Thew marker 
impediments, i f  comhined siiccessfully, it is argued, woiild hring a h i r  a ‘liarinn- 
ny  iif intcresr’ as i n  \vestern 13urope Ixxween rlic 16th and 18 th  ceiitiiries. This 
would lead to acciitiiiilarioii and growrli which would evenrually result i n  their 
removal. 111 other words, Mercantilism assiires growth hehind barriers in rlic 
early stages (if dcvelopnienr. hut to generate further growth barriers need ro be 
removed tn facilitate trade. I f  harriers are brouglir down immediarely, as ninny 
interpret the present Kussian reforms, rliis could he ~ivcrwhelming a n d  counrer- 
productive. 

In conrcmporary rimes South Korea and otlier )\sin11 Tigers arc illustra- 
tions of the siiccess rhat can be achieved b y  careful constriiction of harriers. In 
rhe coiitexr of rransition economies, such as Ilussi:~. rlic idea is to huild barriers 
to ‘rejiivenare indusrry’ as opposed to die pmtection ( i f  i n f n n r  indusrries. 14ir 
small ccoi ioi i i ics embarking on a p d i  towards manufncturing t l ie re sceins lniiicli 
innre sense i n  pursuing protecriiinism. I-liiwcver, it is hy [ io nicaiis clear that rhc 
same mechanisms could work i n  n large, clnscd economy like Ilussia. 

Although Ilussia l i as  cnnsidcrable resources of primary producrs, its 
problems lie iii low productivity capital i n  thc manufacturing secror and i n  a 
woefully inadequate tcrinry or  services secror. I’rotccticinism discipline prorccred 
monopolies would he small. I<-iM argue that foreign joinr-i)wnersliip w~iu ld  p lay  
a n  important role, It is likely, however, tlint foreign capital will fncus largely on 
rmdcahles, predominantly in  the primary secror. This is nnt the way in  which 
western Europe of the Asian Tigers dcvclopcd. 

The economic siruation is unique and therc do n i i t  cxisr a n y  olivio~is 
niirnclc cures. This is widely acknowledged. Where clisngrccmcnr prevacles is in 
t e r m  of policy iniplciiienratiiin. A s  1mr d i e  western donor  coiiiirries arc  110 

longer convinced hy simplistic rargeting favoured hy tlie IMI:, liut as yet there is 

e 
I 

Mercantilism is defined as  having four componcnts : ( i )  n ionopnly,  ( i )  + 

7 
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no consensus on tlie l i e s  way forward. 111 many respects tlie ourcnnie will he a 
comIinari(iii of ccnnomic policies that liave been app l i ed  elsewhere i n  the  past. 

I . 
Dr Chris I h y l e  
I)cparrment o f  Applied Ikmoniics, University nf Camhridgc 
21 M a y  1993 
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