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last stand of communism in Russia, and the beginning of open demo-
cratic competition. The breakthrough to new elections gives the best
chance for the rise of a new, competitive political class representing a
much broader array of interests than the old guard. On the economic
side, the success of the reformers in pushing for real competition has
tended to move in parallel with their political strength. For example, af-
ter the October confrontations with the parliament, the reform-minded
finance minister was able to cancel cheap central bank credits to enter-
prises; eliminate the practice of “netting out” interenterprise arrears,
thereby hardening the enterprises’ budget constraints; and tighten over-
all credit conditions in the economy in order to reduce inflation and pro-
mote restructuring.

I found myself a bit perplexed at the paper’s policy conclusions. The
authors put great stress on regional enterprise funds capitalized by
Western aid, yet early on they rejected Polish-style mutual funds for fear
that “state-sponsored funds owning large stakes in Russian companies
would become politicized and hence be unable to enforce restructuring
policies.” They also rather boldly dismiss the entire banking system as
hopeless, even though Russian banks differ enormously in structure,
capital adequacy, and reliance on central bank financing. The World
Bank is currently undertaking a major program to help restructure and
strengthen Russian banks, and it is finding many cases of serious, pro-
fessional, market-oriented banks. A more balanced assessment of prior-
ities, including banking reform, trade liberalization, and capital market
development, would add credibility to this otherwise excellent paper.

General Discussion

Several panel members discussed the prospects for reform in Russia.
Richard Cooper emphasized Jeff Sach’s argument that no modern econ-
omy could work well without product market competition, and asked
where that was going to come from in the case of Russia: from new en-
trants at the small firm level, as in China, or from foreign trade, as in
Poland, Hungary, and the Czech Republic? He suggested that foreign
trade is the only practical alternative for Russia, and that it is therefore
important to focus on the barriers to import competition. Charles
Schultze noted that privatization would fail so long as firms could rely
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on subsidies rather than painful restructuring. Consequently, subsidies
must be made expensive for politicians to offset pressure for them from
interested parties, including managers, workers, and shareholders.
Barry Eichengreen suggested that the variation in success of privatiza-
tion across regions mostly reflects the presence of moribund elements
of the military-industrial complex in certain regions. In these regions,
privatization is not very advanced, and politicians are not inclined to-
ward reform.

Responding to these comments, Robert Vishny agreed that although
product competition might be the long-run savior of the Russian econ-
omy, in the short run it presents many local and regional political prob-
lems. For example, foreign trade becomes highly politicized where do-
mestic monopolies exist. Andrei Shleifer reported that although there
are antimonopoly commissions in every region, there is no interest in
competition; these commissions are primarily interested in protecting
their region’s firms. He also indicated that, although there is some entry
of small firms in services, new entrants have played a much smaller role
in Russia than in China, Poland, or the Czech Republic. Sachs added
that, in 1992, only 4 percent of the industrial labor force worked in pri-
vate firms that were not once owned by the state.

In response to questions about the outlook for reform, the authors in-
dicated that they were gloomy about the short-run prospects. Shleifer
indicated that the paper focused on Russian privatization not because it
has been particularly successful, but because for now it appears to be
the only avenue for making progress in corporate governance. Vishny
added that, nonetheless, there are at least some hopeful elements in the
privatization underway. Privatization provided workers and managers
with more opportunity to benefit from efficiency, an incentive that could
lead to a reduced demand for subsidies as firms began to pursue effi-
ciency in their own interest. He also stressed that under privatization,
managers’ reputations become important; they have shareholders to
answer to and they can be embarrassed in the press.

In response to questions, Maxim Boycko elaborated on the paper’s
explanation for the low relative valuations of Russian firms. First, po-
tential investors may fear that firms will be controlled by politicians and
will not maximize profits. Second, potential investors may fear that,
even if value is created, workers and managers, rather than sharehold-
ers, will capture it. Robert Shiller found these explanations insufficient,
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arguing that it is hard to believe that the average investor gives the aver-
age firm almost no chance of earning profits and returning them to in-
vestors.

Several participants focused on the issue of who does and who should
control these enterprises. Paul Romer drew a parallel between the politi-
cal control of capital allocation in Russia and the role of government in
the United States. He noted that the role of the government in U.S. capi-
tal allocation also presents problems, with the savings and loan crisis
providing an example of drastic failure. He stressed that to devise the
best policies, it is necessary to learn much more about which sorts of
institutions and political mechanisms actually work and which are vul-
nerable to failure. Fred Pryor noted that the information about Russian
firms available to investors and shareholders was woefully inadequate,
making it difficult for them to become knowledgeable about firms and to
exercise any control. William Black, making a similar point in starker
terms, suggested that inexperienced investors would be vulnerable to
fraud and that this might provide important political ammunition for op-
ponents of reform. Vishny agreed with Pryor’s suspicion that outside
shareholders are not sufficiently informed, and that this helped keep
control in the hands of insiders.

Olivier Blanchard said that privatizations in Poland, the former
Czechoslovakia, and Hungary are different than in Russia, and that the
authors’ description of the process should not be generalized to these
other countries. In these other countries, there is not much of a problem
with politicians attempting to retain control of firms, although firms do
lean on politicians for help when they get into trouble. Nonetheless, with
firms more or less on their own, workers and managers face different
incentives than they now do in Russia. Ned Phelps raised the possibility
that workers may have more power to resist management than the au-
thors suggested; otherwise, why was it necessary to give them the op-
portunity to hold so many shares? He also noted that the wave of protec-
tion rackets and bribery is probably an important drag on private
investment and enterprise.
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