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Capitalism and change in 
the Commonwealth of 
Independent States

The dramatic change resulting in the 
dissolution of the Soviet Union and 
the formation of the Commonwealth 
of Independent States (CIS) has 
excited much discussion among 
economists concerning the problems 
and opportunities involved in mov­
ing from a planned economy to a 
market economy. Of particular im­
portance are questions concerning 
the form Western aid to the CIS 
should take, as well as what opportu­
nities will exist for Western entrepre­
neurs and investors. This discussion 
has often focused on so-called macro- 
economic problems such as control­
ling inflation, stabilizing the ruble, 
decreasing budget deficits, and so 
forth. However, it is also important 
to focus on microeconomic prob­
lems, that is, the problems involved 
in developing the institutions and 
mechanisms whereby a planned 
economy can be transformed into a 
market economy.

During a recent trip to the CIS in 
conjuntion with the International 
Monetary Fund, I had a chance to 
observe first hand the status and 
moves for change in the CIS repub­
lics. In this Chicago Fed Letter l discuss 
the current economic situation in the 
CIS in order to provide some insights 
into some of the problems involved 
in moving from a planned economy 
to a market economy.

The profit motive and privatization

Currently in the CIS, most compa­
nies are government owned, as they 
were in the old, planned economy. 
However, in an effort to make firms

more profitable, legal restrictions have 
been relaxed in order to give manag­
ers more control over firm resources. 
In any system in which the managers 
of a firm are not the owners there will 
likely be “agency problems,” that is, 
managers will be inclined to pursue 
their own self interest rather than 
maximize firm value. In a market 
economy, publicly held firms are 
owned by the shareholders who have a 
variety of methods for putting pres­
sure on management to maximize 
firm value. For example, shareholders 
can sell their shares, causing share 
prices to decrease and signaling to 
capital suppliers that investment in the 
firm is not a good idea. They can vote 
for directors on the board who can 
discipline or replace top management.

In actual market economies there are 
problems in the system for pressuring 
management, however, the important 
point is that firm owners—the share­
holders—have the right incentives to 
discipline firm management: they 
benefit if firm value increases and lose 
if firm value decreases.

The problem in the CIS is that the 
government officials who are sup­
posed to regulate firm managers do 
not have the right incentives to ensure 
that managers maximize firm value. 
The officials do not profit if firm value 
increases or lose if firm value decreas­
es. Government firms in the CIS are 
owned by everyone; this means that 
nobody benefits directly by increases 
in firm value. Thus, the result of re­
laxing restrictions on managers’ con­
trol of firm resources has been an 
increase in agency problems rather 
than firm profits. For example, man­
agers from several firms have used the 
combined cash flow from their firms 
as capital to start a private bank. Prob­
lems with regulating firm manage­

ment are exacerbated by the fact that 
the republics’ governments do not 
have sufficient resources or manpower 
to oversee managers of all government 
owned firms.

One obvious solution to the agency 
problem is to privatize government 
owned companies, for example, by 
selling shares in the company. One 
difficulty for this idea is the lack of 
capital in private hands. Some repub­
lics plan to solve the capital problem 
by issuing vouchers to citizens. These 
vouchers could be used to purchase 
only either shares in newly privatized 
companies or dwellings. Once compa­
nies are privatized, a capital market 
could emerge. Market forces could 
then function as they do in Western 
countries, to discipline firm managers, 
thus relieving government of some of 
the regulatory responsibility.

Some republics have moved further 
towards privatization than others. One 
area of success is in agriculture: in 
most of the republics, much of the 
agricultural land is owned by private 
citizens. Farmers sell their produce in 
markets in nearly every city in the CIS. 
These produce markets existed even 
before the break up of the Soviet 
Union and are the most successful 
examples of the move towards a mar­
ket economy in the CIS.

A separate problem concerning firm 
profitability and manager incentives 
arises from the price instability cur­
rently in the CIS. Ideally, managers 
should be rewarded for increasing the 
value of the firm. In fact, in the CIS, as 
in many other economies, manager 
performance is evaluated on the basis 
of profits, that is, on firm earnings 
after expenses. The problem with this 
type of incentive structure is that man­
agers can manipulate profits by, for
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example, cutting back on discretionary 
expenses such as advertising or capital 
spending. Also, firm profits are affect­
ed by things other than management 
skill, such as general economic condi­
tions. This latter problem is particular­
ly acute in the CIS because of price 
instability. Frequent, drastic price 
changes mean that reported profits are 
a very poor indicator of true economic 
gains or losses and therefore of man­
agement skill. For example, energy 
prices are expected to increase ten fold 
in September. After the price change, 
energy producing industries will likely 
show very high profits while energy 
consuming firms may show sharply 
declining profits. Obviously, these 
changes in profitability would not show 
that managers of energy producing 
firms are doing a good job while man­
agers of energy consuming firms are 
doing a poor job.

Monopoly power
Under a planned economy, it may be 
easier and more economical to build 
one plant or factory rather than several 
plants in order to produce a particular 
type of good. As a result, there are a 
large number of firms in the CIS with 
monopoly power. In a market econo­
my, a monopoly can restrict output and 
raise prices. Because buyers have little 
power, a monopoly producer has little 
incentive to increase product quality. 
Because of the lack of competition, 
monopolies have little incentive to 
increase production efficiency. Conse­
quently, in the U.S., for example, gov­
ernment regulation restricts monopo­
lies in order to avoid these problems 
and protect consumers.

In the CIS a number of factors inhibit 
the government from reducing monop­
oly power. Local government officials 
fear that restricting prices may result in 
the demise or downsizing of a large 
plant. The resulting worker layoffs 
might cause social unrest.

One of the main impediments to reduc­
ing the power of CIS monopolies is that 
the managers of many of these large 
plants have developed close personal 
ties with government officials. Conse­
quently, they are able to influence

government policy to favor continuing 
monopoly power and higher prices. 
The relationship between firm manag­
ers and government officials devel­
oped in the old, planned economy. In 
that system the central government 
appointed managers of firms and 
supervised the distribution of supplies, 
products, and capital. Thus, managers 
depended on government offices 
called ministries for supplies, capital, 
and markets for their products. The 
ministries in turn depended upon 
managers to keep the distribution 
system running smoothly. This distri­
bution system is largely still in place.
In particular, the same government 
ministries still control distribution 
both within and between republics 
and the same managers run the mo­
nopolies. Both of these groups want 
to retain monopoly power and keep 
control of distribution, thus, they resist 
movement toward market determined 
prices and distribution. This situation 
is complicated by the fact that the 
ministries controlling distribution 
were part of the central government, 
not the local republic governments. 
Now they are controlled by the repub­
lic governments, however, these gov­
ernments have no experience control­
ling the distribution of goods. Thus, 
they can not simply dismantle the 
present distribution system because 
there is nothing to take its place. 
Continuing monopoly power as well 
as the ministry control of distribution 
and trade create powerful barriers to 
entry for new firms, allowing the exist­
ing monopolies to remain entrenched. 
Western countries contemplating aid 
to the CIS countries should keep the 
distribution situation in mind in deter­
mining how to administer financial 
assistance. If, for example, aid given 
to the republic governments ends up 
in the hands of the ministries, then it 
may well help maintain the present 
system. If Western countries wish to 
encourage the move towards a market 
economy, in particular, to reduce 
monopoly power and encourage the 
creation of a market distribution sys­
tem, a better idea might be to give 
grants to entrepreneurs trying to start 
new firms rather than aid to govern­
ment agencies.

Impediments to trade 
between republics

Under the old Soviet planned econo­
my, the government determined how 
much each factory would produce and 
distributed the goods from the pro­
ducers to consumers. In particular, 
the government determined what, and 
how many, goods and services each 
republic would receive, as well as the 
price. Thus the government deter­
mined how big the total “pie” of goods 
and services would be as well as how to 
slice it—that is, how many of the goods 
and services would go to each repub­
lic. As a result, each republic would 
try to acquire as large a slice of the 
total pie as possible both by receiving 
goods produced in other republics 
and by keeping locally produced 
goods and services for consumption in 
the republic. Thus, in the old planned 
economy it was in each republic’s 
interest to maximize imports into the 
republic and minimize exports.

In a market economy, by contrast, 
exports and prices are determined by 
external demand for a region’s goods. 
Higher levels of exports increase the 
inflow of payments into a region and 
increase economic activity. Conse­
quently, increased exports are general­
ly beneficial for a region’s economy.
Of course, countries in the process of 
developing a market economy may 
have to increase imports in the effort 
to obtain resources needed for eco­
nomic development. However, the 
status of trade in the CIS is more the 
result of trade barriers enacted to 
preserve the old system in which the 
government controlled trade between 
republics.

Currently in the CIS, trade between 
republics is controlled by the same 
ministries, discussed above, who con­
trol trade within republics. In many 
cases, to export goods from republic A 
to republic B, producers in A must sell 
their goods to the government of A, 
who sells them to the government of 
B, who in turn sells them to consumers 
in B. This process is less efficient than 
allowing producers in A to contract 
directly with consumers in B. Trade 
between republics is similar to a barter



system, although the transactions in­
clude the exchange of rubles. For 
example, republic A may agree to sell 
wheat to republic B if B agrees to sell 
oil to A. Republic A may agree to sell 
wheat at a lower price than it could get 
elsewhere, in order to get the oil. This 
is similar to a barter system because it 
is the exchange of goods which deter­
mines which transactions will take 
place, rather than the price of the 
goods involved. Trade agreements 
may also be independent of demand. 
Suppose, for example, that republic A 
has a good that all the other republics 
want. Then ministers from the other 
republics will all come to A to try to 
negotiate a trade. One would think 
that A could then get a very high price 
for its good, or at least the best barter. 
However, what may actually happen is 
that A will agree to trade with B be­
cause the ministers controlling trade 
in A and B are friends. This happens 
because the ministers do not gain 
from selling goods at a higher price or 
bartering for better goods.1 You might 
say that demand for a republic’s goods 
does not increase prices, it only in­
creases ministers!

The implicit barter arrangements 
between republics explains why many 
prices in the CIS countries are below 
world market prices in spite of price 
liberalization. Government restric­
tions on most price movements were 
eliminated in January 1992, except for 
a few food items for low income fami­
lies and medical, educational, and 
some other services. Nevertheless, the 
price of natural gas in Turkmenistan, 
for example, is 40 times lower than the 
price in the world market. Such low 
prices are the result of voluntary price 
controls between republics. Each 
republic views extreme price increases 
as a threat to its economic survival. 
Since the minimum price for one 
republic’s output depends on the 
input prices of other goods from other 
republics, each republic fears a chain 
reaction triggered by increases in any 
input good. Consequently, the repub­
lics conspire to control prices. These 
voluntary controls are possible only 
because trade with foreign countries is 
even more restricted than trade be­
tween republics.

Government control over trade be­
tween republics means that disputes 
between republics have serious conse­
quences for trade. For example, no 
trade takes place between the CIS 
republics of Azerbaijan and Armenia 
because of a territorial dispute. In 
contrast, the citizens of Arab countries 
can obtain Israeli goods so long as 
they are willing to pay a high enough 
price, in spite of the disputes between 
Israel and her Arab neighbors.

The ministries claim that control over 
trading is necessary in order to ensure 
that the republics have a supply of the 
necessary commodities. They argue 
that the producers of goods are too 
inexperienced to conduct trade. Of 
course, the government officials also 
don’t want to give up their positions of 
power in the trading network. Like 
the monopoly situation, the trade 
situation is the result of a vicious circle. 
The ministries preserve their control 
over distribution both within and 
between republics because there is no 
other distribution system to replace it. 
But so long as the ministries maintain 
their control, a market system cannot 
develop.

Conclusion

Problems with the microeconomic 
institutions and mechanisms of the 
CIS countries are inhibiting the move 
toward capitalism. Neither the manag­
ers nor the government officials in 
charge of regulation have the incen­
tives to increase profits of government 
owned firms. Efforts toward privatiza­
tion have been hampered by the lack 
of capital, the existence of monopo­
lies, and restrictions on trade within 
and between republics. In particular, 
change has been slowed by govern­
ment control of the distribution of 
supplies and finished goods.

Creating smaller privately owned firms 
and breaking up large firms would 
help the move towards privatization 
and reduce monopoly power. Increas­
ing the number of independent firms 
would also encourage the develop­
ment of an independent distribution 
system. Reducing monopoly power is 
the first step in reducing government

control of distribution and encouraging 
the development of a market system for 
the distribution of goods.

Western countries could support the 
creation of small and medium sized 
firms through loan guaranties to entre­
preneurs willing to develop joint ven­
tures with CIS businesses. Western 
countries could also make loans to 
employees of CIS firms in order to en­
able employee buyouts of government 
owned firms. Lower import tariffs 
and fewer restrictions on CIS products 
would encourage CIS governments to 
move toward free trade. Free trade and 
the development of a market economy 
in the CIS countries will benefit Western 
countries by providing new markets for 
Western products in the CIS.

—Philip Israelevich
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1 The fact that trade between republics 
often takes the form of barter does not 
mean that the ruble has no market power, 
as some economists have concluded. Rather, 
as I have explained, the barter system is 
the result of government officials adhering 
to the old planned economy. Transactions 
such as the payment of wages and trade 
between individual producers and consum­
ers take place in rubles.
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Midwest manufacturing activity in February staged its first significant increase 
(up 1.2%) since September of last year. While gains were widespread, much of 
the strength was centered in the metalworking and transportation sectors. In 
addition, the labor component (hours worked) of the index led the capital com­
ponent (electrical power usage), offering encouragement that producers may be 
gearing up for further production increases in the months ahead.

After lagging the nation in recent months, the MMI slightly outperformed the 
national average (up 1.1%). The region benefitted from doing well in those 
sectors, especially auto-related industries, where much of the growth nationally 
was concentrated.

NOTE: T he MMI and  the USMI are com posite 
indexes o f  17 m anufacturing  industries and  are 
derived from  econom etric  m odels th a t estim ate 
o u tp u t from  m onthly  hours w orked and  
kilowatt hours data. For a discussion o f  the 
m ethodology, see “R econsidering  the  Regional 
M anufacturing  Indexes,” Economic Perspectives, 
Federal Reserve Bank o f  Chicago, Vol. XIII,
No. 4, Ju ly /A ugust 1989.
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