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ABSTRACT 

This thcsis makes an analysis of the major inflationary 
mechanisms that origins from factors inherent to Russia' s 
ncw economic cnvironment sinee the beginning of the 
rdorm program in january ] 992. Arter sorne theoretical 
clarifications over the two different views of the inflationary 
dynamic~, (i.e .. the monetary and the fiscal view), an 
an'urate picture of the inflationary structures of the 
industrial and the financial senor will be made. Then, the 
various fdctors (other than the january' s priee liberalization) 
responsihle for the persistence of the high level of inflation 
in the coun try will be systematically studied (i.e. firms' soft 
budget constraint, indexation mechanisms and inflation 
inertia proccss, doll.lrization and depreciation of the ruble, 
and the use of scigniorage by the government). An anti
inflalionary program including an efficient bankruptcy law, 
a lax-paymenl and governmenl-bond indexation, is 
proposed. Howevcr, political pressures coming [rom various 
coalitions hostile to the economic reform are viewed as what 
aclivate the inflationary process in Russia . 

ii 
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Rf~SlJMÜ DE L'OUVRAGE 

Le présent travail se veut une an~\lyse de~ princip.lll" 
mécanismes inflationnistes provenant de lacteur~ inhérl'l1ts 
au nouveau climat économique qui règne en Rus~ie depuis le 
début de la réforme entreprise en j~\n\'ier 1 <)') 2. J\prl'~ 
certaines clarifications théoriques concern .. lnt les lieu, 
principaux courants de pensées dl' la dyn.lmique 
inflationniste (l'école monét..triste et celle nscllli~tl'), un 
tableau précis des structures intlationnistes des Sl'rtl'ur~ 
industriels et financiers russe sera hrosse. Par la ~uite, le~ 
différents facteurs (autres que la simple lihér .. lli\ation dl'~ 
prix survenues en janvier) qui sont respon~ahles dl' la 
persistance du haut niveau d' inflation dan~ ce p .. \)'s seront 
étudiés de manière s)'5Itématique (il s' agit de~ pr()hll'ml'~ dl' 
contraintes budgétaires làches, des mécani~me~ 

d'indexations, du processus d' inertie inn .. llionni~te, de la 
dollarisation de l'économie, de la dépréciation du rouhle, et 
la création de monnaie par le gouvernement comme moyen 
de financement). Un programme anti-inflationni~te in< lu .. mt 
une mise en application efficace d'une loi sur la faillite, 
l'indexation des paiements fhca ux et des honds 
gouvernemen taux, est proposé. Tou tefoi~, le\ pression\ 
politiques exercées par différentes coalitions hostile\ aux 
présentes réformes sont considérées comme étant 1 ultime 
élément enclancheur du processus innationniste en Russie . 

iii 
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The rccent eollapse of the socialist regimes in Eastern Europe 

markcù the hcginning of a ncw era for economics. Henceforth, in order 

to rc~p()nd '0 the now unrcpressed popular will of the citizens of these 

countries, sch()lar~ from aIl o\'cr the world arc trying to develop new 

theories and po!icics that will insurc the transition process from a 

cornmand to a market economy is the least painful possible. 

One of the greatest threats ta such a transition program is 

undoubtedly the persistencc of inflationa.ry pressures after its 

introduction. Indeed, il is rclatively easy 10 understand the 

mechanisms hy which a sudden inflation bursl will resuIt from the 

implementation of a priee Iiberalization polie)' in a country that has 

always excrted a control over priees to keep them below their market 

value~. In faet. within a short period of lime, priee adjustments force 

ecol1omic agents lo use most of their nl0netary overhang that resulted 

l'rom decades of repressed inflation. Thus, 1O the extent this adjustment 

process i~ not disruptcd by the introduction of other kinds of 

inllat ionary pressures, priee stability should rapidly come back, leaving 

the gO\'l'rnmcnl ,luthorities Cree ta fully get involved in various other 

measures (privatization of state firms, reform of the tax system, foreign 

trade polie)' restructuring, staff-training programs, etc.) to allaw the 

countr~' to continue its \Vay towards the market economy. 
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However, as one can obser\'l? in dll the hlst Furopl'an countriL'\ 

presently in transition. priee st.lhili/.nion seems to bl' .\ mudl tl\Ot'L' 

complicated tdsk than a simple elimin.Hiol1 01 the 0\ l'rh.mg m()!1l'~ th.tt 

was accumulated during the former ~()ci.\lbt fl'gime. In 1.\\ t. it ~l'l'm~ 

that sorne factors inherent to Tr.lI1sitiol1.11 SociaIi~t C()llntril'~ Cl'SC~) .Id 

as generators of in flationary pre~sllre~ .md t hu~ c()n~t it ute .\ t hrL\1l lur 

the SU(CCSS of the cntirc reform proce~s. 

The present work will makc an analysis o{ the major inn.lli()n.lr~ 

rncchanisms thal originale from sueh ractor~ lor the p.lrlicul.lr ("1~L' of 

Russia. Since the beginning ot its \'ast L'nmomie re(orm pr()~r.\m un 

January !St, 1 <)<)2, this country has heen in wh.H (' .. Hl hl' cOI1 ... iuerL'd .l~ 

an hyperinflationary episode, arrording tn the rla~~ir C.\gan (1 ()C;(,) 

definition (i .l':;t monthly inflation r.lte L'''t'eeding ')()(J1). Sel' AppL'ndi\ 1 

for the rate of inflation in the former llSSR and in Ru~ ... i.\ ~incl' 1 ()X 1 ). 

This is not the first lime though that f{u~~ia ha~ I .. lceu hYPl!rinll.llloll. 

Following the 19] 7 October Revolution, the impll'ml!J1t .. ltlOn h) thl' 

Boisheviks of the \'arious War Communism poli< il'~ conlrihuleo ln 

creating a similar situation, hut not for the ~ame H.\.l\On.... At lh.lt 

period, diverging from the traditional Marxi~t theory, the go.t1 of ~()vk·t 

authoritics was to attain full communhm dire< tly, without going intn 

the stage of capitalism. Thus, in the contexl of a civil war, inuu ... trial 

and agricultural rc~ources wcre divertcd from privdte to mtlitary U"'l'. 

Lacking a solid domestic lax base and foreign a~~i~tan< c, the mone)' 

printing presses were used. l'his inrrcase in the money ~upply, 
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comhined to a taIl in the supply of consumer goods, created severe 

inflationary pressures that werc rclaxed only in the mid 1920s (Gregory 

and Stuart () <JSh:chap.3». 

Almost 70 ycars after the War Communism episode, Russian 

authoritie~ now attcmpt to come back from communism to a more 

market-oriented system and face high and persistent inflation again. 

Why is this sol What are the reasons that can explain a monthly 

inflation Ll\'CrJge r.lte of more than 55% since the january 1992 price 

adjustmentl Is that hecause of the intrinsic nature of the old socialist 

infrastructure of the industrial and the financial sector? Or is it merel)' 

due to the use of seigniorage by the government to finance an 

uncontrolled budget? Do inflationary indexation mechanisms once put 

in place. then strengthening inflation inertia? Are there any factors 

that generate important currency depreciations. creating additional 

pressures on priees?... As one can see, man)' questions can be raised 

regarding thl' \'arious pcculiarities of the inflationary process in Russia. 

II()wc\'(~r. the ultimate goal of the present work can be summarized in 

only one simple statcmcnt: "Wh)' does high inflation still persist in 

Russia?" 

!\ general o\'er\'iew of how the presen t work has been organized 

is represented in r-igurc A. However, before undertaking the analysis of 

the \'~lrious causes of the inflationary phenomenon per se (Chapters 2 to 

5). Ch.lpter 1 will try to clarify the dehate 0\ er the fiscal or the 

monetary origins of inflation in l'SCs and will illustrate sorne theoretical 
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concepts that will be used in subsequent chapters. Chapter 1. will 

attempt to draw a short but aceurate picture of the structures 01 the 

industrial and the financial sector in order to f.trilitatl' the 

understanding of the ,'arious discussions that will take pl.lee in the ne\:' 

chapters. More spel'ifically. it will show how. l'rom the peculi.\rities of 

these el'onomie sertors (the ~tructure of the I.\lter being inrIul'nced hy 

various political pressures of many lobbyiM group~). Sl'\'l'r.ll 

inflationary mechanisms are activated. Theil .... rigorous .\nalysis 01 

these mechanisms wiII be undertaken in the nl'xt ch,lpter~. 

Chapter 3 will study the soft budget constraint phl'Iloml'Ilon, and 

will explain how, by ils effect on the Russian statl' hudgl't . il constitutl'S 

an important sourre of inflationary pre~sures. AI~o. wc will ~ee how 

the various government attempts to harden the firms' hudget constr .. \int 

resulted in an explosion of interfirm dcbt, and why the onl)' ~()Iuti()n to 

stop this process is the enal'tment of an efficient bankrupt('y law. 

Afterwards, in Chapter 4, we will study the concept of inflation inerti.l 

and will clarify the reasons why sorne indexation mechanisms (~u('h .l~ 

wage indexation) aggravate the inflationary prohlem in Rus~ia, while 

others (such as tax-payment and government-bond indexation) ran he 

used as a cure. Finally, Chapter 5 will assess the impact on the ruhle s 

value of the dollarization of the Rus~ian economy, and will explain the 

mechanism by which il and five other factors of deprl'ciat ion of the 

currency lead ta additianal pres~ures on the priee ll'vcl. 
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."'igure A: Innationary Dynamics in Russia 

Political Pressures 

+ + + + + + + 
Strul'ture of the Industrial and the Financial System 

Sol't nud~et Constraint Indexation 

Expedations DollarizationH)epreciation 

Gonrnment Budget 

Innation 

loertia 

Throughoul the work, the reader will realize how interrelated are 

the various sources of inflationary pressures. In fact, it is simply 

illogical to ('onceive. for instance. that firms' soft budget constraint will 

not have any effect on the population' s expectations 1, the pressures in 

llnn~Hionar)' expertations constitute t.he only source of inflation that will 
not bc the subject 01 a distinct chapter. In facto because of their nature. it has 
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favor of a higher level of protection through indexation, or on the value 

of the domestic currency. For this reason, the inflationary process is 

qualified a «dynamic». in which ail of its components inter~\Ct with (\\('h 

other. Finally. as the reader will note in the course of its lecture. each 

identified source of inflation affects the priee le\'el in two W~\ys: in .\ 

direct manner, and through its effert on the government hudget. This 

«double inflationary channel» will be pxamined in each of t hl' 

paragraphs that deal with the variOliS sources (i .1' c'hapters 3, 4 .• lnd S), 

and will he analyzed in the context of the whole inflationary-dyn.\rnir 

process in the conclusion chapter . 

been judged more praetical to discus~ their effect~ in the context of earh of th(' 
topies undertaken in the various ehapters. 
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ln much of the recent Iiterature that deals with the inflationary 

phenomcna oecurring in Transitional Socialist Countries (TSCs). the 

common vicw is that inflation is the result of a disorganized fiscal 

system. Public seetor~ eharacterized by a highly inefficient tax 

(ollen ion system and also by an unwise spending poliey tend to 

generate inflationary pressures. Therefore, because of a relationship 

hetween public defieit and priee evolution. the inflationary process in 

TSCs can he interprcted as a fiscal phenomenon. 

This statcment could be viewed as contradicting the common neo

dasskal paradigm. as weil as modern macroeconomic theory. In fact, 

there is a general agreement among economists on this issue: 

"In the long run, inflation is strictly a monetary 
phenomenon (sic). There can be no lasting 
inflation unless the nominal mone)' supply is 
growing, and continuai increases in the money 
supply will guarantee that there is enduring 
inflation."l 

l 'Vilton. D. and Presron. D .. - Macroeconomics.- 198ï, p. 328. 
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In this chapter, we will show why these two views ahout inflation 

are not contradictory. Section 1 and 2 will first hricfly present the 

arguments that support hoth the monetarist and the fiscal \'Ïl'w of 

inflation. Then, section .3 will discu~s the major criticism~ of the fisc .. \) 

view and will explain why the ahsenn~ of a strong po~iti\'e correkttion 

between the r,- te of inflation and the level of gO\'l'rnmcnt 's dclkit h 

consistent with the idea that deficits are one of the major channeb th .. H 

lead to high inflation. 

1. The Monetarist View of Inflation 

To help understanding why inflation is essentially a monetary 

phenomenon, we will consider the equatio'1 of exchange: 

... where rn is the stoek of money, v, the velocity, p, the priee level, and 

y, the real annuai incorne (lower cases denoting the rate of change). 

In a "stable" country (j . ,-,.a country that does not face hig politkal 

or econornical upheavals) ernpirical evidence shows a relative stability 

in the long run evolution of velocily. Marchon and Stringer (1 c)RS) 

explain this by the fact that vclocity is maint y dctermined hy 

institutional factors (e.g.: dcgree of efficiency of thc banking sy~tcm, 

payment habits of ecanomies agents. etc.) which traditionally movc 

• gradually. Real incorne also i~ generally not very volatile sincc il 
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depends mainly on stable variables such as productivity growth, capital 

accumulation and size of the labor force.2 Therefore, there could exist a 

strong link between the quantity of money in an economy and the price 

level. Thi~ link has been empirically proven several times for many 

countries so that nowadays, il almost has become a truism that price

levcl rises result mainly from excessive money-supply growth 

(Beckerman, 1992:32)3. 

If inflation was only a matter of excess money in an economy, it 

would he logical to prescrihe stabilization policies that would merely 

restriet the monetary (or credit) emission. By ma king the currency unit 

more scarce, policymakers wou Id increase its value with respect to 

other asset~ (financial or non-financial) in the economy and thus would 

redure the inflation and distortions that come with il. Unfortunately, a 

tight monetary poliey directly affects commerce, production and 

invcstmen t whirh can also be distortionary and maybe even 

21n ('ountnes like Tses where man)' reforms are takmg place in order to 
ch.mge almoM cntirel)" the economie and political mechanisms, such assumptions 
st.uing that the r.He of change of Y and V are relatively constant over time cannot 
he made. The transition from a Soviet-type to a market economy generate~ a great 
fall in output ,md I~ likely to increa~e the velocity of mone)' (this increase being 
dependent on m.ln~ factor~ Iike the level of dollarization in the econom) and the 
peculi.lr Mructure of the banking sector). These Issues as well as their effect on 
the priee le\'el will be studled In the subsequent chapters. Here, we \\111 restrict 
our dl~(,u~~lOn onl) 10 the explanation of the link between M and P in a "normal" 
en\'ironmen t. 

3 ln thelr pdper "Sorne lTnpleasant Monetarist Anthmetie", Sargent and 
W.dl.lCC' ( 198 1) show cases where temporary tightening of monetary poliey causes 
~m lmmediàte .U1d permanent raise of inflation. But beeause of a number of non
st~lI1d.\rd fe~ltures in their model. many eritieized the taek of generality in their 
re~ults (on thi~ subject. see Drazen (1985». 
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inflationary4. Thus. even if the neo-dassical view that ronsiders 

inflation as being a monetary phenomenon is indisput41blc. a rcal thenry 

of inflation should explain why presumably equilihrLlting priee jump~ 

fail to bring the equilibrium. i .('.why do we ohscne sl'lf-pl'rpl't\1L\tin~ 

inflation (also called inflation incrtia of fccdh .. lCk) in many enmornÎL's. 

Many economists who study cauntries faring high and persistent 

inflation (Iike many Latin American countrics a~ wcll as cach l'SC) argue 

that the budget deficit is the ultimate sourcc of the problcrn. It follows 

from this that inflation could be viewed as a I1scal phCl101nCl10lJ. The 

next section will study this aspect. 

2. The Fiscal Origins of innalion 

Since any country s money supply is rcgulatcd hy governrncilt 

authorities, il is reasonable ta say that a sustained monetary ahundanrl' 

can be observed only if these authorities allow the ~t()rk of mOlley to 

exceed the public willingness to hold it. One way of gcnerating such 

excess money supply is by allowing important puhlic-sector budget 

deficits. 

Many authors share the common view that high inflation i~ the 

result of budget deficits financed through money creation (Dorn husrh 

(1985, 1992); Aslund (1992); Filatochev and Bradshaw (1 <)<)2); Tanzi 

(1992); Shelton (1989); Kiguel and Liviatan (1991); Hemming and 

4Beckerman (1992:88) argues that lO the eXlent credit reMnCljon~ djmml~h 
aggregate supply, the falI in the total income produced by an economy bld\ th(' 
priee level up. 
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Mackenzie (1991); Choudhary and Parai (1991) and Cardoso (1992». 

Given recent experiences in several countries with high inflation, 

Dornhusch (1992) argues that there are more and more similarities 

hctween thcir experiences as the inflation rate rises. Even if the 

particular mcchanism by which inflation is generated can differ -say, 

dcficits of state cnterprises rather than a particular ministry-, there 

cxist~ a general pattern that leads the country from a public-sector 

dcficit to an expansion of money and credit. This dynamic is observed 

in many Latin American countries as weIl as in TSCs. It can be 

algchraically iIIustrated by using a conventional monetary model of 

high innation (Dornbusch, 1985). Such a model assumes rational 

expect,ltion~ and that the growth rate of money is determined by the 

req uirement of budget financing. Then, il implies that the real value of 

moncy creation equals the deficit: 

(2) ,l1/P = 'lm = gy where: M= dM/dt 

A linear velocity (V) equation is also assumed: 

(3) V = y/m = a+ (3JT 

~, = growth rate of money 

m = M/P = real balances 

g = the deficit ratio 

y = realoutput 
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where JT is the rate of inflation, a is the noninflationary le\'el of velocHy. 

and f3 is the responsiveness of velocity to the rate of infl .. lt ion. HIl.lll) , 

by substituing (3) to (2) and hy assuming il steady st.He eqllilihriliOl in 

which the rate of money growth l'quais inflation (JT = ~I), we oht.lin .ln 

expression for th~ equilibrium rate of inflation when deficit~ .1re 

financed through money creation: 

(4) 1T = ag/(l - ~g) 

A few comments must be made about the implications of this equation. 

First, one can observe that the inflation rate is posilively linkeu 

with the budget deficit (djf/dg ~ 0). Moreover, the link is nonlinl'ar 

(convex), ""hich means that the largcr the defirit a government trie~ to 

finance, the steeper the rise of the inflation rate. Comm.muer ( 1 ()(}2) 

(as weil as most upholders of the orthodox view) i~ one of tho~e who 

support the nonlinearity view of inflation and stresses that thi~, addeu 

to the endogenous character of the real fiscal defirit, generate~ a 

situation in which the cost of inflation ran rapidly increase over lime.') 

Therefore, one can realize how important this relation hetween inn .. tion 

and deficit becomes in understanding the dynamic~ of the inflationary 

process. Also, in the Iight of l'quation (4), one ran ~ee why many 

economists argue that inflation is first a fiscal phenomenon. Ilowever, 

other economists argue that the former overestimate~ the link of 

SThis staternent directly refen to a concept that, becau~e of H~ importance, 
will be studied in a distmct chaptcr: inflation mcrtia. 
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causality bet.vcen the two indicators. For this reason, the next section 

will examine the legitimacy of their Cl iticisms. 

A second impart_ant point to be made regarding the general 

pattern that Icads a country from a public-sector deficit ta inflation is 

related ta ct and ~, the parameters of the velocity equation. FAluation (4) 

shows that the inflation rate depends on both the noninflationary level 

of vclocity and the rcsponsiveness of velocity to the rate of inflation. 

Thuse parameters capture the dollarization phenomenon, ie. the 

importance of the use of the US dollar in a country that has its own 

currency unit. The trade of the domestic currency to get dollars 

reduces the monetary base for the inflation tax and thus, the price 

lcvcl~ must risc. Thus, the more important is dollarization in an 

economy (ie. the higher is a), the stronger is the impact of a deficit over 

the rate of inflation. Rut, here again, the innation feedback produces its 

perverse efrect. As inflation goes up, dollarization will become more 

and more popular 10 escape from the tax (ie. a higher jf will generate a 

highcr u). Furthermore, the faster the degree of responsiveness of a 

given country (je. the higher will be ~), the faster this cycle will go on 

ovcrü • 

The third and last important comment on the link hetween 

inflation and deficit will be made by using the long-run version of 

equation (-4-), which was derived by Dornbusch (1992:19): 

bFurther discus~ion on the dollarization phenomena will be made in 
Ch.lpter 5. 
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(5) rr = (ag - y)/( 1 - I\g), 

From eq uation (5) one can observe a nega live corre1Llt ion bet wel'n 

incarne and inflation. This means that therc is room for noninflLllÎonary 

deficit finance since an increase in y offscts the erreet an inrreL\~C of g 

has on inflation. In facl, by generating a higher dcm.lnd for rCL\1 mone)' 

in the economy, an increase in a country' s rcal incol11c allows 

government to issue more money without introducing the risk of 

inflation. But since seigniorage can be considered as a tax on l11onL'y 

holdings, there must be a level of taxation ahove whi( h the tax i~ so 

distortionary that the cost of impo~ing it becomes higher t han the 

revenues that are generated by it (the Laffer Curve prinriplc). Then the 

question to ask is what would be the maximum revenue a governmL'nt 

can collect in arder to finance ils deficit? ln his atlempt tn an~wcr, 

Cagan (1956) derived a model made of an equation showing the 

demand for real cash balances and another equation de~rrihing the 

formation of expectations. He found that the condition or maximizalion 

was ta set such a rate of money growth that the elastidty of the tax 

base (ie. the demand for money) with respect to the tax rate (here, the 

rate of money growth) should be equal to -1.7 Rut sinn~ a deeper 

discussion of this issue would be beyond the scope of the present work, 

the reader is refered to Cagan 's paper. What was important to iIIustrale 

from (5) is that when output grows significantly, seigniorage can he a 

ÎNote that this is a familiar condition from monopoly thcory. 
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noninflationary mean of financing public-sector deficit (up to a certain 

limit though}.8 

From the above analysis, one can understand the reason why 

many economists who study nations facing high inflation favour the 

idea of considering inflation to be esscntially a fiscal phenomenon. In 

fan, even if priee Icvel instability is, at its root, a question of supply of 

money, this money is managed by government authorities whose 

actions often result in monetary disequilibrium. One of these actions is 

the strong tendeney to gcnerate huge budget deficits which are financed 

hy mone)' and credit creation. For these reasons, economists must focu~ 

on the fiscal aspect of the dynamics tn elaborate solutions. In his study 

of the high inflationary period in four countries, Sargent (1982) was one 

of the first to argue (in a period when monetarism was The Law) that 

emphasis shnuld be placed on budget stabilization rather than on the 

growth of mone)'. He defined a credible fiscal stabilization to be the 

sine qua 11011 condition for stopping high inflation: 

"The essential measures that ended hyperinflations 
in each of Germany, Austria, Hungary, and Poland 
werc, first, the creation of an independent central 
bank that was legally committed to refuse 
governmnent' s demand for additional unsecured 
credit and, second, a simultaneous alteration in the 
fiscal policy regime. [These measures] had the 
effect of binding the government to place its debt 
with priva te parties and foreign governments 

SIn Chapter 3 (The Soft Budget Constraint), a dIscussion on the various ways 
for a go\'crnmcnt to fmance its deficits will be made. 
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which would value that debl according ln ",ether it 
was backed b) sufficienl large prOSpl\clÏ\'e t4l\eS 
relative to public expendillires. "Cl 

p,lge 1 h 

Of course, this view has been challcnged. Th us. the ne\t :-,ecti()'l "dit 

briefly explore sorne of the major criticisms formutltl'd tn" anh 

defenders of the fiscal vic\\' of innation. In the follo",ing rh .. lptl'I'~. thl' 

exactitude of lhis vic\\' will be tested hy an .. dyzing of t hl' current perit)lI 

of high inflation in Russia. 

3. Criticisms of the Fiscal View of Inflation 

Those who support the fiscal view of inflation .. lrgue that budget 

deficits are the cause of inflation dnd c()n~equently. th .. lt disinfl"ltion 

programmes need ta rely on budget balaneing. ()ther~ suggl'~t tlut thi~ 

analysis oversimplifies the nature of the prohlem ~in( l' il doe~ not t"lke 

into account the faet that in a context of high inn,llion, govl'rnml'Ilt 

authorities may not easily he ahle to use fiscal and monetary toob ..l~ il 

is prescribed by the theory. For instance. il ('ould he dilficult tu 

increase tax revenues or to substantially rl'ducc l'xpcndit urc~ ( .. tnd 

subsidies) withaut violating contractual ohlig .. lt ion\ (or, in t hl' ( ..l~e of 

'l'SC s, leading sorne state enterprises to bankruptcy). Morl'over, on thl' 

money side, authorities that reduced the moncy-supply growth (ould 

generate widespread bankruptcy in the priva te ~en( ,r and dggravate 

the government' s deflcit. 

9Sargent, Thomas j .. - "The End of Four Blg InflaflOns", 1982, p.RCJ. 
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Even if the later criticisms of the fiscal view of inflation have their 

importance, the major one Oe. the one that was mentioned by every 

author redd who wa'i sceptiral vis-à-vis this view: Beckerman (1992): 

l.ividtan and Pitermdn (198(»); dnd Ko])uri and Giannaros (1987)) 

regard~ the apparentl)' weak and ambiguou~ empirical correlation 

hetwcen the ddicit and the rate of inflation. In order to have a dearer 

pict u re of th is ~il uation, the relation betwecn the two variables has 

been analyzed for four l.atin American countries that are weil known 

for their prohlems with high inflation: Argcntina, Bolivia, Rrazil and 

Peru 1 0. R .. tte~ of correlation between inflation and the deficit expressed 

a~ a percentdge of CrNP wcre computed and they are shawn in 

!\ppendix Il (sel' page 118). 

One l'an ()h~en e a ldrge d i~crepancy between the coun tries' rate 

of correlation het\\een inflation and deficit. While in Rrazil and in 

Boli\'ia the rdte reache~ q uitc a h igh \'alue (respectively: 0,814 and 

O,80l)), the one computed for Peru shows a ncgligible correlation 

(l,OiS). In Argentind, dcspite a rclati\'ely low rate (0,239), one can 

ohscrvc th .. tt when the rate of inflation is shifted forward, the 

rorrel,llion tcnd~ tn he negatÏ\e (though not significant). Then. this 

1 0Thl'\l' c()untne~ Wl're ~elened baslcally for two reasons. Flrst, data 
.l\'.ul.lhihty: Wt' w.lI1ted to n1.lke .m analysls o\'cr a "reason,lbIe" (le. not tao short) 
ppnod of tll1l<.'. Second, d,H.l reliability. In bath cases, former Sorialist countries 
would Ilot IM\'(' hl'l'Il gond C.lndldate~ ("ven If they ~eem tu have more similariues 
w!lh tilt.' RU\~l.lIl l'conomy. But olle mu~t note that inflation is a uI1lversal 
phellollwllon ,111d Il .lflect~ ,ln economy rcg.udless of it~ reglme type. As 
Dornhu~rh (19lJ2: 13) once ~ald: "Of course the experience ln the post-communist 
l'rOIl()nu<.'~ I~ ~peci,ll .l~ Il st,lrt~ from repressed inflation, but even that is not very 
diffl'r<.>nt from e'p<.'rÎellce!l III Argentina or Bralil, where cycles of priee controis 
.mlI h~ l'wnnfl.ttioll .ln' nm\ common.". 
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computation seems consistent with the corn mon view thal lhe link 

between the deficit and lhe rate of inflation is ralher uncl'rlain. 

However, il has been shown thal the ahsence of .\ slrollg posil h'c 

correlation is nevertheless consistent \\ ith the ide .. \ thdt ddlcits .. 1re lhe 

ultimate cause of high infl,nion. The ne~t p(lragr .. lrh~ de .. ll with this 

issue. 

In their analysis, Drazen and lIelpman (1 <)<)0) l heorl't ic.llly 

d ~monstrate how a deficit, l'ven when it is considered resp()n~ihk for 

inflation, can be ernpirically unrelatl'd to il. To do ~(), they huitt a nlOdel 

in which a government finances its deficit hy mOlley cre.\lÏon and hy 

issuing bonds. In this model, debt dynarnir~ are lIn~table: if the 

government keeps the present rate of money growth. lump-sum tLlxe~. 

and spending, il will generate an increa~ing indebtednl's~ up ln a k'\'l'l 

where t he au thorities will have no choire hu t to change t hei r 

macroeconomic poliey. This situation will bring individual\ lo !orm 

their expectations over bath the lime at which the poliey ~wit('h will 

take place and the content of the ne\v poliey. 

According to Drazen and lIelpman, il is preci~ely the~e 

expectations of a change in poliey that link the hudget deficit to the r .. te 

of inflation. Depending on lhe way govcrnmcnt i~ l'xpe< led lo l'liminale 

the deficit (by money financing, tax financing, or cl mixed poli< y) .. nd 

also depending on the level of uncertainty ovcr the ~lahilization poli( y. 

one can observe differenl lcvels of correlation~ hetween defirit .. nd 

inflation . 
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ln ordcr tn prove the verarity of their model, Drazen and Helpman 

ran several simulations. The results cIearly shows that as debt 

inrreases, inflation rises. Rut from a certain level of debt on, inflation 

decline~ sharply. The authors explain this situation by stressing the 

importance of the risk premium in the determination of the equilibri um 

rate of innation (ERI). Firsl, they derived an expression for ERI as a 

function of the real halances m(t) and the risk premium oCt): 

(6) p/P = f[m(t) - 0(t)]11 

Then, they argue that as the debt level of a country approaches its 

upper limit 1 2, the risk premium becomes sa high that it seriously 

countcracts the efrect of the constant growth rate of real balances. 

lIence, il is possible to observe that while deficit goes in one direction, 

inflation gocs in another. 

R1anchard and Fisher (1989:chap. 10) also showed several cases 

where an increase in the defirit can occur at the same lime as a fall in 

priee Icvels. One of those cases occurs ,,'hen it is expected that at lime T 

(ie. the moment when the government adopts a new policy), the 

stabilization program will take the [orm of an increase in taxes (rather 

than .1n increase in money balances) that will bring the ecanorny 

IIp=dP dl 
11The upper limit of debt (bTma,)is the level where debt burden generated 

hy the' prescnt pohcy bcromes unsustainable. This level is reached at T max, the 
l.ltt.'M time .lt which a polie)' s\\-iteh is expected. 
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towards a zero-inflation steady state 13. Bere, slnee indi\'idlMls forcrast 

that inflation will fall in the future, inflation will st .. lrt to decre.lsc lod.I). 

generating a negative correlation hetwccn deficit and the rate of 

inflation for e:lch period bctween tod,t)' .. md TI-t. 

As one can see, the latter arguments allow one to helie\'e that the 

weakness of the empirical correlation hetween the government dl'l1rit 

and the priee levels is not sufficient to rejeet the hyp()thesi~ of thL' fiscal 

nature of inflation. Of course, il is true that inflationary prcs~url's come 

from a growing nominal supply of moncy (making inflation a monctary 

phenomenon at ils basis). Ho\'vever, the relevant question tu hl' .l~ked 

is: "what constitutes the generators of such an exres~ive presence of 

monetary units in an eronomy?". The answer to thb question 

inevitabJy implies a closer look nol on/J' at the fiscal a~pect of the 

inflationary phenomenon, but alsa al the way t he variou~ e( (Hlomie 

institutions are organized in a given countr~'. Therefore, in thi~ work, 

not only we argue that inflation is both a monetary and a fiscal 

phenomenon (various government decisions affecting the quantity of 

money), but we attach a lot of importance to the way the economic 

structures of a country have been built up since they con~titute hy 

themselves a signit1eant inflationary channel. Thus, before undertaking 

13This means that under the new policy. ~eigniorage will nol exceeu il ~ 
noninflationary level. 

14ft must be noticed that in the model of Blanchard and Flr,her a\ 10 the one 
of Drazen and Helpman. debt follows an umustainable path. Therefore, befon." 
time T, debt (and deficit) increases. 
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our discussion of the various inflalionary mechanisms generated by 

thesc structures in Russia (Chapters 3, 4, and 5), we will start by looking 

at the lalest transformations in the Russian indus trial and financial 

sector . 
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Before undertaking the study of any economic prohlem of a gi\'ell 

country, one must first have in mind a cle,lr picture of the w.t)' 

institutions ha\'e been set up and of how t hey oper,ltl'. Th i~ is .l sint.' 

qua non condition in arder lu he able to a\'oid andlytic,t1 hi..lsl'~ rl'~lliting 

from a bad knowledge of the structural peculiarit ie~ or t hl' \"'lriou~ 

economic systems. Therefore, the pre~ent chapter will dl'~rrihl' the 

structure of the Russian industrial ,lnd fin.lIlCial ~l'rt{)r to gi\'l' thL' 

reader the c1earest picturc pos~ihlc in order l'Or him/her to he ..thle tn 

follow more easily the various discus~ions on the later (h.lptl'r"o. 

Section 1 will analyze the latest developmen1 in the Ru~si,ln indu~tri.t1 

sector, highlighling the fact 1hat even if the rcform program ha~ m,t<Je 

this sector much more market-oriented, many "Iegades of t hl' pJst" ~lill 

continue to prevent it from operating a~ if il wa~ in a rl'al market 

economy. Section 2 will do the same type of anJlysi~ as in ~l'('tion l, hut 

in regard to the R ussian banking system. Fi ndlly, section 3 will a~~e~~ 

the efficiency of the latter system and will analyze ho\\' the variou\ 

gaps in the mobilization and the allocation of ~aving~ affect the chan('e~ 

of success of the reform, and prepare the way for various inflationary 

mechanisms . 
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1. The Russian Industrial Seclor 

ln recent years, important changes have occurred in the relations 

lhat link the Soviet/Russian governments to the industrial seclor. Since 

the 1987 Law on State Enterprises (which was considered the first step 

towards a radical revision of the Soviet economy), the Soviet Union has 

becn getting cver doser to a more decentralized economic system. In 

fart, the basic idea behind the reform has been to give industrial units 

greater autonomy and thus to converge to a market-oriented system. 

"There was to be a new role for planning, with a shift from directive 

planning to overall strategie guidance of the economy" (Sakwa, 

1990:279) 1. 

Owing to the philosophy of a centrally planned economic system, 

Soviet firms were typically very large and autarkic. Their levels of 

production were set by the Gosplan, and the Central Bank of USSR 

(Gosbank) was responsible for supplying the necessary funds for them 

to achieve their obligations (the role of Gosbank is discussed in section 2 

of the present chapter). The survival of ail these huge state firms was 

thus assured (ie. there was no threat of bankruptcy) because of a 

system of «soft budget constraints». 

One of the most ;mportant conditions for the success of a 

transition ta a market economy is a general restructuring of the 

IThe aim of this section being nOl 10 systematically analyze the history of 
the reforms in the industrial sector, we refer the reader to Sakwa (1990), OECD 
(1991) and IMF (1992b) for further details. 
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enterprise sector. Since the beginning of the January 1 st, 19()2 radical 

economic reform, one of the major objectives of the Yeltsin government 

has been to do so by privatizing the large, old and ineffkient state t1rms 

on the Russian territory. This has appeared to be a v«.~ry diffirult task 

for many reasons. First, as Filatochev and Rradshaw (1 c)92) point out. 

while central control was relaxed over the enterprises, this h,lS not been 

accompanied by growing competitiveness. nor by an efrecti\'(~ law on 

bankruptcy2. As a result, increasing wage pressures did not find any 

resistance since no hard budget constraint was imposed. From 1 ()()O to 

199], the average monthly industrial wage rose by S(),S% (R311 ln 

R580). For the single month of January 1992, il rose hy ()5% (IMF, 

1992b:l1). Furthermore, man y enterpriscs have resisted the 

introduction of new technologies and have renounced investmen t in 

order not to reduce the capital available for wage payments. These 

ways of doing things dangerously threaten the reform program and 

could result in additional costs in the medium run. 

Marer (1992) raises another important obstacle to privatization 

and structural reorganization (and thus, to the success of the whole 

transition program): the resistance of managers who used 10 benefit 

from the structure of the old system. He argues that sinee the absence 

of real owners and of any link between firms' performance and their 

prospective rewards, managers have no incenlivc to invest in the 

success of the transition. On the contrary, thcy risk losing their veMed 

2Though a bankruptcy law was voted on by the parhament on Novembcr 
12, 1992, it seems not to be respected in prartice. Wc will disrus'i tjll~ question in 
Chapter 3. 
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interests. Then, to protect themselves against the uncertainty coming 

from the actual process of structural reorganization, they do not hesitate 

ta use their influence and power to form industrial lobbies and 

negotiate the content of legislation with government' s authorities3• On 

them, Comte (1992) says: 

"Hommes de l' ancient système, ils constituent un 
groupe social sans lequel rien ne peut se faire en 
Russie: aucune réforme économique ne passera sans 
leur consentement et leur soutient [ ... ]"4 

ln Decembcr 1992, the perccntage of privatized enterprises 

hardly rcached 4% in Russia (a presidential decree of December 1991 

forecasled a levcl of privatization between 50% and 70%, depending on 

the industry (lMF, 1992b:3S)). 78% of the volume of goods and services 

wcrc still supplied by state firms (Commersant, Dec. 8, 1992:7). 

Undoubtedly, government authorities face a substantial resistance to 

changes that make the economic transition even more painful. In 

regard to inflation, not only has a wage-price spiral become a reality in 

1992, but due lo their monopolistic position, state firms have been able 

ta charge excessively high prices for their products. In fact, profits of 

Russian enterprises have jumped from R154 billion in 1990 to R320 

billion in 1991 and to R979 billion for the period between January and 

3A good example of the efficiency of the industriallobby was illustrated in 
Commer!iant, Sept 1, 1992:4. We leam that after a discussion with leaders of the 
industrial lobby Oll the making of the structural policy for 1993, a different 
version from ex-Prime Minister Yegor Gaidar' s initial plan was adopted: "The idea 
of financial stabilization has been discarded in favor of costly programs of 
subsidizing «the vitally important industries,)". 

4Comte, Phaippe.- Qui Dirige les Entemrises Publiques de J'ex-URSS?, 1992, 
pA. 
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May 1992 (ElU, 1992:25). Though an anti-monopoly polie)' is bcing 

developed, its efficiency is Iimitated. In theory, a list of firms that are 

in dominant market positions has been compiled and authoritics arc 

supposed to control priees inereases of goods supplied by thosc firms. 

If abuses are reported, the regulatory responsc rould go frorn a doser 

monitoring to the imposition of Iimils of profit margins (IMF 1992 h:34). 

In practice, however, it seems from the data that the poliey has still Ilot 

reached a reasonable level of efficiency. 

The aim of this section was to draw a brief but fair picture of the 

situation in the Russian industrial sector. Kolodko et al. (19c)2:3.~) 

brilliantly summarize it as follows: 

"Although a postsorialist country' s economy with a 
clear pro-market orientat ion is, as a rule, 
characterized by much less restrictions on market 
meehanisms than in the case of a modified planned 
economy, this is by no nlean tantamount to meeting 
ail the conditions for the functioning of these 
meehanisms in the same way as in a relative 
«mature» market eeonomy." 

As we have seen, this situation is due to many factors: 1) the 

goods and services market has been Iiberalized before the format ion of 

an appropriate legal frarnework that would assure a bettcr finandal 

disciplineS; 2) there still exists a large monopolistic struct ure of the 

industrial sector; and 3) a majority of state firms managers adopt 

conservative attitudes and inerease the priee to pay for transition . 

SNote that this situation is inherent to a transition period and thus, normal. 
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Understanding the present situation in the industrial sector is a 

prcrequisite for being able to analyze adequately the sources and 

dynamics of the inflationary mcchanism in Russia. But before 

undcrtaking the analysis per se, we must also consider the behavior of 

another key sector in the process of inflation: the financial sector. 

Thercforc, the next two sections will discuss it in detail. 

2. The Russian Banking System ln Evolution 

The Banking System before 1988 

Before the July 1987 Decree on the Reform of the Banking System, 

the financial sector of the ex-USSR was characterized bya high degree 

of ccntralization. From Stalin to Gorbachev, the State Bank (Gosbank) 

played both roles of commercial bank and central bank. It was the 

treasurer of the government' s public finance and had a monopoly over 

hanking and credit. Though the Soviet banking system (often called a 

(monobank» or «monotype» system) did not imply any secondary 

credit expansion. it had unlimited capacity to create bank deposits (ie. 

credits). 

Beside the Gosbank, there was the Stroibank (Bank for the 

Construction) which was in charge of the long-term flnancing of 

construction projects across the country, and the Sberkassy, the Soviet' s 

Savings Fund. From 1961, ail foreign trade operations had been 

• confided to the Foreign Trade Bank (Vneshtorgbank). The structure of 
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the Soviet banking system as it looked before the beginning of the 

present reform is illustrated in Figure ILl (Massioukava. 1992). 

Figure Il.1: The Banking System of the USSR before 1988 
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The raie of the banking system was ta finance the production plan 

which was expressed in physical terms. This was the basis on which a 

financial plan was formulated. The role of Gosbank was ta monitor the 

observance of the plan by issuing sufficient credits to stale firms in 

order to allow them to produce the required quan tity of good s. 

Therefore, in such a system where credit was directly allofated to 

economic agents without any specifie control, interest rates as weil as 

the exchange rate merely played an accounting rather than an allocativc 

role (Sundararajan, 1991). 

1988: Creation of Sectoral Banks 

From january l st 1988, the old banking system was reformed to 

gtve birth to five sectoral banks: the Savings Bank (Sbcrbank), the 

• Foreign Trade Bank (Vneshekonombank), the Bank for Constru('tion and 
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Industry (Promstroibank), the Bank for Agriculture (Agroprombank) 

and the Bank for Social Sector (Zhilsotsbank) (see Figure n.2). This was 

an important step towards the reform of the financial system in Soviet 

lJnion sin((~ for the first time, the monobank was split into a national 

bank and a group of pu bUe commercial banks, thus separating 

(theorctically) the central from the commercial banking functions (we 

will sec in the next section why this transition from a monobank ta a 

two-ticr han king system has not been a total success). Let us men tian, 

howcver, that during this period, the State Bank of Russia was only a 

hranch of the Gosbank and did not play a prominent central banking 

role. 

In August 1988, a first step from a two-tier to a three-tier 

banking system was made. A provision legalized the establishment of 

the «new commercial hanks». These institutions proliferated quite 

rapidly. In Scptembcr 1 c)92, they were around 2,000, of which 1500 

were in Russia. lIowcver, they were handicapped by the legacy of the 

old b..lnking system: each (state) enterprise was a client of one of the 

five sectoral hanks which were created to manage the non-central

hanking functions in the Soviet monobank system. Therefore, the new 

commercial banks got only a small share of the country' s financial 

assets, mainly those coming from the emerging entrepreneurial sector 

(~lassiouk()\'a. IC)c)2; IMf, 1992; and Tanzi, 1992) . 



• Figure Il.2: The Banking System of the USSR, 1988-90. 
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Creation of an Independent Banking Svslcm in Rus,c;ia 

It was only in 1991 that the Russian banking system bcgan to art 

independently of the Soviet banki ng structure. In Dcccrnher 1 ()()(), t hp 

Supreme Soviet of the lJSSR adopted two law~ that estahlished the legJI 

basis for a Western-like finanrial system: the Central Banking I.aw and 

• the La\4-' on Banks and Banking Acti\'ity. Ver~ion~ of thcse law~ were 
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cnactcd hy Russia, specifying that on the Russian territory, Russian laws 

took precedcnrc over Soviet Union laws. The State Bank of Russia 

ohtained additional power and was formally defined as a central bank. 

cca~ing lo he a rnerc rcpuhlican branch of the Gosbank. Then, from 

carly 1 C)C) 1. although Gosbank continued ta control the ruble printing 

presses until ils takco\'cr on November 22, 1991 by the Central Bank of 

Russia (CBR), the latter hecamc free ta set its own monetary policy (lMF, 

1992). 

The Russian ban king system as it looks today can be illustrated by 

the diagram presentcd in Figure IJ.3. On the top, there is the CBR which 

is now independent from the state' s executive organizations, but under 

control of the Parliament. Like any other traditional central bank, it 

controls money and credit emission, defines the monetary policy and 

assumes the hroad o\'crsight of the financial system. Behind it, two 

spccialized banks for which CBR is the majority shareholder: the 

Vncslllorgb,ll1k (the Russian Foreign Trade Commercial Bank) which 

offers trading facilities mainly for large exporting enterprises, and the 

Sberbank (the Savings Bank of Russia) which is a deposit-taking 

institution for sm ail sa\'ers. ft is worth noting that the old Soviet 

Fordgn Trdde Bank was renamed the Bank for Foreign Economie Affairs 

(Vncshekonombank) and became, under the control of the CBR, the only 

institution in charge of the management of the former union' s debt . 
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Figure Il.3: The Adual Russian Banking S,'stem 
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The "third-tier" of the Russian hanking seclor i~ c()mp()~ed 01 

(private) commercial banks. Basically, there are two ('ateg()rie~ of 

commercial banks in Russia. The first one includes ex-sector.l1 hanks 

that were reorganized as commercial banks, and the second one 

contains what we have previously called the new commercial hanks('. 

About two-thirds of aIl the commercial banks of Ru~sia have heen 

created on the basis of the former sectoral banks. Therc cxi~t two main 

differences between the two categories. First, sinC(~ thcy carried their 

former clients (mainly big state firms) throughout their restructuring, 

former sectoral banks are much bigger than the average of the new 

6See (( 1988: Creation of Sectoral Banks» above, 
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commercial banks. 7 Second, despite their relative smallness, the latter 

seem not to suffer, contrary to the former, from undercapitalization. In 

faft, the legacy of the old system has created a situation where ex

sectoral hanks inherited the nonperforming loans made to unprofitable 

statc entcrprises. New commercial banks do not have such a problem. 

They providc credits to the growing entrepreneurial sector and 

according to market rales which are much higher that those asked by 

ex-sectoral banks or by the CBR8 (Massioukova, 1992; IMF, 1992b; and 

Tanzi. ]<)92). 

3. On the Efficiency of the Russian Financial System 

The efficiency of a ban king system can be evaluated with respect 

to two fundamental elements: first, its capacity to mobilize savings; and 

second, ils ability to allocate them to the most efficient uses (Tanzi, 

1992:8 and IMF, 1992a:45). The following sub-section will study the 

particular aspects of these elements in the frame of the current Russian 

e(·onomy. 

"7 Fstimates suggest that in 1991, the average assets of the top 50 new 
commercial banks were around Rl,5 billion, compared to the biggest ex-sectoral 
bank (Rosselkhozbank, formely Agroprombank) , whose assets sum up to over 
RI00 billion (ll\IF, 1992; and Iz\'escia, Feb. 13, 1992 in Massioukova, 1992). 

Sin order to prevent a too high interest rate differential between new 
commercial and ex-sectoral banks, Gosbank imposed a 25% ceiling on lending 
rates. Howe\'er, many violations of this ceiling were reported. In 1992, aIl limits 
on interest rates have been removed by CBR, though the central bank has 
declan'd th.tt monitoring will be implemented to prevent "excessive margins" 
.tbove its own lending rate (lMF, 1992:18). 
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Mobilization of Sa\'ings 

al the savings ratio 

The difference betwecn disposablc incorne and consumpt ion 

expendlture (what we commonly cali «savings»(») is a fund~lrnental 

vehicle for economic developrncnt. Accumulating capital requin.~~ ~l 

sacrifice of current consumption over a certain period of t ime. 

However, this sacrifice allows a country to build up the neressary 

structure (roads, modern communication nctworks, etc) to cre~lle a more 

efficient economic system. Then, with a sufficient r,He of ~h\ving~ 

allowing a fair level of capital formation, a country may devclop quite 

rapidly (the cases of sorne middle-income countries like Sout h Korea, 

Singapore, Hong Kong and Taiwan that have reached savings r~tes l'rom 

20% to 30%, are good examplcs). lIowevcr. if the share of ~ country' ~ 

output devoted to investment is too low, the levcl of capital formation 

(and thus, the economic development) will he negatively affected. In 

fact, generally speaking, countries having high level of growth have 

always got high savings rates, and vice versa. 

Chart ILl shows the evolution of the savings rate in Soviet Union 

and in Russia for the period betwecn 1955 and 1992. We ob~erve that 

mainly since 1985, the level continuously increascd until January 1992, 

the date from which most priees in the econamy wcre liberalized. J\lso, 

when one compares these rates with those of ather countrie~, il ~eem~ 

that Russians were less inclined to save than ather nation~ (main)y 

during the period preceding the major e('anomie rcforms under 

9The definition was taken from Samuelson and Nordhau~ (1989:982). 
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Gorbachev and since the January 1992 reform). Let us see why this is 

50. 

Chart Il.1: Savings Rate for USSR/Russia, 1955-921 
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Sources: OECD (1991); IMF (1992b); and various issues of Commersant. 

ln the previous section, il was pointed out that at least during the 

period bcfore the adoption of laws that set the base for the 

rcstructuring of the financial sector, the role of the banking system was 

to adapt its credit issuings ta the State production plan. This plan did 

not nccessarily reflcct consumers' choices. Adding to this the efrect of 

h,wing an cconomy in which the majority of priees are fixed below the 

• market levcl by the State, this results in a situation in which many 
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goods are not produced in sufficient quantity. People th us find 

themselves in a position where they cannot use the entire sh~lre of thcir 

in come they wanted to devote to ronsumption spending. Then, since 

they cannot bu)' goods that are not on the shelves, the)' .1re «forced» to 

save an extra portion of their incorne. This phenomena is callcd J()1"('cd 

savings and seems to have raised the «naturab> rate of savings in 

Russla. 

Cottarelli and Blejer (1992) consider the money-to-income ratio a 

poor indicator of the monetary overhang in the Soviet Union. They 

argue that because money was the main store of value in former Soviet 

Union (this being due to the lirnited choire for households over financial 

instruments), monetary overhang would be primarily Cl wc,t1, h 

overhang lO• For that reason, authors evaluated the Soviet monetary 

overhang between 1964 and 1990 by comparing desired and actual 

wealth accurnulationo. c. consumption and savings bchaviof). They 

found that between 1964 and 1980, desired and artual consumption 

were equal and therefore, there was no significant overhang. lIowever, 

a structural break in consumption behavior was ob~erved in 1 <J80. 

Moreover, as we moved to the end of the decade, the relation between 

observed consumption and the reg ressors incJuded in the "preferred" 

consumption function progressively broke down; observed consumption 

values being lower than the desired values. This resulted in an increase 

of the level of savings (c.f. Chart II.1) sinee households kepl a larger 

10The concept of "wealth overhang" can be defined as the difference 
between the nominal stock of wealth actually he Id and the amount de~Jred in the 
absence of CUITent and past rationing (Cottarelli and Blejer, 1992:257). 
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shan~ of their money income (instead of spending it). 

Authors' e~timate of this overhang was araund R190 billion for the end 

of 1 <)<)0, this amnunt being equivalent to 20% of GDP and to about one 

lhird of the entire existing financial wealth of households. 

There exist several plausible reasons for the break down of the 

relation between observed and preferred consumption in the 1980s. 

One is the possible change in the structural relation determining desired 

saving, namely the Soviet hausehold propensity ta save. Cottarelli and 

Blejer reject this explanation, arguing that il would be quite improbable 

10 observe such a strang and sudden variation of the consumption 

behavior after decades of stability. A second reasan cou Id be the effect 

of an increase of unrecorded consumption transactions in the black 

market. Here, even if authors judge this argument relevant, they recall 

that any value for consumption is derived from income. Then, any 

underestimate of consumption must come from an underestimate of 

disposable income. Thus, since in their model bath actual and desirable 

consurnptlon were underestimated, the overall effect can he neglected. 

Maybe the most common reason evoked in the literature to 

explain the "oversaving" of the late 1980s is a shortage of goods and 

services for sale at regulated priees (Cottarelli and Blejer, 1992; Àslund, 

1991 and Tanzi, 1992). During this period of time, households saw their 

mone)' incorne rising while ~here were fewer and fewer goods to 

pure hase. In a good description of the situation prevailing in Soviet 

• Union during perestroika, Sakwa (1990) attributes this situation to a 
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lack of political courage. As everybody admittcd priee reform (or priel' 

increases, which was synonymous in the present case) to hl' the 

essential precondition for the success of perestroika. the official promisl' 

to Soviet citizens was that living standards would hl' sL\feguardcd. 

"[ ... ] political fcars and the dangers of inflation led 
to the postponernent of the priee reform until L\ 
balance had heen achieved het\\'een supply and 
demand of consurners goods. Matters in fact 
worsened. with wages tending to risc raster than 
both output and productivity .. lr.d increases in 
money supply threatening to gct out of control." Il 

The analysis made by Sakwa hides a last explanation for the 

emergence of forced savings in Soviet Union. Kolodko et al. (1')<)2) 

argue that households' expectations of future inflation may rreatc 

precautionary motive for savings. Periods of high inflation usually lead 

to a tightening of macroeconomic policy and l'an create expcctations 

for an eventual recession. Therefore, il is logiral tn save today in 

preparation for darker days12, 

Since the beginning of the Yeltsin/Gaidar economir rcfnrm, wc 

observe from Chart ILl that the savings ratio rapidly came down to 

Il Sakwa. Richard.- "Gorbrl.chev and his reforms 1985-1990", 1 9<)0, p.274. 
l 2 That savings rate increases during a penod of inflat IOn can M'pm 

paradoxical. In fact, if one experts the priee of a good 10 in('fea~e in the future, Il 

would be loglcal to buy now rather th an later. lIowever, evidence \howc, that 
against the commonly accepted theory, mflatIOn and savings ('an he poc,itivp)y 
rorrelated (this was the case for Soviet Union, and al~o for the lJnited Kmgdom in 
the recent past (see Chrystal, 1992». Thus, it seems that the effert of inflation on 
savings is mixed and ratheT unclear (see Smith, 1990:4()-7 and Chrystal. 19(2). 
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levels that are more comparable with thase that occured before the 

troubled period of the 1980s. This is due to the quaisi-complete priee 

Iiberalization which eliminated the overhung money in the economy. In 

order to purchase goods and services at the new priees, people had ta 

disburse much more money than at the time when almost ail priees 

were subsidizcd. This movement of "foreed dissavings" largely 

contri butcd to the fall of the savings ratio in Russia. ft is th us 

important to rcalizc that dcspite the appearances, the propensity of 

Russians to save has not inereased. Giving the urgent need of a high 

rate of savings to generate sustainable growth in Russia, policymakers 

must look at factors that will have a real impact on it l3. We will now 

study what ran be considered as the most important of these factors: 

the real rales of return. 

h) The rcal interest rates 

Many scholars interested in the evolution of the transition of East 

European countries ta a market eeonamy have pointed out the 

increasing gap between inflation rates and nominal interest rates, the 

former being always highcr than the latter (Calvo, 1992; Cheasty, 1992; 

Kolodko et al., 1992; OECD, 1991 and others). Data in Table ILl eonflrm 

this widesprcad opinion. First, we observe that until 1991, domestic 

inleresl rates werc quite low and remarkably stable (particularly when 

comparcd with the accelcration of inflation). In fact, it had been sa for 

more than 2S years! 4. As we said earlier, this was due ta the way 

130n factors affectmg sa\'ings. see the remarkable literature review of 
Roger S. Smith. 1990 . 

140ECD voU (1991:395). 



• interest rates (or the priee paid for borrowing money) was pl'rrCÎ\'cd in 

former Soeialist eeonomies, that is, as an accounling tool r,Uhl'r th,lll a 

monetary polie)' instrument used ta influence the ftnancial market. 

Table II.1: Inflation and Intercst Rates in llSSR/Russia, 1985-
92. 

Year Domestic Annual Intcrcst 
Rate on Credits (%) 

1985 2,2 
1986 2A 
198ï 2,3 
1988 2,2 
1989 2.8 
1990 2,8 
1991 ï,5 
1992 January 
1992 February 20,02 
1992 March 
1992 April 
1992 May i2A 
1992 June 84,4 
1992 July 99,4 
1992 August 104.2 
1992 Septernber 
1992 October 
1992 November 131.6 

Inflation Rate 
in Annual Terms (%)1 

--l,Cl 
8.5 
1),8 
hA 
ï.1) 
ï.5 

8h.O 
1.2 X 10 11 

13 <>52 
22328 

5102 
(lOiS 

15110 
2(lï (X)C) 

30233 
Il) 130 
SSb9 

43 --l<.J2 

1. The rate of inflation I!. calculated taking mta account the prite growth .\Ild tlll' Î1H rl'llH'nt 
in the hot money mas~. 
2. It is the rate of the first quarter of 1991. 
Sources: For inflation from 1985 to 1990, Aslund (1992): for 19~1. IMI (1()()2,1), tlll',>e 

figures do not take into account hot money ma!.s (thus. they ,Ire undefe<,tll1l.1ted): 
for 1992, various Issues of Commersal1t. ror intercst r,1t('., from 19R') tn 1 ()I) l, 
Cheasty ( 1992): for 1992. various issues of Commers.ml. 

In 1991, the CBR began ta set its intcrcst rate~ indcpl'ndently of 

Gosbank. During the year, the central bank Icnding rate varicd l'rom uu, 
to 9% if the resourees were ta he used for industrial credit, and l'rom 1 % 

• ta 5% for lending ta sectors eligiblc for preferential credit (mainly 
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agriculture and housing). At the beginning of 1992, a uniform rate was 

set at 20% (IMF, 1992b). 

Table 11.1 gives us an idea of the real interest rate in the Soviet 

Union and Russia over the studied period15• Though it remains negative 

through aIl the period, the hyperinflationary wave of the recent months 

has made il reach unprecedented levels. Even if nominal lending rates 

have increased substaïtially during 1992, there is still a powerful 

tendency against savings. This situation clearly slows down capital 

formation and hampers an eventual economic revival in Russia. 

Contrary to the goods and services market where the majority of prices 

were Iiberalized, the financial market is still under the control of the 

Central Bank of Russia that keeps its lending rate weil below the market 

IcveP6 (in 1991, when there was a ceHing of 25% on commercial bank 

Icnding rates (and also when the inflation rate was much less than it 

was in 1992), cases were reported where sorne financial institutions 

(undoubtedly, new commercial banks) offered rates of up to 1000% 

annuaIly! (lMF, 1992: 18». Two reasons can explain such behavior. 

Firstly, bccause of the direct impact of higher Interest rates on output 

and unemployment, thcre are strong incentives for the government to 

kccp them la\\' are strong. Secondly, we can observe that at least until 

15 Due to the difficulty to obtain the latest data of Russia' s economic 
indicators, it was possible only to draw a partial (but fairly representative) 
picture of the evolution of the real interest rate. 

16Calvo (1992:83) estimates to be a good approximation to envi sion the 
rentr .. l banks of the TSCs as credit monopolists. In facto given the highly 
imperfect domestic credit markets, they are the only ones that have a real 
influence in the setting of the priee of credit. 
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now, Russians suffered from money illusion: they still continue to san.' 

in a period of negativc real interest rates. This situation facilitates the 

financing of the public deficit and is certainly a good means (at least for 

the near future) to avoid inflationary financing. 

However, it is clear that too low (or negativc) intereSl rates are 

unsustainable. Government will not be able ta escape the necess.n)' fall 

of output and to benefit from money illusion ad \'itanl ercrn.un. l\lore 

specifically with regard to the latter, savers will adjust their hehavÎor 

and the rate of saving cauld drop sharply. If positive real rates of 

return are not offered, government bond issuing is Iikcly to he 

unfeasible and the privatization program could he seriously threatened. 

ln a word, the whole transition prograrn could he affcctcd. This shadow 

picture does not take into account the negative impact that such 

negative real interest rates have on inflation: low rate~ lead lo the 

issuing of cheap credits. Adding to this the "chronie" soft hudget 

constraint that still characterizes both (ex-sectoral) banks and (state) 

firms, a legitimate question could thus be: "Should the governmenl 

modify its current behavior and then focus on a polky of high interest 

rates to mobilize savings and increase the chances to make the 

transition a success?" Sorne authors atternpted to find the answer. 

Supporters of a reforrn based on arthodox policies favour the 

maintenance of positive real interest rates for many reasons: il 

encourages savings, reduces the incentive of the governrnent lo finance 

• deficits through money creation, dirninishes the dernand for credit and, 
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prevents "capital flight", ie. placements made abroad 17• However, as 

Kolodko et al. (1 (92) point out, the impact of a high interest rate level 

in an economy in course of transformation can be quite perverse. Not 

only dues il provuke a sharp drop in production and investment (in 

Russia, negative rates are so high that the effect of a transition to 

positive levels would certainly be very destabilizing, economically as 

weil as politically), but it can also result in an even higher pressure on 

inflation, discouraging aggregate supply more than aggregate demande 

Moreovcr, duc to their Inadequate infrastructure, TSCs are still waiting 

to hencl1t from one of the major advantages of high domestic real rates 

of rcturn: foreign capitaP8. 

Bcckerman (1 992:chap.6) stresses the risks of generating 

inflationary incrtia by substantially raising the interest rates. 

According to him, sinre such a policy encourages people to purchase 

bath priva te and public obligations, it increases at the sa me lime the 

future purchasing power of savers (due to a rise in interest revenues). 

Thus, if exerciscd, this purchasing power can renew inflationary 

pressures in the economy. 

Finally, Cal\'o (1992) and Calvo and Coricelli (1992) consider the 

risk of inflation from a rise in interest rates to be rather low. They 

1 ÎRcckerman (1992:96). 
l RThis situation cannot be applied to Russia (though the country also faces 

a lack of adequate infrastructure and suffers from a low level of foreign 
in\'('stment) since il still does not have positive real rates of interest. However, it 
can be so in the case of Poland (see the study of the Polish hyperinflation and 
st~lbilizatlon program. chap.4 of Kolodko et al.). 
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are more preoceupied by the credit crunch thal l'an he gener .. \ted .. \11<..1 

by the state of generalized hankruptcy than ma)' follow. This could 

result in a weakening of the political support of the rcform progr .. \m .. \n<.l 

therefore, can cause the latter ta fail. 

As one can see from the Iiterature, the policym .. lkers of Ru~~i .. \ and 

of the other TSCs have ta face a difficult dilemma. On one hand. r.\i~ing 

(and even positive) real interest rates is prohahly thl' hest w .. \y to 

increase the country' s savings ratio and thus tn give the economy the 

capacity to use fund~ for (hapefully) productive investment~. On the 

other hand, sueh a polie)' rould ~eriously aggra\ ate the fall in out pu t. 

increase the unemployment by causing numer()u~ hankruptrie~. 

increase the public deficit and thus diminish the alrc.ldy-we.lk politÎC..l1 

support for the transformation program. Il i~ c1ear l'rom the Jill rat ure 

that high interest rates may cause the transition tn rail, or at least make 

it much more painful for the population. 

As Kolodko et al. put it: "[ ... ] the problem remains open ln what 

extent the interest rate can be used in controllîng the volume or mOllc)' 

increase"19. For sure, positive real interest rates must he regarded hy 

policymakers as a goal ta arhieve for the rea~()ns mentioned ahovc. 

However, they should not be forred. In Russia, real interest rate~ 

happen ta be negative berause of the current innation, inflation 

expectations and the chronir pessimism over the country ~ cconomir 

19Kolodko et al. (1992:35). 
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performance. Because of their tao huge negative effects on the 

economy, il may be a mistake ta force them up. The real sources of the 

inflationary problems in Russia lie elsewhere. It wauld na\\' be 

appropriate to discuss an element of the Russian banking system that is 

closely related 10 the sources of inflation discussed abave, that is, the 

way mobilized savings are uscd. 

Allocation or Savings 

Probably one of the most common features that used ta 

rharacterize former Socialist countries was their reliance on an 

intcnsÏ\-'c rather than an efficient use of capital and labor resources. As 

we know, a market-type economy supports the exact apposi te 

philosophy. Therefore, in the making of a transition program, even if 

the question of ho\\' to mabilize savings is highly relevant, the problem 

of allocating them in the mast efficient way possible must be placed 

high on the agenda20. Therefore. at this stage of our analysis, an 

overview of the way Russian financial system allacates savings becomes 

essential. 

As reported by Commander (1992) and by Calvo and Coricelli 

(1992), not only Russia but ail TSCs still tend to be characterized by 

highly separatcd monetary circuits between households and 

enterprises. This segmentation of the financial system does not permit 

a channeling of household savings ta the enterprise sector. We must 

20Some duthors behe\'e that too much energy has been spent on the 
mobih7ation of savings. and not enough on their efficient allocation. For a 
disrus~ion on this suoject. see Tanzi (1992). 
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remember that in Russia, the vast majority of commercial hanks were 

born from ex-sectoral banks. Each of thcsc institutions had heen 

created to offer financial services only to a specifie catcgory of clients 

(Sberbank was doing business with households, Agropromhank with the 

agriculture industry, Vneshekonombank with the export industry, ete.). 

Now, it seems that they still have not diversified thcir operations. 

Though Sberbank of Russia has bcgun to lend to othcr commercial 

banks and to supply small amounts to «priority sectors» (lf\H:, 

1992b:94), almost no banks accept issuing credits to priva te persons 

(Commersan t, December 15, 1992:6). In an interview given to 

Commersant, the director of the Institute of Economies of the Russian 

Academy of Sciences admitted that: "[banks] prefcr to conduct large 

operations, rather th an being responsible to private holdcrs 01 small 

sums"21. In fact, institutions that do business with individuals set very 

high minimum deposits ceilings22• 

Such a wall between household and enterprise credits must be 

seen as a urgent problem to solve if Russia aspires to a reasonable 

efficiency regarding the allocation of savings. Moreover, the pre~ent 

situation of financial markets docs not offer households a fair choire of 

assets. Thus, money is more than ever he Id as an asset and not only for 

transaction purposes. From january to September ]<)92, the Russian 

population' s cash accumulation has reached no less than R75() billion 

(1,8 billionSUS). Clearly, this money has to be used in a more 

21 Commersant , Dec 1 S, 1992:6. The director is Mr. Leonid Aballdn. 
22For example, in December 1992, Incombank refu'ied any pcr~onal 

depositor that would have less than RIO million (24,OOO$U5) to lcnd! 
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productive way and in that sense, financial intermediary institutions (as 

weil as the government whose bonds markets are still poorly 

developed) have a lot to do to improve the system. 

ln regards to the development of a modern information network 

for the financial sector, a lot of improvement has to he made. In his 

study of the evolving role of central banks and financial institutions in 

TSCs, Sundararajan (1991) argues that the major challenge for those 

countries will he ta develop: "[ ... ] a new organizational structure that will 

cnsure adequate horizontal and vertical communication from an earlier 

structure that was highly hierarchical [ ... J" (p.2SS). Also, it is vital ta 

create traning programs for staff members to introduce them to new 

ways of doing banking, and ta utilize more modern and efficient 

technology. In that case, however, major improvements seem on their 

way to bcing realized23• 

Finally, it is important to stress the effeet of the «soft budget 

constraint» phenomenon on the allocation of savings. Many authors 

consider this problem as being the major cause of the difficulties in the 

23 For example. more and more Russian banks are joining the international 
SWIFT 1iystem of financial telecommunications (this system will enable them to 
execute rapid pa)'ments transfers and international account settlements, 
Commersdnr. Dec. 15. 1992:7). Also, Rosselkhozbank (the "commercial bank" 
version of the former Agroprombank) expects to put into operation a space 
communications system that will connect. via satellite, more than 1,000 of its 
subsidiaries and offices across the country (Commersant. Dec. 8, 1992:9). Finally, 
th(l C8R has made public its intention to develop an electronic interbank 
settlements system. For that purpose, the Central Bank has begun to welcome 
Western firms. specialized in this domain, to make a demonstration of their system 
(Commersanr. Nov.24. 1992:9). 
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transformation process of the former Socialtst countrics24. Amon~ 

them, Calvo and Frenkel (1991 ) argue that hecausc central hanks arc 

still acting as a lender of last resort by financing automatically losscs of 

enterprises. il has created a vast interdependcncc among cnterpriscs' 

balance sheets (interfi rm debts). This sit uation has made il very 

difficult to distinguish firms that are viable from those that arc nnt. 

Therefore. interfirm debts have hecome an incrci.lsing obstacle for 

banks that cannot correctly assess the creditworthiness of t hci r 

potential clients. Funds could then easily be given to unviahle 

enterprises, resulting in a bad allocation of the nation' s savings. 

In assessing the efficiency of the Russian financial system, it is 

c1ear that credit markets and institutions still have to undcrtake major 

transformations in order to reach a minimum of coherence and thus, to 

play their full role in the transition process of their economy. Dcspite 

sorne notable improvements since the end of the former regime. there 

still exists a highly concentrated and segmented bank structure that 

hampers its cOlY'petitiveness. Banks do nat operate under hard credit 

constraints and similarly ta the industrial sector, they strongly dcpend 

on central bank credits. The result appears thus in the form of savings 

misallocation, which rnakes the economic refarm process even more 

difficult to achieve. Moreover, present econornic conditions SCUll not to 

allow the use of higher (and even positive) interest ratcs to mobilize 

24 For this reason, a whole chapter will be devoted to soft budget constraint. 
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savings because of their strong negalive effects on outpu t, 

uncmployment, fiscal rcvcn ue and the program' s credibility. 

ln the light of the above analysis, several conditions must be 

fulfilled in ordcr ta crcate a financial system that could mobilize and 

allocate savings in the most efficient way. Among them, the most 

important are the following: 1) Financial institutions should operate as 

profit making organizations and should worry about their own solvency; 

2) they should use the population' s cash accumulation by suspending 

their restrictions on small lenders or borrowers; 3) Effort must be 

dcvoted ln improve the information network in order for the banks a) 

10 be able 10 assess the solvency of their potential customers, and b) to 

facilitate interbank transactions; 4) finally, banks should be able to put 

clients into bankruptcy when they become insolvent2s• 

The incomplete transformation of both the industrial and the 

financial sector and the political resistance of a category of individuais 

who benefited from the former regirne and still hold strategie 

hierarchical positions, generates an environment in which inflationary 

pressures are not at ail under control. Up to now 7 we have tackled sorne 

general causes of innationary pressures, like economic agents' 

expcctations, governrnent budget deficit, and inflation feedback (c.r. 

Chapter 1). In the next chapters, these elements will be incorporated in 

a rigorous analysis of the three categories of inflationary mechanisrns 

2SThe question on the usefulness of a bankruptcy law will be discussed in 
the next chapter. 
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that are responsible for the largest part of the currcnt Russian prire

instability and that are generated by thc abo\'c-dcscribcd sctting 01 the 

economic structure, namely, the various indexation mechanisms, thl' 

dollarization of the Russian economy, and what will he the suhject of the 

next chapter, the institutions' soft budget constraints . 
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No doubt one of the most typical phenomenon observed in aIl 

ccntrally planned econornies (as weil as in sorne Latin American 

countries) is what one usually describes as the Soft Budget Constraint. 

This term refers to the behavior of firms and banks that "relax" the 

relationship that exists between their expenditures and revenues. 

Economie units that have a soft budget constraint have an incentive ta 

run deficits because these deficits are financed by some other 

institution, usually by the government. This situation is tantarnount ta 

granting firms and banks the power of indirectly printing money (or 

getling seigniorage), which is a source of inflation (Kiguel and Liviatan, 

1991 ). 

The present chapter is divided into three sections. The first one 

will explain the concept of soft budget constraint. mainly by using work 

by the Hungarian eronomist janos Kornai. Then, an analysis of the soft 

budget constraint as a major source of inflation in the Russian economy 

will be made. Th is section will also discuss the Russian governmen t 

budget balance, will study the various options of financing the deficit, 

and will analyze the causes as weB as the consequences of the presence 

of large interfirm debts. The last section will discuss the necessity of an 
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effective bankruptcy law in order to impose a hard budget ronstraint on 

aIl types of enterprises (both private and state-owncd). 

1. Illustration and Clarification of the Concept 

Kornai (1980a) was the first ta foeus on the soflness of the hud~et 

constraint in analysing the problems of transition or former sodalist 

countries. Previously, the emphasis has been put rather on profit

incentives for the deve)opment of policy prescriptions and 

recommendations. Nowadays, the concept of soft hudget constraint is 

widely reeognized as being an effective analytical tool to study 

problems emerging from the reform process in Eastern rountries. The 

next paragraphs will use Kornai' s works (1980a. 1 <J80h, 198(,) to 

describe and explain the major charaeteristics of a sort hudget 

constraint. 

A budget constraint refers to the combination of commodities that 

a consumer (household, firms, or governrncnts) ean buy wilh a given 

incarne at a given set of priees (Samuelson and Nordhaus, 1989:9hh). 

On a graph, it is represented by a straight line whosc slope depends on 

relative priees of eornmodities (Figure 111.1 shows the budget constraint 

of a firm that uses various combinations of capital and lahour to 

produce given quantities of output representcd by the various isoquant 

curves le;, with output higher for higher i). While the cornbinations of 

inputs between point Band C respect the firm' s budget constraint, the 

• on es needed to produce le3 show a cost overrun: the expcnditurc 
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required exceeds the budget line. Basic microtheory considers point A 

to be the optimal combination of capital and labour since it allows a 

maximum production of output (Ir2) with respect to the firm' s 

resources constraint (at A, the ratio of the marginal products of the two 

inputs cquals the ratio of their factor priees). 

Hgurc 111.1: The Budget Constraint 

Capital 

1c3 

--- leZ 
--_ICI 

Labour 

Unlike the financial balance of the firm whieh is merely an 

accounting identityl, Kornai points out that the budget eonstraint 

1 For a given period. the financial balance of the finn can be expressed as 
following: 

Tenninal stock of money Initial stock of money 
- terminal stock of debts • - initial stock of debts 

+ A credit (raised minus repaid) 
+ à (receipts minus outlays). 
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represents a beha\'ioural regularity. te. a ",hole set of partial rules 

which jointly restrict the behaviour of firm' s managers.( t ()80":2:U). 

Therefore, the budget constraint refers to the behavioral charartcristir 

of the decision-maker: the latter bcing able (in theory) to adjust the 

firm's expenditure to its financial resources. Moreovcr, the author 

consider~ the budget constraint as a constraint on ex ante varia hies and, 

first of ail, on demand: it is based on the managers' expectations of the 

firm' s future financial health when actual expenditure will O(TUr 

(1986). 

Having made a brief recall of what is a budget constraint, we will 

now focus on the situation when it is qualified as bcing 'soft'. 

"The 'softening' of the budget constraint appears 
when the strict relationship between expcnditurc 
and earnings has been relaxed, because excess 
expenditure over earnings will be paid hy sorne 
other institution, typically by the State. A furthcr 
condition of 'softening' is that the decision-maker 
expects such externat financial assistance with high 
probability and this pro~ability is firmly built into 
his behavior." (Kornai,1986:4) 

The economic dyna.mics of these two conditions for a soft hudget 

constraint is shown in Figure 111.2. Henceforth, the budget Hne is not a 

relevant constraint for the firm anymore. We saw in Figure 111.1 that a 

manager was not able to produce le] since this levcl of output requircd 

more input than the firm' s resources (YI in Figure 111.2) aIlowcd to buy. 

But now, if the manager decides ta produce at point D, the extra 

financial resources needed ta do so (Y2 - y J) will he cavered by sorne 
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external financial support. Of course, this poliey of bailing out today 

any enterprise' s deficit makes the managers expect that lt will be the 

same for tomorraw. Such a behaviaur will create a kind of vicious circle 

that will aggravate the Jack of financial discipline in the econamy. 

Therefore, at this stage af the analysis, it becomes relevant ta examine 

the conditions that make the budget Une effective or not, j • e .under what 

circumstances managers accept or refuse ta respect the financial 

constraint of their firm. 

1~lgure 111.2: The Soft Budget Constraint 

Capital 

le2 

yI/PL yVPL Labour 

Note: PL is the wage level: Pk, the priee of capital: YI, the available resources for the firm: 
and Y2. the required resources to produce 1c3 . 
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Kornai (1980a, chap. 13; 1980b) has made a list of conditions to 

obselVe in order to generate an economic system characterized hy soft 

budget constraints. These conditions will no\\' he discussed and an 

assessment of the appearance of them in the Russian economy will he 

made . 

A first condition is that a rnajority of firms arc price-m~lkers. This 

condition is observed in economies where the structure of the industrial 

sector is highly monopolistic. In Russia, such situation has oeeurred 

since the beginning of the reform program. In fact, as reported hy 

many sources (c.f. Chapter 2 section 1, on the rate of privatizat ion and 

the profit of state firms), the few huge state firms charge excessivcly 

high priees for their products. However, let us n~('all that Russian state 

firms have not always becn price-makers. In fact, soft budget 

constraints have been observed during bath regimes (the former 

centrally planned and the reformed one) but their existence was duc 10 

different reasons. From 191 7 to 1991, priees were fixed hy the stdte 

authorities, making firms price-takers. However, the financial aspect of 

the Soviet production process was not at ail a polential source of 

limitation for firms since the state used to give the credits needed 10 

respect the Gosplan physical plan. Thus, during the ccntrally planned 

regirne, the soft budget constraint was generated by the accounting role 

played by prices2• Today in Russia, the phenomenon is rather due to 

2Kornai gives an additional explanation by arguing that during the former 
regine, a firm: U[ ... could] influence the priee because. although it Iwac,J formally 
determined by an administrative priee authority, the firm [hadj a large influence 
on the authority' s decision". (Komai, 1980b:23i). 
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the faft that even if most priees are no longer set by state authorities, 

the latter still do not force the firms ta adjust ta these priees (among 

othcr th ings) because of the firms' position of monopolists (the question 

of firms - adjustment to priees will be discussed later). Priees are thus 

not exogenous for f1rms. 

Another condition for generating a situation of soft budget 

constrain t in an economy is the softness of the country' s tax system. 

Kornai Iists two characteristic manifestations of it: the formulation of tax 

rules are influenced by the firm, and firms are granted payment 

exemptions or postponements as individual favaurs. Up to naw, there is 

no rcason to believe that such corruption has stopped in Russia. The 

industrial lobby of state firms' managers of the old regime is still very 

influential (Lf. note 3 in Chapter 2) mainly because there exists a 

(growing) conservative wing inside the government which is fed by the 

population' s dissalisfaction coming from the numerous faHures of the 

present team of reformists (Gould, 1992). 

A third condition is what Kornai calls "free state grants". It refers 

to ail the subsidies or contributions ta investment expenditures that are 

made by the state to the firm, either without payment obligation, or for 

the purpose of eompensating for lasses. That condition makes the 

govcrnment a kind of creditor of last resort, playing rather a 

«patcrnalislic role» (as Kornai puts it) vis-à-vis its enterprise sector, 

instcad of acting as a safeguard against financial indiscipline of 

• economk agents. In Russia, this situation is very common and discussed 
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by many authors (Calvo and Frenkel, 1991; Calvo and Carkclli, l ')<)2h: 

Filatochev and Bradshaw, 1992; Kiguel and U\'iatan, 1 <)<)1; and Kolodko 

et al., 19(2). 

The last condition for a soft budget constraint rl'fers tn the 

softness of the banking system. Sin('(~ ba!lks still do not opl'ratl' under 

hard credit constraints and strongly depend on centr .. \1 hank credits, .. mli 

also because of the lack of an information network tn a~sess the 

solvency of a potential dcbtor, many loans are granled to nrm~ wilhout 

knowing if they will be able to fulfil thcir j epayrnents3. Also, firms arc 

allowed to make credits bctween each other, and whcn the)' hu)' inputs, 

they can postpone paymen ts to che sellers wit hout .Illy previ()u~ 

agreement. Those interfirm debts, widely present in Ru~sia, constitutl' a 

major economic and political obstacle lo the sun'ess of the rclorm~ (HU, 

1992:24), and will be studied later. 

The maintenance of an economic system charartpr ized hy soft 

budget constraints generates many consequences for a givcn country. 

First, it is obvious that in an environment where firms hcncfit from a 

quasi unlimited financial support, they can easily continue to operate 

indefinitely, regardless of their financial status. Thcrcfore, profitahilily 

of a nrm is not a premise to ils survivaJ. Second, sin('(~ invl'stment 

resources can originate from external sources with almast no restriction, 

3This point was discussed in Chapler 2, ~ection 3: ln Ih.w,\,c,In}? Ih(' 
Efficiency of the RussJan FmanciaJ System. 
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biased information regarding a firm 's solvency is launched in the 

cconomy. Third, firms evolving in a soft budget constraint envlronment 

do nol necd to adju.fil fo priee. In fact, if we take the example of a 

price-maker, any variation of input priees will have no effeet on its 

production schernc sinre il will be able to adjust its output priee to 

cover rost variations. In cases where the firm is a price-taker, the 

scenario is different but the result is identical: any loss due to a non

adjustrnent to new input priees will be cornpensated by extra soft 

credit, tax remission, state subsidy and so on. Finally, a last 

consequence (whirh is merely the result of the ones listed above) is the 

fa('t that the dcmand of enlerprises for inputs is almast unlimited. 

lIaving no financial restriction, no dependence on priees and no 

obligation of profitahility (in fact, only a fixed quota of output to 

achieve), excess dcrnand is often generated, creating either shortages, or 

inflation, or hoth. 

Ali these consequences are fully present in a Centrally Planned 

Economy. In regard to Russia, at this stage of our study, it is reasonable 

to conclude that even if this country has faced drastic changes since the 

beginning of the reform process, il still shows features inherited from 

the past regime. The soft budget constraint is undoubtedly one of them 

and il seems that, mainly for political reasons, the central government 

has not been able to counteract il. As a report from the Economie 

Intelligence Unit puts it (1992:24): "[ ... ] ultimately, the root of the soft 

budget constraint lay in the political expediency of securing full 

cmployment, regardless of the inflationary consequences [ ... 1". Thus, in 
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the following section, we will focus on these innationary consequences 

that are generated by the soft budget constraint phenomenon. 

2. Effects of a Soft Budget Constraint on Innation 

Before the reform process began, one characteristie of the Russian 

(Soviet) taxation system was its impliciC ('haracter. In faet, since the 

government owned almost ail the industrial and the agricuhural capital, 

it was able to extract enterprises' surpluses and ta use this tax revenue 

to cover its budget expenditures. This methnd, considcred tn he 

reasonably efficient, allowed the government not tn built a eomplex 

Western-style tax system with its num('rous laws and its various types 

of tax (on personal income, on sales, on profit, excise taxes, ete.). 

This characteristic of a typical centrally-planned eeonomy used tn 

offset the negative effects on inflation of a lack of financial discipline 

among enterprises (McKinnon, 19(2). Even if the latter had soft budget 

Hnes, a rigorous state control over the supply and the demand of each 

product prevented this absence of financial constraints from being 

problematic for the economic equilibrium of the country. Morcover, as 

long as government kept control on ils tax base Oc. the state firm~), il 

was able to prevent inflation by limiting households' cash holdings. 

Now that central planning is no more a reality in Russia, the 

present flnancial and fiscal system, by themselves, cannot restrain the 

• firms' ability to bid for scarce resources, as it is the case in a capitalist 
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cconomy. As explained by MeKinnon (1992: 1 02-3), this situation 

results in upward pressures on the price level: 

"The passive system of money and credit makes the 
budget constraint on enterprises unduly soft. First, 
loss making enterprises continue to borrow from 
the state bank, and this perverse flow of bank 
credit contributes to the loss of control over the 
money supply. Second, once planning control are 
removed, profitable enterprises [ ... ] may weil 
'overbid' for searce producer goods or foreign 
exchange. lJnsurprisingly, this increase in the 
money supply -[ ... ] arising from the liberalization 
itsclf- exacerbates inflationary pressure." 

To understand the mechanism generating inflation, it is important 

to note that most of the funds granted by the Central Bank of Russia 

originated either from the need of the government to finance its budget, 

or from the financing of insolvent state firms. However, it is clear that 

bccause of the government' s position of lender of last resort, an)' credit 

granted to an enterprise by any ex-sectoral bank (or by the state itself) 

will be ultimately written under the liabilities column of the state 

budget. Therefore, the way government chooses to finance its debts 

will have a direct impact on the country' s price level. It is thus because 

of the close rclationship between the 'degree of softness' of the firm' s 

budget constraint and the government budget financing that a closer 

look at the latter become relevant at this stage of our analysis. 

Howcver, the reader must note that not only the soft budget constraint, 

but ail the other sources of inflationary pressures in Russia 

(rcpresented in Figure A of the introduction) have, in one way or 
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another, an effect on the state budget. That is one reason why wc cL\l1 

the inflationary process «dynamic». But to avoid redundLlncy, the 

question of the state budget financing will he discussed now, and wc 

will simply refer to it when analysing the other sources of inflalionary 

pressures. 

Russian Go\'ernment Budget Financing 

Before discussing the government budget financing pcr sc, a point 

must be made coneerning the overlapping of fiscal and monetary 

policies. Ta date, there is no clear separation between thcse two poliries 

in Russia. As pointed out by Tanzi (1992), the current situation shows 

monetat)' institutions playing fiscal funetions in the economy". In faet, 

the banking system still finances many firms through highly suhsidized 

credits. This function of giving subsidies to firms should he donc, in 

principle, through the state budget. Of course, to the l'xtent that ex

seetoral banks are bailed-out by the state, whcther an insolvent firms 

receives cheap credit from the bank or directly from the government 

gives the same result: larger government Iiahilities covered hy 

inflationary financing, i. l'. the use of monetary tools hy the state to 

finance its deficit (e.g.: money creation, negative real intcrcst rate~, and 

curreney overvaluation)S. This mechanism of almost automatically 

bailing-out any institutions (banks and firms) facing finan< ial prohlcms 

is still observed in Russia. We will see in the next section why an 

4Technically, by issuing credit to each other, firm~ al\o play a h~ral 
function. The question of interfirm debt is discu~sed laler. 

SAs one can see, not only financial institutions play ~ome fi~cal funrtions, 
but the contraT)' is also true: fiscal institutions play monetary functions. 
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effective bankruptcy law (added to an acceleration of the privatization 

pro<'css to relax pressures exerted on the owner( 1 • e. the government» 

bccomes essential to allow financial and fiscal institutions to play their 

rcspective roles in which lhey are comparatively more efficient. 

Il is timely here to recall the three common ways for a 

govcrnrncnt to finance ils deficit. As shown in equation (7), this can be 

donc with moncy, domestic debt, foreign debt, or any combination 

bctwecn the threc (Dornbusch, 1992): 

(7) gY = M/P + B/P + B*e/P 

Here, gY is the deficil in term of fraction of the national incorne, M is the 

rate of change of the stock of rnoney, Band B* denote the rate of change 

of the domestic and foreign debt, e is the exchange rate (say, rubles 

over a dollar) and Pis the price level. 

One of the most typical characteristics of the former socialist 

countries was their low government deficits, or even their budgetary 

surpluses. Not only were fiscal policies used solely for a redistributional 

objective6 , but also, unlike what the classic Keynesian philosophy rnight 

suggesl, socialist theorists do not find any advantage in generating 

unbalanced (negative) budgets to CC'11nteract an exogenous shock. As a 

6It was pointed out by Cheasty (1992:40) that a fiscal poticy is usually seen 
as having two goals: redistribution AND stabilization. 
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matter of fact, in any socialist country, a permanent balanccd budget 

was the mark of efficiency of the state planning system (Chcasty, 19<)2). 

Table 111.1: Soviet/Russian Budget Balance, 1981-92 

Year 

1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
19CXl 
1991 
1992 }St quarter 
1992 1 st half 
1992 forecast 

Column 1 
Official Figures 

(% of NMP) 

2,23 
1,89 
0,67 
0,97 
0,72 
0,41 
0,77 

Nota: Numbers in parenthesis are negative. 
1. Estimated value. 

Column Il 
Real Figures 

(% of GDP) 

(2,.n 
( 3,1) 
(2,2) 
(2,0) 
(2,3 ) 
(h,O) 
(6, <)) 

( 10,3) 
(9,<») 
(R,O) 1 

(27,0)2 
( 30,0)2 
(17,0) 

(4,0)3 

2. Estimated by Commersam-Dclta analysts (Commersanr, April 27, 1(92). 
3. Estlmated by Commersam-Dara analyst~ (Commersant, December 22. 1(92). 
Sources: Column 1. Shelton (1989) and StatÎstical YeJrbooJ... 1988-89 (United NLltlon,>. 19()2). 

Column Il, Aslund (1992): for 1991 and) <)92. variow, issues of lOmnH.'n>.wr. 
except for the 1 st half of ) 992 value: ElU (1992). 

Column 1 of Table IILI shows the Soviet budget balance for the 

years between 1981 to 1987, as providcd in the official governrnent 

publications. One can see that throughout the period, the country 

always had a budget surplus (though small). This situation could be 

interpreted as being synonymous to a healthy economy. In fact, if 

official figures were to be believed, then, this would mean that the 

• Soviet government was in pretty good shape. However, evidcnrc from 
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more later years has c1early demonstrated the opposite. In her study of 

the Soviet budget, SheIton (1992, chap.l) attributes the government' s 

wish to preserve the budget surplus illusion to its will to keep the 

political crcdibility of the system intact. She admirably demonstrates 

how this was done through manipulations on the revenue side of the 

budget and, in particular, through money creation. Then, in order to fUI 

the gap between its earnings and its expenditures (ie. a higher gY in 

equation (6», the Soviet government simply used the monetary printing 

press, and as a result, increased the quantity of money in the economy 

(M/P). In this regard, Filatochev and Bradshaw (1992:744) argue that 

the use of seigniorage by the Soviet Ministry of Finance started in 1968, 

though Shelton (1989:8) makes mention in her book of a consensus 

among Western observers that the Soviet economic performance has 

startcd to dccline only after 1975. Despite the lack of definitive 

agreement on the beginning of the economic disturbance in the former 

Soviet Union. Column 2 of Table IlL 1 shows a constant incapacity of the 

government to cover its budget, which confirms the Shelton' s 

('ondusioll. Now, the relevant question to ask is: "Has Russia imitated 

the former lJSSR by financing its deficit through money creation, and if 

yes, what are the consequences on price levels". The next paragraphs 

will try to answer to il. 

From Column 2, one can observe to what extent the Soviet Union 

and Russia (until recently) have been u' )le to cope with the impact of 

the transition on the budget. From 1985 to 1990, the deficit oscillated 

between 5% and 10% of GNP, and it reached an unprecedented level of 
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30% during the first quarter of 1992. The fart is that the transition 

brings strong pressures on the government' s budget and increLlses its 

financial need. Many measures are taken to huffer the impact of the 

economic disturbances on the poorest. For instance, social safel~ nets 

are put in place, pensions and minimum wages are inde,,-ed to 

compensate (at least partially) for the increases in the priee le\lel. and 

various political pressures are made to pursue the nId poliry of granling 

soft credits to state firms already technically hankrupt. 

On the revenue side. we have seen that since the heginning of the 

privatization process, the government has given away its tax hase. In 

faet, because of the nature of the old tax system, no format internai 

revenue service existed to collect revenues from economic agents that 

were no longer under the control of the statl'. Then, at the end of 1991, 

an exhaustive program of tax reform was undertaken in Russia in ordcr 

to make the fiscal system correspond more 10 those in place in market 

economies. Among the most important taxes, this new system inrludcs: 

a) a 28% Value-Added Tax introduced on january 1, 1992 7; h) an 

enterprise profit tax varying from a standard rate of 32% to highcr 

rates (up to 70%) for selected industries; c) an income taxR; d) various 

export taxes (levied at 100% of the difference belween domeslir and 

7It must be noted that in February of lhe same year, a 15% rale wert! 
introduced for retail sales and basic foodstuffs. On January 1, 1993, the new VAT 
rate was set at 20%. 

8Previous to the tax reform, Soviet citizens did pay personal incornE' taxe~ . 
However, the state collected most of its revenue (around 90%) from the arHvities 
of the state firms and cooperatives (Shelton, 1989:4). 
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world market priees); and e) various excise taxes, among others: 

gasoline, 35%, Vodka, 80% and tobacco, from 15% to 40%9. 

Monctization of the Deficit 

lJsually, a good indicator of the way a government finances its 

defirit is the evolution of the country' s money masse In Chart I1Ll, we 

sec the rates of increase of the Soviet/Russian broad money (M2) for 

the period between 1986 and October 1992. The rate of money growth 

exploded in 1991, and things are likely to be worse for 1992. In fact, 

only for the period between June and August was money growth less 

than 50% higher than the rate observed for whole year of 1991. 

Clearly, this rise cannot be attributed to higher demand due to an 

increase in the level of productivity C'f the industrial sector. As a 

matter of fact, the latter has slumped during 1992 10• Rather, we must 

try to find an answer on the supply side, that is, the State' s actions. 

In our assessment of the efficiency of the Russian banking system 

(Chapter 2, section 3) we argued that government bond issuing (B/P in 

equation (7» was unlikely to be successful, mainly because of the 

('urrent high negative real interest rates and the poorly developed 

domestic market for bonds. Then, even if this method of financing 

includes an inflationary component (the interest payments) Il and th us 

9For a !lummary of taxes in Russia as of March 1, 1992, see Table Al of IMF 
(l992b:l03-1S). 

lOThe fall in the industrial productivity index will be discussed in 
Chapter 5 • 

1 1 (,heasty (1992:Sï). 
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can be considered a potential sourre for money growth. one caonot sec 

it as being the major cause of the rcreot monctal)' burst in Russia. 

Chart IlL 1 : Rate of Increase of M2 for LJSSR/Russia, t 98b-()2 1 

180% 
160% 
140% 
120% 
100% 

80% 
60% 
40% 

Broad Money (M2) 

2°%1~~~~==~~~:JdL~dL~ 0% 
1986 1987 1988 1989 1990 1991 Jan.

Oct. 
92 

1. Rates from 1986 ta 1990 are for the USSR. The 1991 rdle is .ln e~liJ11dle. 
Sources: From 1986 ta 1990, Àslund (1992); 1991, IMr (l992b); 1992, COIlIlJJL'l!>dIJl, 

September 19. 1992. 

In regard to the foreign financing alternative (B*c/P in cquatioll 

(7)), it must be pointed out that with such a huge negativc dorncslic

world interest differential, Russia is not really attractive for we~tern 

creditors l2 • Moreover, since the country' s currency is subjected lo a 

high depreciation, the domestic cost of this option makes rat her 

11An article published in the September 29, 1992 s issue of Comm('rsant 
makes mention of the rather difficult relations between the government of Ru~')ja 
and the foreign financial institutes (p. 18). 
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improbable that it can be followed at least in the short run. Then, 

forcign financing also cannat be considered as the primary cause of the 

growth of the money supply. 

Chart 111.2: Cash Emission in Russia, Dec.1991 to August 1992 

Cash Emission (blns. R) 

200 
180 
160 
140 
120 
100 

~ 

V 
V 

.~ 

V 
V 
V 
V 

80 
60 
40 
20 
o ~9:f-a-U . 

N N 
0\ 0\ 0\ 

(.) C ..Q 
Q) ~ Q) 

0 J lA... 

Sources: Various issue~ of Commer ~ant. 

-F-
C7 "C7 

.1 1; ,; 
N N N 
0\ 0\ 0\ 
&:. ::7> 
(.) 'C Ct 
~ I: Ct Q. 

I: ~ 

-~~ -,:.-~ 

"........; -
, 

~ ~ lb' . 
N N N 
0\ 0\ 0'> 
Q) ::JO 01 c: :; :;, :;, 

J J ~ 

The mûst plausible explanation of the recent evolution of the 

money mass in Russia remains the monetization of the state deficit. 

Only six weeks after the beginning of the Yeltsin/Gaidar reform, 

Comnlersant (February 24, 1992:8) published an Inflation Survey in 

whirh il was shawn that even though the monetary emission was cut by 

45% in January (compared to the December 1991 figure), it rose by 

220% in the three first weeks of February (mainly due to the payment 

• of delayed January wages). "Almost half of the growth in the cash 
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supply will have ta be in newly printed money, [ ... 1 suggcsting that the 

January priee reform has faHed to cure the chronic disease of monetary 

emission." (p.B; the rate of growth of cash emission in Russia from 

December 1991 to August 1992 is shown in Chart 111.2). 

Things have not changed since then. More rcecnt Inn.1l ion 

Surveys (March 23, April 27, May 26, Junc 23, July l8, August lS and 

September 29) as well as I\lacroeconomic Sur\'eys (Novemher 10, 

December IS and 22) published by Commersanl ronfirm the use of 

money financing by the Russian government and put the budget defirit 

as being the main source of money mass growth. r-.'Ion~ovcr, according 

to Central Bank sources: 

"[ ... ] 94% of ail credit issued by the Central Bank 
since the beginning of this year werc made up by 
the credit issued or distributed on direct orders 
from the Yeltsin administration and Parliament."u 

This situation is not encouraging for the near future. As Russian 

economic analysts Sergei Zhuravlev and Alexander Ivanter concludc: 

"[s]ince our financiaJ system is underdeveloped and statc ohligJtion arc 

regarded with total distrust, the budget dcfirit will certainly !continue 

to] he covered by monetization [ ... ]"14. Tighter financial discipline by the 

government is needed both to generate greater possibilities for using 

domestie bond issuing and to attract foreign creditors, in a ward, to use 

any financing methods other than seigniorage. 

13Commersanl, September 29, 1992, p.I8 . 
14Commersant, November 10, 1992, p.22. 



• 
page 71 

The Cau.fial l,ink Between Soft Budget Constraint. Government Deficit. 
and Innation 

From the above discussion of how the Russian government 

finances ils budget disequilibrium, the reasons why TSC' s enterprises 

with soft hudget constraint are generators of inflation now become 

cJearer: a slow privatization process has generated a situation in which 

there exists a large majority of firms that are still financially dependent 

on the state, while price control by the latter has been relaxed. The 

problem lies in the fact that in such a context, unlike in market 

efonomies, priees do not play a market-clearing raIe. Because industrial 

managers simply assume that the government will finance production 

as before, firms do not adjust output to changes in input priees. So far, 

they have continued to produce above the demand level, regardless of 

the increases in input priees, absolutely confident that central 

authorities will pay the bill (ElU, 1992:24-5). As a matter of fact, that is 

what the latter have do ne in granting soft credits ta state firms. In 

order to finance those grants. subsidies, and exemptions of all kind, they 

have used seigniorage and thus have injected extra money in the 

system. Therefore, since this money (or these assets) have no intrinsic 

value (ic. il is not supported by the government' s real fiscal revenues), 

its pn:senee in the Russian economy only contributes to pushing 

nominal priee levels up. 

This arrivai of fiat money in the Russian economy may suggest 

• that the central government follows a rather soft monetary policy. This 
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would mean that the state' s decision-makers would underestimate the 

destabilizing effect, the climate of uncertainty, and the hlgh cost for the 

consumers that are generated by high levels of inflation. In this regard. 

it 1s interesting to take a look at Chart 111.3 where .. \ rornparison 

between the rates of growth of priee levels and Ml is nMde for the 

period from January to October 1992. Even if one can obser\'e the 

strong increase of narrow money (25 % in dverage each month), 

inflation rate is always greater than the increase in the money suppl)' 

during the period covered. This involves a significant tightening of the 

monetal)' policy in Russia (lMF, 1992b:17). It secms, however, that the 

policy became more accommodating towards the end of the ye .. u. Tht're 

was an inflation/money mass growth-rate differential of nearly 5h()(X! in 

January (data for this month are indicated in the fontnote of the chart), 

but it was practically nil in October 15. 

It seems qui te strange that such restriction over the money mass 

has not been able to avoid a hyperinflation episode in ({ussia. At fir~t 

glance, one could conclude that the typical orthodox recommendation of 

tightening money growth to slow down inflationary pre~sures would not 

he efficacious in the case of a former socialist COUlltry. Then, what could 

be the cause of such contradiction between thenry and rcatHy? The 

answer lies in a consequence of the soft budget constraint: the 

burgeoning debts among state firms. 

15As mentioned in the [ootnote of Ch art 111.3, due to the limited availability 
of data, Ml figures from Ju]y to October are the monthly average rate of increa~(' 
occured during that period. 
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Chart 111.3: Innation vs Narrow Money (Ml) for Russia, 
January-October 19921 
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1. Bt'l,llI,>e of the ton Idrge difference hetween Januar) , s inflation and the on es for the ather 
month~. the former \Vere ol11itted in the chart ln arder to J...eep Il as clearer as possible. 
J,ullI,lry \ ,llue~ ,1re: for !\11. Il %: and for mflatlon. 5 ï()O/ù 
Dul' 10 the l,le" of the rele\ .lnt monthly figures. values for Ml between Jul)' and October 
,lre thl' 1110mhl) ,\\ er,lge r,lIe of IIlCrC.lse occured during the four months. 

Sources: ",lr\Ou~ Issue,> of lClllJnlt'Sant. 

Interfirm dcht 

/\ rJ.pid increJ.se of illtertirm debt is considered as a response ta 

the tightening of a country' s monetary polie)' (Bafinger, 1992:253). 

LlCing J. credit crunch. enterprises in TSCs either issue soft credit to 

e4.lCh other 01' detay pd.yments ta their suppliers (the "queuing" 

phenomenon Ill). In Russia. the level of interfirm debt has skyrocketed 

IbFor further dbcuss10n on this phenomenon. see Marer (1991:43). 
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from R39 billion in January 1992 to R3 trillion in JUly17 and 

R3,2 trillion in August, the last figure reprcsenting more than 50% of 

the country' s GDP18. 

In the short run, interfirm credit increases the velocity of nlOnC) 

and thus can completel)' rounteract the efrect of a rnonet~ll)' restriction. 

Moreover, the high levl'ls reached in Russia indicate th.lt .1 I~lrge 

majorit)' of state-owned enterprises has herorn r > insol\'ent. '1'0 th is 

shadow picture, Bofinger (1 (92) adds that sinn.:- the sun'i\.ll of the 

banks depends on those firrns, the)' will not he ah le to continue to 

ration their credit. Therefore, the threat of a complete Coll~lpse of the 

financial system forces ex-sectoral banks as weil .l~ the centr.lI h.lnk to 

accommodate this process. ln fart, unless sorne kind of mutual 

settlement of debts is rearhed, not only the financial system but the 

whole economie reform could collapse. 

In sum, as Kornai puts it: 

"A monetary ceiling is a necessary eondit ion 01 
financial discipline, but is not ~ufn( ient ta ensurc il. 
The transmission between a tighter monctary 
polic)' and the mirro-response become~ unreliahle 
in case of a soft budget constraint 1 (J. I ... J The 
microunit will not rl'art to the monetary restraint 

lïEnJ (1992:24). 
] 8Commersant, Janual) 12, 1993. p.12. 
] 9Bofmger also conslders the monetary pohcy a~ bemg: U( ••• J an meffeclJvt' 

tool for macroecononuc control m tramformll1g eCOn()mle~." (p. 2SS,. hnally, In 

a Commersant S InflatlOn Report (jul)' 28. 1 (92), the ctonOmlC anàly'lt\ have com(' 
to the conclusIOn that: U[ •.. ] a ught monetary polit)' remàim Impo'.l\lhle If) thl' 
post-communist econom) [Rus~la)". . 
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by restrieting its demand when it is not convinced 
of the dangers of finaneial failure. "20 

page 7S 

Then, we can rondude this section by stating that inflation cannat be 

efficaciously fought with simply with a restrictive monetaf}' policy since 

the presence of a soft budget environ ment creates incentives for the 

governmcnt to bail out (by using seigniorage) insolvent firms. 

Moreover, when the latter need extra credit, they do not hesitate to ask 

other firms for it which counteraets the effect of the monetary poliey. 

Thus, as Kornai suggests, this perverse circle can be broken only when 

the threat of financial failure (in other words, the possibility that a firm 

will go hankrupt if it does not respect its financial obligations) is 

present in the economic system. The next section will study the Russian 

bankruplcy law and will diseuss its relative efficiency. 

3. The Necessity of an Efficient Bankruptcy Law 

The Russian Un·\" on Insolvency (Bankruptcy) of Enterprises was 

appro"ed by the Supreme Soviet on Novem ber 12, 1992, after many 

delays caused hy the rejection by the Parliament of aIl the previous 

drafts (in Appendix III, highlights of the law are reproduced, but the 

f(~ader will find the full text of the legal document in Commersant, 

january 1 <J, 1993, pp.2S-32). In theory, because it allows creditors ta 

force dehtors 10 liquidate their assets if they fail ta meet creditors' 

daims for three months after the date of maturity (Article 1), this law is 

supposed to purge non performing firms from the market. In practice, 

211Korn.\i. J .. - . The Soft Budget Constraint", 1986, p.13. 



• however, there are reasons to believe that such a scenario should not he 

expected in the near futùre. First, one asscsses at sorne 80% the share 

of enterprises that, according to the law. are candidates for hankruptcy. 

It is clear that if the la",' were l'ully applied withoUl .. ln) other 

modification of the current econornic system, the resulting 

unemployment would be simply sodally and politicall) unsustaÎluhle. 

Second, since most of the firms are still state owned &1n(j managed hy 

people who constitute a strong political power in the country. il i~ 

probable that government will continue to give credit lo unprofitahlc 

firms. However, the problem should slowl)' disappe.lr a~ t hl' 

privatization prograrn progresses. Therefore, as we sec. the efliciel1c)' 

of the bankruptcy law depends on the sun'ess of the privalization 

program, as the latter depends on the former (HU (1 ()92:2 7). 

Commersan t, November 17. 1992, p.27). But no douht hoth are 

necessary conditions, not only to stop inflation but also for the sun'ess 

of the economic transition. 

Up ta now, nothing in the literature consuIted has shown that the 

Russian bankruptcy law has purged any of the insolvcnt state firm~. 

As mentioned earlier, the threat of a sharp rise in unemployment puts 

the government in a difficult situation. Hardy (1992) argues that such a 

situation makes firms' managers expect the go\'crnment to finance 

indefinitely their Josses because it is the only way to avold the (()lIap~(' 

of the labour market, and the resuJting social in~tahility. Ile sugge~t~ 

the institution of a suitable safety net that would cu~hion the ~()( ial 

• impact of the massive unemployment generated bya strong appli< ation 
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of the bankruptcy Jaw. According to him, the cost of such a net for the 

government wouJd certainly not exceed the one aetually paid for the 

various kinds of distortion coming from the presence of a soft budget 

cons train t environ men 1. Moreover, il would allow managers to change 

their expeclations, wouJd force them to harden their budget constraint, 

and thus would contribute to making both the financial and the 

industrial sectors more efficient. 

ln the literature, there is a general consensus over the need for a 

TSC to enact a bankruptcy law21 • In faet, the costs for firms of falling 

into arrears (je. of arcumulating either huge interfirm debt or debt vis

à-vis the governmen t) depend on the effectiveness and efficiency of 

such regulation. Th us, it is a way 1) to force bath financiaJ and 

commercial institutions ta foIJow a hard budget constraint, and 2) to 

lead the economy towards a clearei separation bet\\'eer, fiscal and 

monetar)' polie)'. Without it, interfirm and bank' s (soft) credit are 

Iikely to increase and thus dry up sources of funds even more for 

solvent and efficient firms (Calvo and Coricelli (1992:82)). In other 

words, in the light of the analysis undertaken in this chapter, untiJ the 

practice of hankruptcy is implemented and becomes an effective threat 

for enterprises that are unprofitable, the use of a monetary poliey to 

fighl inflo.l lion cannat be fully effective . 

llBofinger (1992). Calvo and Coricelli (1992), Tanzi (1992), ElU (1992), 
Filatorhe\' ,lnd Bradshaw ( 1992), Kornai (1986), and Maer ( 1991). 

---------------------
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C Jj APT :E 1\ -4 
]:n;cl;e~:a'J;1D:tl :a:ntl J:nfl:a'J:1D:n ]:n-e:r'J:11l 

Inertia and expectations are certainly among the mnst typical 

ingredients of the inflationary professe Chadha, Masson. and ~Iercdilh 

(1992) examined three inflation models in order to vcrify to w ha t 

extent these two phenomena were present in a typical Ol:cn non-oit 

country1: one with adaptative expectations that puts a weight 01 unit y 

on past inflation in determining current inflation, and a weight of zero 

on future expected inflation (this model rcprescnting the extreme C,lse 

where there is complete inflation stickiness or inertia); another that 

makes the past inflation independent of the curren t one (ie. that put a 

weight of unit y on future expected inflation); finally, a last model wa~ 

set up in which current inflation is dependent on a weigh ted average of 

past and future expected inflation. 

Their finding was that the first twc> inflation proccs~es were 

strongly rejected by the data. In fact, only the model in which hOlh 

forward- and backward-Iooking elements were present lor determining 

the current inflation were not rcjected at conventional leveb of 

significance. This led Chadha, Masson, and Meredith lo conrlude that 

both inflation inertia and inflation expertation~ ~ecmed to he needed to 

1 Their empirical st udy was made on the ba~i~ of data from (,erm<IlIY, 
France, Ital~', UnIted States, Canada and Japan. 
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chararterize the economic reality of a country and thus, were relevant 

elements to explain inflation. 

No such test has been undertaken for Russia, the relative youth of 

ils economÏf system and the lack of data series legitimating the 

irrelevance of such work. However, the high and persistent inflation 

that on'urs in this country leaves no doubt about the presence of a 

certain degree of both inflation inertia and future inflation expectations. 

lIowever, because of its intrinsic nature, it would not be useful to 

undcrtake an evaluation of the range of the latter phenomenon in 

Russia in the context of this work. In fart, we know that the current 

climate of uncertain ty generates various expectations from the 

population, thus affecting the state of the economy (and, at the same 

lime, the priee Ievels). Also, expectations per se are not specifie to TSCs: 

cvery economic agent in earh country builds its own expectations from 

his perception of the environment. However, let us merely mention 

that inflationary expectations do exist in Russia and are due to the 

specifie political and economic environ ment generated by the enactment 

of the various reformist policies. 

The present chapter will thus focus exclusively on the 

phenomenon of inflation inertia and its principal cause: indexation. 

Section 1 will dcfine and c1arify the concept of inertia. In section 2, the 

ad\'~lJ1tages and drawbacks of the various indexation mechanisms 

(wage, ta" and deht indexation) in an inflationary context will be 

• explored. and a proposition to use two specinc types of indexation 
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mechanisms (tax-payment indexation and government bond indexation) 

to put downward pressures on inflation will be developed. 

1. Inflation Inertia 

In Chapter 1, we have mentioned that priee jumps could he 

considered as an adjustment mechanism to any shock for a gi\'(~n 

market since they bring back the equilibrium between supply and 

demand. If that is true, it could Mean thal continuing inflation rnuld 

therefore be the result of repeated shocks to the ecol1omy (il'. money

supply or aggregate demand increases, or falls in the money demand or 

prod uctivi ty). 

The principle behind the inflation inertia phenomenon is that 

price-level rises constitute, by themselves, such repeated shorks. In his 

book on "The Economies of High Inf1ation", Bcckcrman (1992:37) def1nes 

an inflationary shock and inflation inertia as follow: 

"An «inflationary shock») may be def ined as an 
event that generates excess money supply, therehy 
inducing a price-level rise. The <<inflation-fccd hark 
process» [also called inflation inertia or inflation 
stickiness] may then be defined as a cycle in which 
price-Ievel rises repeatedly consUt ute new 
inflationary shocks." 

Is there any presence of inflation inertia in Transitional Socialist 

Countries? Even if many authors answer «yes» to this que~ti()n 

• (Commander (1992), Dornbusch (1<)92), Kolodko et al. (1 C)():L), and 
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Cukierman and Liviatan (1992»2 empiricaJ analyses of open inflation in 

TSes are still uncommon. lIowever, Commander and Coricelli (1992) 

empirically analyzed the determinants of inflation for Hungary and 

Poland for the period ] 981-1989, and 1983-1990, respectively3. By 

putting a (one period-) lagged price term in their price equation, their 

in tcn tion was to capt ure inertia in the system. The results 

demonstrated that inflation was characterized bya fairly high degree of 

inertia throughout the given periods. In facto the coefficient of the 

lagged priee term was 0,23 (t=2,70) in the case of Hungary, and 0,33 

(t=4,20) for Poland4 • 

Nonetheless, findings in Commander and Coricelli' s paper do not 

allow us ta conclude that since inflation inertia is present in two TSCs, 

then, il is necessary present in Russia. However, [rom past experiences 

not only with Tses but also with Latin American countries, man y 

authors state that inOation inertia results, in the first place, from the 

use of indexation mechanisms (Commander (1992:7, example of 

Yugoslavia), Dornbusch (1992:28, ex. of Brazil), Kolodko et al. (1992: 

chap. 1), Commander and Coricelli (1992:47 ex. of Poland and Hungary), 

and Bcckerman (1992:chap. VIII, ex. of Brazil). Therefore, even if no 

empirical analysis has yet been made in Russia to determine the 

importanrc of inflation inertia in the whole inflationary process, a 

careful study of indexation mechanisms present in this country would 

2We will ~('e why these aUlhors male such slatement in section 2 of the 
present ch.tpter: Index.won l\Jechdnlsms . 

.:ln.Ud w<.'rc qu.trterl)'. 
4Author~ reported the vanables to be stationary and significant at a level 

of 5%. Al~o. they conflrm the absence of serious autocorrelation. 
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he fairly representative. In this regard, the following section will then 

discuss those mechanisms. 

2. Indexation Mechanisms 

Det1nition and usefulness 

When the unit of account in an economy is money. wclfare losses 

are usually generated in periods of chronic and uncertain inflation rates. 

These lasses can be minimized if the money value for wages, taxes and 

bonds are linked with a price index (je. the moncy priee of a basket 

containing goods and services in proportion to their importance in the 

total of the economy' s output). If such an indexation policy is put in 

place by the government, the unit of account of the e('onomy now 

becomes the purchasing power. Thus, for a given increasc in the 

country' s price index wages, tax brackets, and returns on bonds will he.' 

adjusted in order to offset partially or almost totally (depending of the 

degree of indexation) the impact of inflation - n the economie unit' s 

purchasing power (Beckerman (1992), and Simonsen (1992»). 

Thus, because of its stabilizing efrect on relative priees, indexation 

limits the impact of an inflationary shock on the redistribu tion of 

in come among individuals. For this reason, it facilitates the functiontng 

of the economy in periods when the latter has to face a h igh degree of 

uncertainty resulting from inflation. Paradoxically, this advJntage of 

indexation is also the source of drawbacks, one of whirh is the creation 

• of a channel through which inflation is transmitted l'rom past to current 



• 

• 

page 83 

peri(xJs. This inflation-feedback cornes from the fact that the indexation 

rate 15 based on previous inflation rates5• Then, as one can see, 

indexation cannot be considered as a cure to inflation but rather as a 

crutch. 

Anntller inconvenience of using indexation is that since il reduces 

the cost of inflation, it diminishes the political will for finding anti

inflationary policies (Simonsen (1992:112), and Kiguel and Liviatan 

(1991 :88»). In fact, those policies are often unpopular among citizens 

and could be the source of many criticisms from the opposition parties 

that would seek political gains. Then, a "soft" government is tempted ta 

use indexation at least ta moderate the social dist urbance that 

originales from price destabilization. However, even if this way of 

doing things can be helpful in the short run, it can become the source of 

persisten t inflation that will make the whole inflationary process even 

more costly to eliminate in the future. In this regard, an analysis of the 

different indexation mechanisrns used by the Russian government and 

an assessmen 1 of lheir impact on price levels will be undertaken in the 

next sub-scctÎons. 

Sit must be nOled that there exists ex-post .=md ex-ante indexation. Ex-ante 
inde:\.Hion imphes th,H: .. [ ... ] the future money values of ex-an te index-Iinked 
hn .. lnd.ll .l~Sl't~ are set before priee-Index increases are recorded. on the basls of 
.mthorilies mf1,ltlOll projections" (Beckerman, 1992:127-8). Since this type of 
inde,allon hJ\'t.' been much les~ u~ed than ex-post indexation, and since Russia 
onl~ mrs €',-po~t lI1de'.ltion, the present study will e\cl uSlvely discuss the latter 
tor wlllch .. l detillltlO/1 has been previously gi\'en in the main text. 

---------------- ~~------~ 
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Wage Indexation 

As one l'an see in Table IV.l, the Russian mini mum ','age more 

than doubled during the Gorbachcv era, but il inueased byalnlost Sh()'rù 

in 1992: from R342 a mon th in january 1992, it WdS raised to R2.L sn in 

January 1993 (il must be remindl'd, hawcvcr. thdt during 1 c)()2, priee 

level increased by more than 4S ,000%6). AIso, from April 1. 19()3. the 

minimum wage is index-linked ta intlation l'very three mont hs (RFE/RI. 

Daily Report no.221, November 16, 1992), This poliey affects only state 

employees (still about 70% of the worklorce). such protection not heing 

existent for the others (in fact, the law allows non-state employcrs to 

introduce "whatever minimum wage their fund~ permit"). Of cour~e, 

the indexation of the minimum wage indirectly links other (non

minimum) wage levels ta inflation sinee prl'ssure~ will be pu t on 

employers to adjust the relative purchasing power. 

In chapter 2 and 3, wc saw that both the relaxi ng of the 

government' s control over the state firms and the persistence of a soit 

budget constraint together have contributed to increase wagc pressure~ 

since they do not find resistance anynlure. Now, wit h a poliey of wage 

indexation, not only does the threat of wage-pu~h inflation still exist in 

Russia, but the inflation-feedback mechanism become~ as~urcdly more 

automatic (Beckerman, 1992:142), In other words, wagc indexation 

increases the responsiveness (the variance) or inflation to priee (wage) 

6From JanuaJ)' to November ] 992, prkc~ mcrpac,ed hy 4S,01)991), To date, 
December' s inflation rate has not been published. 
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shocks. This statement has been demonstrated in Commander and 

Coricelli' s ( 1 <)<)2) empirical study on the sources of inflation in Poland. 

Particularly, they consider the Polish government' s decision to index

link wagc~ to the pricc-levels between ] 988 and 1990 to be a major 

cause of the transmission of the inflationary impulse. In a more 

theorctical fashion, Simonsen (1992) built a macroeconomic mode} of 

ex-post wage indexation and demonstrated that such mechanism was 

inflation-perpetuating7• 

Table IV.I: Monthly Minimum Wage in Russia, 1985-93 

1985 

Minimum Wage iD 
(in ruhlcs) 

Minimum Wage 
(Ill 1 ublc1.) 

1986 

80 

1991 
Apr. 

140 

198i 

80 

1991 
Oct. 

180 

1988 

80 

1992 
Jan. 

342 

1989 

80 

1992 
Mar. 

750 

1990 

80 

1993 
Jan 

2,250 

Sources: (MF ( 1992b). e .... cept for Mareh 1992 (Le Figaro, 06/02/92:3) and for January 1993 
(RFE RL Dally Report no. 221, NO'vember 16. ]992). 

A last comnlcnt has to be made about the length of the period 

hctween each wage indexation. As it was said earlier, Russian 

-; Simons(~n' ~ mode\ con tains numerous assumptions and equatlons for 
whICh its deep 4111,1Iysi~ has been found to be both useless and behind the scope of 
the prcs(lnt wor\... Wc thus refer the reader to Simon sen s (1992), Gray' s (19i6) 
.1Ild Hsl1l'r ~ (1 <J77) papers for further discussion on this subject (the last two 
p.\pers dl'ri"t' .\11 i'1.dexdtion mode} from which Simomen made an extended 
venlÎon) , 
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government will adjust the minimum wage every tlnee months. This 

high adjustment rate is by itself a source of inflation arccleration8. This 

can be explained as followsC): Let us assume a simple mndel 01 

indexation in which there is full indexation. there ~lre no produclÎ\'ity 

gains, and there are firms that follo\\' soft (.lCcommodat ing) hudget 

constraints and that manage to keep the economy .. li t hL' full 

employment leveJ1o: 

(8) Wt - Wt-l = Pt-l - Pt-2 

where \\' and p are the log of the nominal wage and the priel' IL'\ el. 

respectively (here. ws are adjusted at the heginning of earh period). 

Now, let us define Co a~ being the log of th(> rCdJ wage. and ê() < Co a~ 

the full-employment real wage level. Then, cquation (H) is cquivalclll 

ta: 

(9) Wt - Pt-l = eo 

RegardJess of the time between each wage adjustmcnt pcriod, an 

accommodating poliey aiming at full employmcnt will generah! the 

following inflation rate 1tt: 

(10) 1ft = Pt - Pt-l = Co - êo 

8There i~ a natural tClldency for rontract~ 10 .,hurll'n ùunng hlgh mllJllOl1 
periods bec au se a fixed nommai wage hlde,> a rapid ùf.:crea,>l' of the 1('",J VVdW:. 

9The following modei i1> based on ~lmOn.,en ~ (lxtend('ù (,ray-J-J,>h<.'f moù<'l. 
10Nota bene: these as')umptlOflS dr~ quue reprc\entJtlv(' of Hu ..... w ... (urrent 

economic ~ituatlOn. 
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Equation (10) me ans that if the government shifts intervals hetween 

wage adjustments [rom, say, six months to three months (il'. t 

represents quarters instead of half-year periods). the rate 01 inflatioll 

will simply double. Then, from Table IV.I, one can reasolldhly attrihute 

a portion of the Russian inflation burst tü the shortening of inten'al~ 

that has occured in the country from 1 <)85 tn 1 ()<)3. In thi~ regard, 

Dornbusch (1992:23) notes that a short inten:al is not neccs~arily n10re 

stable than a langer one. Accarding to hirn: "[nJew shocks will shift the 

ecanomy ta even more frequent adjustments and hence t 0 

correspondingly higher rates of inflation". If a governrnent, for politiral 

reasons, is reluctant to apply the necessary anti-inflationary rneasures 

to stop this wage-priee spiral, only hyperinflation will be ahle lo 

destroy the existing structure of wage contract. On this, Kolodko ct al. 

(1992:7-8) argue that the occurrence of hyperinflation significantly 

contributes to lowering the stabilization rosts sin('e il autornat ically 

eliminates inflation inertia. Nevertheless, this solution is con~idercd hy 

the authors as being quite inefficient sinre the overcoming of 

hyperinflation typically means a return of the inflation rate ln its pre

hyperinflation level 11 • 

To summarize this section, we can say that if wage indexation 

stabilizes one' s purchasing power and helps one to live in an 

inflationary environment today, it is at the cost of further robust 

1] On this, Kolodko el al. Terer to SoJimano (1990) who argue~ that thi~ 
phenomenon contributed to the relatively low stabili1.ation cost in Middle 
European countnes in the 1920s. 
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innation tornorrow. As Dornbusch (1992:28) puts it: "[wage i]ndexation 

is a rncchanism that l'reates inertia and preserves inertia". Thus, to the 

extent the economy is proterted from inflation, inflation will persist. 

Therefore, Russia' s new lawon minimum wage indexation must be seen 

as a failure of the government ta resist political pressures. It is a gaod 

thing to want to proteet people from the effects of inflation, but doing it 

by setling a wage indexation mechanisrn is likely to aggravate the 

overall pain. Moreover, il must be pointed out that funds needed to 

finance indexation l'orne directly frorn the state budget. In chapter 3, 

wc saw how an inflationary financed budget deficit (like Russia' s) can 

affect priee levels. In that sense, wage indexation generates inflation in 

two ways: through the feedback process and through the state budget. 

Tax Indexa t ion 

The Iiterature that deals with tax indexation puts the emphasis 

mainlyon the application of indexation on the incarne-tax brackets. ln 

order to analyze the inflationary impact of this particular rnechanism, 

let us first draw an overview of haw the Russian incorne tax functions. 

The Law on Incarne Tax from Physical Persons was enacted in 

Decemœr 1991. ft is a progressive tax, that is, higher rates af taxation 

are applicd ta higher taxable incarnes. The braekets of the Russian 

income tax are expressed in monetary units (see Table IV.2), If they 

were expressed in terms of minimum wages (which, in Russia, are 

Index-Iinked), it wauld avoid the rise of the overall tax rate that accurs 

from the eUTrent situation. In fact, in a high inflationary environment, 
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denoting incorne brackets in terrns of monetary units hrings rclati\'c1y 

lower income people lO higher tax brackets. Thus, on Jalluary }lN 2 . the 

Incorne level lirnil for the lower bracket (R42 0(0) corresponded to 

more than 10 times the minimum wage. On Janu~\ry )()<)3, il 

corresponded to only 1,6 time the minimum wage. 

Table IV.2: Marginal Tax Rates on Individual Income 1 n 
Russia for 1992 

Annua) Incorne 
(in roubles) 

Up to 42 (XX) 

42 001 to 84 000 
84 001 to 120 ()(X) 

120 001 to 180 000 
180 001 t0300 000 
300 001 t0420 000 

Over 420000 

Sources: IMF ( 1992b). 

Marginal Rate 
(%) 

Il 
15 
20 
30 
40 
50 
W 

As pointed out by Beckerman (l992:chap. 8) one possihle 

drawback of the poliey of tax-bracket indexation is that a higher ovcrall 

tax rate (resulting from inflation that rises incornes to higher tax 

brackets) reduces aggregate demand and thus, inflationary pressures. 

However, this statement is not necessarily true for the reason that an 

increase in the level of taxation affects production i nccn t ives 

(downwards). This can be inflationary in two way~: through the fa)) in 

the productivity level and through an increase of wagc pre~~ ures 

resulting from the ernployees' will ta offset their loss of purchasing 

power. Moreover, it must be noted that the absence of any tax-brackct 
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indexation can create a situation in which the overall tax rate will 

always inrrease even when the inflation rate decreases. Th us, under 

such ta.x system, only a (all in the prit:e level would lead to a reduction 

of the tax burden. 

Whether tax- bracket indexation has an unambiguous erfeet on 

inflation still has to be verified empirically (Beckerman, 1992:151). 

What is sure, though, is that as with wage indexation, it rnakes life with 

inflation less uncomfortable for workers and thus weakens pressures on 

politicians to put in place anti-inflationary measures. However, an 

cnvironmcnt characterized by a high and persistent level of inflation 

Icaves almost no chaire for authorities: they must opt either for a 

frcquent adjustment of the money denorninated tax brackets (what 

Russia has opted for) or for indexation (Sirnonsen, 1992:124). For the 

rcasons mentioned in the last paragraph, a "bracket drift" policy does 

not ronstitute a wise option in a sueh context. In fact, adding ta its 

rathcr uncertain impact on inflation, it contributes to ereating an 

"ovcrtaxed environment", hostile to anyeconomic recovery. 

Despite this uncertainty around the inflationary errect of a tax

bracket indexation, one can be sure of the usefulness of an indexation 

mechanism that would eliminate (or at least reduce) the erosion of the 

real value of taxation due ta the lag between the "taxable event" and 

the tax payment. This erosion is commonly named the "Olivera-Tanzi 
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effect"12. This effect is greater the higher is the inflation rate or the 

longer is the time between the taxable event and the p,lyment to the 

government. In Russia, because of the difficully in c{)ntrol1in~ tntl,\tion. 

government authorities have set short collection lag~. For inst~lnn.', the 

Russian Law on the Enterprise Profit Tax imposes on firms i.\d\'ann.' tax 

payments that are due as often as t"vice a month (on the IOlh and the 

25th)! However, on the side of the individ ual incornes, onl)' the wage 

incorne tax is monthly withheId by firrns from their employees' s .. llary. 

Other types of income sources must be dcc1arcd only on an annu~1 hasts 

(I~1F, 1992b). This situation has generated significant revenue losses 

for the Russian government which faced an average monthly inflation 

rate of more than 55% between Febrllary and Novernber 1 <J<)l. It thus 

affected the budget deficit, raised money creation through the use of 

seigniorage, and ultimately, increased inflation (Dornbusrh (1 <)R7, 

1992), Aslund (1992) and Simonsen (1992) and Chapter 3). 

In this context, rather than looking for further reduction or the tax 

collection lag, central authorities should examine the implernentation of 

a tax-payments indexation mechanism. With such a system, instead of 

forcing individuals and firms ta make advancc (nominal) payrncnts 

twice a month (or even more), it will induce them to pay an amount of 

tax that is index-linked to the priec level ar.d payable aftcr a 

reasonable (and adjustablE: in the future) period of lime (say, six 

months for individurll incarnes, and three months for busines~ incorncs) . 

12The name is in honor of Julio Olivera and Vito Tanzi who wcre both 
pioneers in the study of the phenomenon. 
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For example, assume an enterprise owes the governrnent RIOO in tax 

corning from incorne carncd during the rnonth of January. If this sum, 

addcd to the ones for l'cbruary and March, is due only at the end of the 

first quarter, the real tax arnount received by the state for January will 

he R100/(l,55)Z = R41,62 (assurning a rnonthly inflation rate of 55%). 

Berc, the Olivcra-Tanzi effert de prives the government of no less th an 

SR,38% of ils cxpccted tax incarne. However, if a mechanisrn of tax

payment indcxation were present, the enterprise will have to pay the 

governrnent RI 00*( 1,55)2 = R240,25 in tax for its incorne earned in 

January. 

This indexation mechanism has the advantage of imposing reaJ (as 

opposed ln nominal) tax rates to economic agents. Moreover, it makes 

the taxation revenues robust to inflation and thus dirninishes the 

("ham"es of monctization of the budget deficit (reducing inflationary 

financing). Finally (and this is probably its nicest characteristic), this 

rnechanisrn aets as a fiscal incentive ta decrease inflatianary pressure. 

As a matter of facto the stronger are economic agents' inflationary 

pressures (e.g. through higher wages, excessive profits, etc), the higher 

will be the rcal fiscal rate on the basis of which their incarne will be 

taxcd, and \'ice \·ersa (ie. lower inflationary pressures willlead to lower 

rcal rates of tax). Such a system could prove ta be quite efficient ta kili 

rapidly and permanently high inflation in Russia. But, of course, il will 

work onfy if the governmcnt stops bailing out firms and imposes a hard 

budget constrain t on econornic units . 
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Debt Indexation 

As was discussed in Chapter 2, the fact thal rc.ll inlcrest rate~ .1re 

currently highly negati\'e in Russia prevents the St.ltl' from usinv, thl' 

full potential of bond financing. Also, il \'\'dS .lrgued th.lt hec.wse of 

negative effects on the economy. il might he d mistake to force them up. 

This restriction. however, condcmns the go\'crnnll'nt to o\'cruse 

seigniorage, thus creating inflation. 

In such a situation, many economisls (among others. Berkerman 

(1992), Calvo (1992a), and Simonsen (}992)) have ~uggested that the 

government issue index-linked bonds. In the case 01 Russia. the current 

level of inflation is probably still too high to think .lbout the 

implementation of a full indexation poliey (ie. a policy thal would 

completelyoffset the priee effect on a bond' s return). Ilowcvcr . .1 p.trli.ll 

indexation could be a good thing for at least three reasons. !-irst. il 

constitutes a much less inflationary way \0 finance government dl'lh il 

than seigniorage 13. Second. these index-linked securitil's are likely 10 

be more attractive than nominal ones since they hoth proteet their 

holders (at Ieast partially) from further inflation uncertainty and rl'duce 

the devaluation rate of their financial assets. Third l4 , hy is~uing indl'x

linked bonds. the government loses incentives to inf1ate sÎnce il returns 

a portion of the inflation tax to the public. 

13Index-Imked bond i~~uing afferl~ priee level~ through inflation im'rtl.t. 
Even if the economy avoids a massive mone)' injection when these bonth are u\ed 
instead of seigniorage, future interest payment~ plus inflatIOn eompen\atlOn<, WIll 

generate sorne kmd of inflatlOnary pressures (though the lalter are hkPly 10 he 
rnuch less significan t than in the ca~e of money creation) . 

14Seckerman (1992:135). 
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Such indexation policy has been used with relative success in 

sorne countries, notably in Brazil (see Sirnonsen (1992), and Beckerman 

(1 (92», ChiIe, and Israel (see Guidotti and Kurnar (1991 ». In Russia, 

there is apparently no reason why it would not contribute to the 

sun'ess of an anti-inflationary program. Of course, sorne conditions 

must be respected, among which the most important are the 

maintenance of a relatively low budget deficit, the development of 

incentives to harden budget constraints, and the implementation of a 

tax-payrnenl indeXJ.tion policy ta secure budgetary revenues and put 

downward pressures on inflation. Respecting those conditions, though, 

requires a grcat deal of polilical courage. In fact, the Russian economic 

environment is in such a state of disorder that any attempt to rearrange 

il incvitahly affects man y people" s behavior that used to be adapted to 

the multiple peculiarities of the previous system. But there is no easy 

way out for central authoriti~s. They have to undertake measures that 

will not mercly build walls la protect citizens from inflation, but rather 

that will get them rid of it. 

As was discussed in this chapter, there exist different indexation 

mechanisms. of whkh sorne can be helpful, others, harmful to the 

success of an anti-inflationary program. A wage indexation policy, 

similar ta the one implemented in Russia, though it helps people to 

Ulive" with prke-Ievels uncertainty, generates inflation inertia and thus 

• transmits the tnflationary impulse from the past to the future. In that 



• sense, it cannot be cansidered as an efficient wa)' \0 protert people l'rom . 
the disturbance of the reform. On the contrary. it increascs the o\"cr,lll 

cost of disinflation ta the extent that wage indexation will have. onc d.\)' 

or another, to stop. But the decision lo removc wagc index.Hion l1~u .. llly 

generates a revival of in f1ationary pressures that ot ten pushes the 

government to restore it (such a situation ocrured in Brazil in )lJ8ï: the 

government was pushed to restore indexation only one year after 

having stopped it). 

Other types of indexation mechanisms can be useful to fight 

inflation, thaugh. This is the case for a tax-payment indexation and a 

government-bond indexation. The farmer helps stahilizc the statc 

budget by affseting the Olivera-Tanzi effect and constit utes a fiscal 

incentive to push inflationary pressures downward. The laller hclps to 

cape with the current high negative real in terest rates hot h hy 

providing incentives for savers ta invest in government sccuritics, and 

by preventing the state from using exce~sive seigniorage. Ilowevcr, as 

was mentioned above, a political aspect is linked to the implcmentation 

of all the measures mentioned in this chapter as weil as in the previous 

ones. In fact, the Russian gavernment is subject to ail kind of political 

pressures faming from groups and coalitions for which the variou~ 

transition palicies have gcnerated a decrease of their relative power, 

influence and wealth. In the concluding chapter, we will see how thcse 

pressures contribute ta slow down the pace and modify the direction of 

the reform, and thus ta hamper the economic stability of the country. 

• But before that, we will study a last (but important) channel of 
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inflationary pressures in Russia: the dollarization of the domestic 

economy . 
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In periods of high inflation, people wan\ \0 protert themsclves 

from the depreciation of their monetary wealth. ]n order to do SO, they 

will be tempted ta put it in various kinds of inflation-proof assets like 

indexed bonds, physical stock, or foreign currenry. The present charter 

will explore the effect on the priee levels or the use of the latter mean 

in Russia. First, a definition and sorne clarifications of the concept of 

dollarization will be made. Then, we will sec how doll(.\rization can 

generate inflationary pressures through its impact on hoth the 

government budget and the exchange rate. In regard ln the latter, fivc 

major factors of deprecia tion of the ruble will he examined and t hcir 

effect on priee levels will be discussed. 

1. Definition and Explanations of the Concept of Dollarlzation 

Dollarization may be defined as: "[ ... 1 the use of the US dollar as a 

unit of aeeaunt in an eeonomy that has its own money unit"l. Thi\ 

phenomenon, like indexation, has the advantage of protening 

purchasing power. ln that sense, it makes life in an inllationary 

IBeckennan (1992:126). 
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environment less painful during the short run, but contributes to 

perpctuating inflation inertia and weakens pressures on government' 

authorities to undertake unpopular anti-inflationary measures. 

By using his equation of the equilibrium rate of inflation when 

deficits are financed through money creation, Dornbusch (1992) 

dcmon~lrales how dollarization intensifies the inflationary process 

through the defirit (sec equation (4) in Chapter l, page 12). He points 

out that the flight from domestic currency into dollars reduces the 

domestic monelary base for the inflation tax and thus affects the 

velocity parameters Cl and rt Then, the more important the dollarization 

phenomenon in an economy (ie. the higher is a), and the faster the 

respünsi\'cness of velocity to the rate of inflation (je. the higher is ~), 

the higher will he the effeet of inflationary financing on the price level. 

ln that sense, dollarization arts as an amplifier of the inflationary effeet 

of seigniorage. 

Dollarization also affects price levels through its impact on 

government revenues. In fact, since the dollar is not the official unit of 

account but is ncvertheless a good store of value, this generates 

inrentives lü huild up a more and more organized underground market 

in which the dollar (or any other hard currency) would be the only 

furrency accepted. In such a situation, an inereasing number of 

transactions and wage payments escape from the taxation system and 

thus (reate a loss of fiscal revenues for the government. This 

• l'ontributes ta aggravating the government' ~ financial position, leads it 
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to a more extensive use of seignioragc, and thus, gcncrates additional 

inflationary pressures in the economy. 

As one may see, dallarization is both a generator of inflation .• 1I1d 

a respanse ta inflation. As Dornhusch (1<)<)2:22) put~ it: "I~\l go\ernnll'nt 

that experiences same inflation and makes doll,ui7,ltiotl 1'.l~Ïl\r will 

experience even more inflation". But preventing a popuI.\linl1 Irom 

using what is prabably the hest instrument tn proteet ils mOl1etary 

asset is far from casy. In Russia, though lhl' ruhle is the only legal 

currency, the use of the dollar on the dorncstic consumer market ha~ 

been very popular. On October 27, 1 <)<)2, in an attl'n~ pt to coun tl'rart 

this phenomenon, President Boris Yeltsin signed a dcrn~e limiting the 

use of hard currency in retail transaetions2• Gonds purchasl'd in Russia 

or made by a resident trading firm had hencefnnh 10 he ~old only tOf 

rubles. Ail firms that were previously Iicensed 10 sell go()d~ for harJ 

cash have had ta re-register. Howcver, if one looks at the evolutiol1 01 

the inflation rate for the month following the dccree, one c .. tnnn! ~tate 

that it had a significant effeet on the economy (in fact, Novcrnher ~ 

inflation rcached 66%, c)mparcd to 40% for Octoher). I\llhough many 

factors contributed to this inflation burst, il is rea~onahlc to statl' that 

one of them is the persislencc of dollarization. '1'0 under\tand het ter 

this dynamic relationship between inflation and the use of dollar~ in the 

Russian economy, it becomes now imperative 10 study the impact on 

inflation of the evolution of the exchange rate . 

2The full text of the decree i~ in Commenanr, Novembcr 3, 1992, p. 2(). 
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2. Inflationary Effects of Currency Depreciation 

ln the Jast section, we saw how dollarization of the domestic 

consumer market could affect inflation through increasing the 

governmcnt 's deficit. lIowever, this is not the only channel by which 

the use of a currency other than the one officially in place in a country, 

influences the price level. In fact, by acting on the exchange market 

and increasing the demand for dollars (this being tantamount to a 

raising of the supply of rubles), dollarization and at least five other 

factors directly affect (downwards) the exchange rate: the credit 

emi~sions, the t'ail in output and productivity, the increasing share of 

imports that i~ paid in hard currency, the inflow of rubles coming from 

the other countries of the Conlmonwealth, and the expectation of a 

domestic currency depreciation. Thus, after a brief overview of the 

current Russian exchange rate and trade system, a study of these 

factors will be undertaken. Afterwards, the impact of the currency 

depreciation on inflation will he discussed. 

The Exchange Rate and Trade Sl"stem 

Ouring the reign of the former Communist regime in the Soviet 

Union, there existed a non-market official exchange rate that was set by 

the st~lte and that oscillated from RO,684 per dollar in 1986 ta around 

RI,700 in 19<)1. Howevcr, since the summer of 1992, the Russian 

official cxchange rate has been the one quoted on the Moscow 

Interbank Currency Exchange (MICE). MICE is an interbank market that 

• consists of auctions held twice a week (before April 1992, there was 
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only one trading session per week) which eovers noncash transactions 

among banks that trade on hehalf of enterprises. Though othe .. 

interbank markets exist across Russia-\ Miel: is where more than <)()(~'6 of 

ail the noncash transactions are held. Let us mention that on e .. tch of 

these markets, the Central Bank of Russia may intervene ln inlluence 

the value of the ruble over the dollar'" (I~n (1992h), Cnmnler.~,fnl, 

january 12,1993; and February 9, 1993). 

Though the Russian people benefit from internai convertihility (ie. 

"[ ... they] are free to maintain domestie holdings of certdin assets (for 

example, bank deposits) denominated in foreign currencies, and thu~ tn 

eonvert domestie eurreney internally to foreign rurrenry assets""), 

eurrent and capital account convertibility are still not eompleted. In 

fact, the presence of restrictions on foreign exchange transactions (of 

which, one of the most important is the obligation for exporters to ~ell 

50% of their hard curreney earnings; 30% to the Central Hank(l and 20% 

on MICE) still make the ruble a non-convertible curreney (in the ~cnse 

of the IMF' s Articles of Agreement/), though it is expressed in terms of 

3e .g.: the St. Petersburg Currency Exchange, the Sibenan Jnterhc.lnk 
Currency Exchange, and the Urals Regional Currency I:xrhange. 

4In 1992, the VS dollar was the only hard currenry quoted on Miel:. 
However, Deutsche mark àuctions are now held in Mosrow and St. Petenhurg 
since February 1993. 

SThe definition of internai currency i~ from Greene and I~ard (]99]:4). 
6Thi~ measure was adoptl'd 111 Deccmber 1992 in order to allow Ihe CHR 10 

benefit from a sufficient reserve of hard currency to intervene on the l'x( hang(' 
market and thus to influence the value of the ruble VlS-à-VÎ\ the dollar. 
Previously, only 10% of convertible currenry l'arnings had to he \urrendered 10 
the CBR, except for exporters of energy and other raw matcrial\ for whlrh th(' 
share amoun ted to 40% (IMF ( 1992 :96 ) ). 

7For further discussion on mis subJect, sel' (,reene and Isard (1 9CJl J. 
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foreign currencies (Greene and Isard (1991:3); IMF (1992b:99); Kolodko 

et al. (1992:26); and Commersant, December 22, 1992:14). 

ln regard ta the Russian trade system, it mu~t be mentioned that 

contrary ta the situation that prevailed under the former reglme, 

imports are now mostly free ai quotas and licenses (except for goods 

such as medicincs, chemical raw material for the production of 

medkines, pesticides, industrial waste, etc., subjected to various 

contrais). Exports are more subjected to quotas and licences for at least 

two reasons: first, they are a source of hard currency; and second, in a 

country still characterized by shortages of Many goods, it becomes 

relevan t to preven t sorne of these goods frorn landing in another 

country, while the Russian population would suffer from a too Iow 

supply on the domestic market8• To summarize, generally speaking, 

foreign c(:onomic activities can be considered as being now liberalized in 

Russia, though a full freedom over the proceeds of export activities is 

still missing (lMF (l992b». 

Factors of Dcprc .. ·~ciatjon of the E1(change Rate 

The above brief portrait of the Russlan exchange rate and trade 

system, though subjected to other significant modifications in the short 

run, will he useful for a better understanding of the factors Inherent in 

the Russian economy that generate a depreciation of the ruble. A 

8Such a situation could have happened, for instance. when the priee of oil 
products were still under the control of the state. ie. until September 1992. During 
(hat period. world priees were much more attractive for Russian producers than 
domestic priees. inducmg them to seJJ a larger share of their production abroad. 
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discussion of these factors will now be undertaken and a study of their 

inflationary effeets will follow. 

al credit emission 

Chart V.l (at the end of the present chaptcr, page 112) shows the 

value of the American dollar vis-à-vis the ruble for the period hetween 

Deeember 1991 and February 1993, as quoted on the f\HCF. One can 

observe that despite the January deprecialion (mainly duc to the 

inflation burst eaused by priee liberalization), the ruhlc was relativcly 

stable during the spring and the summer. This was t!le rcsult of the 

significant Central Bank intervention that hought ru hies hy offering 

dollars on the market9• However, from August to Novernher 1 <)<)2, a 

sharp depreciation occured. Analysts of the Russian ecollomy 

unanimously attribute it to the large-seale ruhle emission that occured 

during this periodlO (in fact, from July to October, narrow money (M) ) 

increased by no less than 157%). This emission was mainly due tn the 

decision of the government to solve the interfirm deht prohlcm hy 

9The CBR' s interventions made it the most important seJler of dollar\ on thl' 
MICE for the first half of 1992, with 60,5% of the total hard currelHy ~old. In 
June, the goal of the Central Bank and of its chalrman (Georgy Matyukhin) W41~ 
declared to bring the dollar down to R80. For thi\ month only, 2L4,2() mIllion $ 
were dumped on the MICE, leavmg the international re~erve almo~t empty. Wlll'n 
Victor Gerashchenko was appointed the new CBR rhalrman (in mid-July), hl' 
discovered that the reserve had been depleted to only 100 million $. TllJC, g.lVP him 
little room for Central Bank intervention ail the mOf(' \0 ~rnfe a Junl' \ 
announcement mahng the MICE rate the only official exrhange rate boo\ted tilt' 
amounts traded in the currency market (thus forcing the CBR to put l'ven more 
money on the MICE to have a significant impact on the exchange rate). That 
situation led the CBR to change ilS policy for the rest of the year: brrnging down 
the exchange rate was no more a priority. Instead, to le\\cn the Impact of It\ hncf 
vacillations became the rule, and as a re~ult, sustarned pre~~ure~ on the demand 
for dollars led ta an increasing àepreciation of the ruble. 

1 ° Comm ersan t, September 1, 1992:14; October 6,1992:26; and Novemher 17, 
1992:16. 
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issuing new money. Having suddenly more rubles to offer for each 

dollar, traders unavoidably made the ruble drop II. 

Another example of the impact of credit emission on the exchange 

rate can be observed when one looks at the MICE rate for january 1993. 

From R423 at the january 12th trading session, the dollar reached the 

value of R572 on january 28. which constitutes a dive of more than 35% 

of the Russian currency value in two weeks. This was due to many 

factors, ail of them being related to the new Russian Premier' s (M. 

Victor Chcrnomyrdin) vision of the economic reform l2• In December 

1992, the Prime Minister announced no less than a R200 billion credit 

to the oil and gas complex, the cancellation of its debt of R8,S billion, 

and additional centralized loans summing up to R900 billion to the 

commercial banks (Commersant, january 12, 1993:10, 12). 

"In addition to [this], which in turn increased the 
demand for hard currency, a factor that led to the 
sharp fall of the ruble is the possibility that the 
Russian government may decide to implement the 
Resolution On progress of the Economie Reform 
adopted by the Seventh Congress of People' s 
Dcputies. Among other thing this would entail an 
increase in the government spending. In addition, 
the Council of Ministcrs announced plans t 0 

subsidize agriculture and the state-run industries, 
induding plans to increase centralized credits, carry 

1 Ilnlerview wilh the MICE Deputy General Director, M. Osenmuk, in 
Commersanr. September 29,1992:14. 

1 2 Victor Chernomyrdin was the founder and is still the manager of 
G.uprom. the largest gas corporation in Russia. In the middle of 1992. he was 
promoted to Fuel and Energy Minister. ln December 1992, he replaced Egor Gaidar 
~lt the position of Prime Minister of Russia. 
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out an indexation of the enterprises' hasic assets 
and ta regulate priees for selecled commodities." 1 3 

page lOS 

Ail these projects (ie. the increase in the go\'crnrnent spending, the 

subsidies granted to (state-run) firms ha\'ing soft budget constraint, and 

the financing of an indexation mecharüsm for firms' assets), in addition 

ta being highly inflationary for the reasons expressed in the \'arious 

chapters of this work, unavoidably lead to a fall in the exch~lnge r~He 

which itself is inflationary. But the reasons why a depreciation ni the 

ruble leads to a higher priee level will be discussed later. Now, let us 

continue with the analysis of the various factors that causes the 

exchange rate to fall by studying the impact of a l'ail in output and 

productivity on the ruble. 

b) Fall in output and productivity 

When an economy observes a fall in ils output and produclivity 

levels, it has ta make a choice between one of the two following 

alternatives (or a combination of the two): lO redure ilS con~umption or 

ta import goods that were previously domestically produced J 4. If the 

latter choice is adopted, an increase in imports will inevitahly put 

downward pressures on the exchange rate since mosl of the transaction 

will require Russian importers ta buy dollars on the exchange market. 

However, in cases where either the former alternative or a comhinalÎon 

of the two is selected, Russian exparts are Iikely ta be affected hy a 

13Commersant, January 19, 1992:12 . 
14We assume here a con~tant stock level. 
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production slump. This means a lower supply of dollars on the 

exrhange market and thus, a depreciation of the ruble. 

Table V.I Monthly Physical Volume Index of Industrial 
Production, January-November 1992 (1989=100) 

Jan. Feb. March April May lune luly Aug. Sept Oct. Nov. 

Index (%) 78.2 83.3 81.3 81.3 75.3 73.1 71.5 66.9 69.4 72.4 71.9 

Sources: Commen..mf, January 12, 1993, p.14. 

Table V.I shows the Russian 's monthly index number of industrial 

production for the year 1992 (1989=100). Within a very short period 

of tirne, the index made a dive of more than 25% in average. Export 

firms did not escape from the trend. Though the productivity cannot be 

ronsidered the only element that affects Russian exports, the latter have 

nevertheless fallen from 80,9 billion $ in 1990, to 45,0 billion $ in 

1992 (a fall of 44,4%) 15. Then, for the reason mentioned in the 

preccding paragraph (ie. a rightward move of the dollar supply curve in 

the rurrenry market), this situation has certainly contributed ta the 

dcprcciation of the ruble vis-à-vis the dollar. 

c) Imports paid in hard rurrenry 

Acrording ta the more recent literature, an inereasing share of 

Russia' s imports is paid in hard currency (lMF (l992b), Commersant, 

January 19, 1993 and February 2, 1993). As a matter of faet, Western 

15The 1990 figure is from IMF (1992b); the 1992' sone is an estimate 
published III Commersant, February 9, 1993. In regard to imports, the)' fell by 
49,3%, from 82,9 billion $ in 1990 to 42,0 billion $ in 1992. 
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trading partners are getting an ever higher shaf(~ of the total Russian 

imports, implying payments in hard currency. Also. many former CMIA 

members (Council of Mutual Economie Assistance) that used tn trade in 

transferable rubles, now prefer to do business in con\'ertible currellcics 

(mostly in dollars), thus increasing the demand for them on currency 

markets. 

d) Influx of rubles from countries of the Commonwealth 

Many members of the CIS have already established their own 

currency system (e.g. Ukraine and Lithuania), or are about to do so (c.g. 

Belarus). This generates inflows of rubles from these ('ountries tn 

Russia and pushes the value of the Russian currency down. ln cases 

where an agreement (such as the one signed betwcen Ukraine and 

Russia) forces the country introducing its new currency to hand over ail 

the ruble cash to the Central Bank of Russia, the impact on the cxchange 

rate is minimized (to the extent the CBR does not inject this cash into 

the Russian econorny). However, the impact can be relatively important 

in the period that precedes the official introduction (lf il 'lew currency 

abroad. Expecting the reform of their country' s monetary 'iystem. nOI1-

Russian citizens can immediately offer their rubles for dollars and thus 

provoke a fall of the value of the Russian currency. Surh a ~it uation 

was reported in Commcrsant (October 20, 1992: 1 ü): large amounts of 

rubles fIew from Lithuania to Russia after an unofficial report 

mentioning the possible introduction of the lit, the Lithuanian currency. 

e) Expectation of a domestic currency depreciatiol1 
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A last phenomenon that puts pressures on the demand for the 

dollar is the expertation of a domestic currency devaluation due, for 

instance, to a stop of the government' s interventions to stabilize the 

exrhange rate (Beckcrman, 1 <)92:45). 5uch a situation can occur when 

people helieves that the state' s international reserve is decreasing at 

such a rate that the government will not be able to intervene much on 

the exrhange market. This may induce people to shift their rubles into 

dollars. This is cxactly what happened in Russia at the end of the 

summer of 1992. As mentioned in note 9 of the present chapter, 

massive Central Bank interventions during the first half of the year 

cmpticd the stabilization fund and forced the state to play a much less 

important roIe, opening the way to further expectations of a eventual 

depreciation of the currency. 

Dcpn:l('iation Leads to Inflation 

ln the above analysis of the principal factors (including 

dollarization) Icading to a depreciation of a country' s exchange rate, we 

saw that the Russian ruble faces strong downward pressures caused by 

man)' clements that are very characteristic of a former socialist country 

in transition to a market economy16. This sub-section will now try to 

demonstrate how such a currency depreciation can be translated into 

inflation. 

16The factors studied in the last sub-section are common to aU TSCs, except 
factor "d" (Influx of rubles from countries of the Commonwealth) which is 
peculiar to Russi.l. 
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Depreciation of the currency tends to he inflationary sinn~ il 

directly affects the priees of the goods and scn'ices pUrcl1&.lScd l'rom 

abroad as well as the priees of domestir goods into which imported 

goods are inputs (Beckerman (1992:44». AIso, dcpreciation incrcascs 

the payments of the external debt denominated in forcign (ha rd) 

currency, enlarging the public dcficit and thus crcating additionLll 

pressures on the domestic price levels (Kolodko ct al. (1<)<)2:3h). ln 

Russia, these two latter theoretical arguments arc highly relevant to 

explaining the persistence of inflationary pressures. ln fact, il is more 

than probable that an increasing shan~ in the total Russian imports (and 

debt) will come from Western countries at least for two rcasons: first, 

Russia wants an access to the latest expertise and technology in ordcr 10 

modernize its national infrastructure and ils production methods; 

second, many of its former major trading partncrs Oc. the mcmbers of 

the CMEA) are now facing the same prohlems of modcrnization and 

restructuring that make Russia rather dependent on the Western 

assistance. In this regard, Kiguel and Liviatan sum up with grl'at darity 

and simplicity the mechanisms by whieh inflation is gcncrated by a 

depreciation of the value of the eurreney: 

"[ ... ] because the devaluations inercased the cost of 
servicing the foreign-denominated dcbt and raised 
the cost of imported inputs, they led to larger 
deficits of public seetors enterprises. lJltirnatciy the 
[Central Bank of Russia] J 7, as lender of last resort, 
financed these losses, printing money to kecp the 

17In their paper, Kiguel and Llviatan were dlscussing the National 
(Central) Bank of Yugoslavia. However, since a slmilar ~Jtuatl()n h ob~erved in 
Russia, it can be replaced by the Central Bank of Ru<;~ia. 
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enterprises funcdoning, a measure that was 
rcflcctcd in a higher level of seigniorage."18 
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The exchange rate is nothing but a priee, the one paid out to buy 

foreign curreney (say, dollars). Therefore, as with any other good, the 

dollar will sec its priee (denominated in rubles) increasing as a result of 

the inflationary process in Russia. Here, not only vve have seen how the 

use of dollars in the Russian domestic economy pushes price levels up 

through a higher government budget deficit, but we have also noted 

how any depreciation of the ruble can itself become a source of 

inflation. In regard ta this latter observation, one can state that 

inflation gives rise to depreciation and depreciation to a new round of 

inflation, showing the inertial component of the phenomenon and above 

ail. the strong interdependence between ail the factors that generate 

pressures on the price levels (c.f. Figure A of the introduction). 

Thercfore, because of the dynamic aspect of the inflationary process, it 

would be irrelevaPt to try ta find independent and unrelated solutions 

to the various diseases diagnosed through this work. Reeommendations 

hased exclusively on the theoretical aspect of eeonomies are also 

irrelevant if they neglect the poIitical forces that are in play. Keeping 

this in mind. the following concluding chapter will use the various 

results of our previous analysis of the inflationary process in Russia: 1) 

to set out the general preconditions for priee instability to cease; and 2) 

18Kiguel and li\'iatan (1992:91). 
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to define what role Western assistance has to play in hclping the 

current transition process to be the least inflationary possible . 
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Chart V.1 
Evolution of the Exchange Rate of the Rllble 
between December 1991 and February 1993 

(MICE Rate) 
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For the inflationary dynLlmic to he stopped. RussiL\ needs lir~t .U1Ù 

foremost a politiral consensus. Up ta now. the country h.lS hl'en the 

witness of too man)' confr0ntalÏons bctween. on one side. the tl'.lm ut 

reformists of the executivc led hy President Boris Yclt~in, .uH.l, on the 

other side, the members of Parliament (most of whom were l'It.'cted 

during the former regime), led hy Ruslan Kha~hulato\, who JIT les~ 

indined to support a radical change of course tow..trds a m.lrl....l't 

economy. ln fact, on several occasions, the mcmhcrs of the l'xecutivl' 

have blocked the enactment of new laws or presidential d('crel'~. They 

have even forced Yegor Gaidar, the father of the Russian l'ronomir 

reform who had successfully abtained the confidence of the Western 

financial milieu, to leave his position of Prime Minister, and they 

replaced him by a more «traditionalist» pcrson. 

The failure of the Russian reform program to bring inflation under 

control originates from the inahility of the governrncnt tn e~( ape frorn 

political pressures in a period when it still hencfilcd (rom a rel(H ively 

strong popular support, ie. in carly 1 Ç)92. In thi~ work, we ~aw how 

these pressures did not allow the industrial and the financial ~ect()r to 

rapidly adjust in arder for them to be able to rc~pond lo the variou~ 

market signaIs. In fart, a vast majority of firms and hank\ still function 
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under a soft budget constraint and thus depend on the government 

credit for thcir financing. Up to now, thh government has refused to 

face the massive unemployment (and the destabilizing popular 

dissatisfaction that cornes with il) that would result from a rigorous 

implementation of its transition program. Il has protected the labour 

force by perpctuating its poliey of backing insolvent institutions with 

cheap credit (thus, keeping them alive but at the same time, removing 

any incentive for them ta adjust to market signais), while other more 

promising types of safet)' net (e.g. the organization of a vast training 

program), could have been implemented at a cast assuredly less than 

the one generated by the current persistent inflation. Morcover, aIl 

these policies of debt clearing, subsidy granting, and soft credit issuing 

end up hy being financed by seigniorage, the government still being 

unahle ta use ather means of financing (e.g. damestic or foreign bond 

issuings) in the present inflationary context. 

For this inflationary dynamic to stop, the government needs to be 

able to make its bankruptcy law a reaJ threat to insolvent economic 

agents, and il should use bath tax-payment and government-band 

indexation to stabilize its revenue int1aws and ta reduce seigniorage. By 

doing sa, downward pressures will be exerted on the priee level, thus 

cantributing ta relaxing inflationary expectations, ta reducing the 

inflation-feedback mechanism and ta stabilizing the value of the ruble 

on the exchange market. 
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Western countries also have a raie to play to help Russia in its 

fight against inflation. Training programs for the staff rnemhers of the 

varia us flnancial and state institutions, as well as tcchnology transfcrs 

in bath the industrial and the financial sector will assuredly farilitate 

the adaptation of the latter to the new cconomk environrncnt, and thus 

rnake them respond (at least a bit) more Iike mature rnarkct-oriented 

institutions. Direct flnancial supports ta the Russian governmcnt should 

be provided under the condition that the Russian government harden 

its credit policy vis-à-vis the various insolvent (statc) firrns. I·ïnally. to 

the extent Russia keeps moving towards democracy, Western countries 

should provide it with political support, thus helping to re lax 

destabilizing expectations, foreign investors' rcluctance to come to the 

country, and inflationary pressures. 

In the light of the above analysis, one can understand why, in 

Figure A of the introduction, political pressures head up the cntire 

inflationary dynamics in Russia. Through the chapters of this thcsis, 

we identified the different factors that are responsihle for the 

disequilibrium of the priee level, and explained the rnechanisms hy 

which such a situation persists. Measures ta eliminate the prohlem 

were proposed. However, one must be conscious of the Iimil heyond 

which economic theory leaves the place to political activism. Therefore, 

a bad politieal context can prevent government autharities from fuJIy 

irnplementing scholars' recommendations. Most of the lime, e\len a 

partial implementation does not bring results different from the ones 

• otherwise obtained under status quo. This affects the rcformists' 
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crcdibility and rontributes to making the Implementation of a "second 

attempt" even more difficult. 

On the date ofsubmission of the present work (March 1993), a 

procedure of dismissal (adopted by the Parliament) has been 

undertaken against President Yeltsin. Uncertainty is thus complete in 

regard to the pursuing of the economic reform, at least until April 25 th 

when the population will be asked to vote in favor of either a 

prcsidential or a parliamentary Republic. A popular disapprobation of 

the Presiùent will certainly open the way to a system in which modern 

economic theory has a fair chance not to play its full role. However, if 

Boris Yeltsin ends up the winner of this political war, he will henceforth 

benefit from a demorratic popular support that will allow him to 

undertake a "second attempt" with much more political power, and thus, 

with bel ter c hanres for making not only an eventual anti-inflationary 

program, but the en tire reform process a success . 
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The Rate of Inflation 
in USSR and Russia, lCJ81-()ZI 

Annual Rates for USSR 

Inflation 
(%) 

1981-5 

4,6 

Sources: Âslund (1992). 

1986 

8,5 

198ï 1988 

9,8 6.4 ï,<> 

Rates for Russia since January 1992 (in percent) 

Month 

January 
February 
March 
April 
~lay 

June 
July 
August 
September 
October 
November 

Monthly 
terms 

570 
51 
57 
39 
4] 
52 
93 
61 
5S 
40 
6ü 

Annual 
tcrms 

1,2 X 10 11 

1 3 952 
22328 

5 102 
6075 

15 110 
267009 

30233 
19130 

5Sf>9 
43 ()82 

p .. lge Il -; 

1 <)<)(} 

18,9 8h.() 

Cumulative 
index 

5,70 
({,hl 

13,51 
IX,7R 
2b.4R 
40,L() 
7i ,6<) 

125,09 
1<)3,89 
271,.l4 
450,')<) 

1 _ The rate of inflation i!. caJculateci tdking into anount the priee growth éilld the in( renll'nt 
in the hot money mass. 

Sources: Various issues of Commersanr. 

Increase in the priee level frorn January to Novem ber: 
Average monthly increase -for the same period: 

-excluding January: 
Cagan' s (1956) classic definition of hyperinflation: 

or 

45 05<J!M) 
102,391J 
55,~% 

1 '2 875%/year 
SOOAl/month 
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Russian Bankruptcy Law lIighlights 

An enterprise shall he deenwd in .. ol\'ent or hc1l1krupt If ~uch 
fact is recognized hy the court of .lrbilr~HlOn or If the dehtor It~eif 
announces its voluntary liquidation. 

The debtor shaH be suh)Cct to r(lorganll:.UlOn or hqUld.Hhlll 
procedures, as weil as to an amICc\hle seulemenl pfe~upp{\,ing .lIl 

underManding between the dehtor ,U1d it~ Cfedltor on .i defl>rnH.'nt of 
payments due to them, on ~uch 11.lynH.'nt~ to be m.lde on .\11 

instalment plan or on cl deht rehate. 
The grounds for instituting imolvent (h,lI1kruptty) pr(\('cduf(' 

with respect to an enterpnse sh,dl bl' ron"l1tuted hy the .. lppropn.lIl' 
statement from the debtor or cl credltof or ~lg~lIn l'rom the puhllc 
prosecutor. 

The deblor, a creditor and the oWl1(.'r of the dehtoI" ('ntl'rpn~l' 
may file an appeal for rehJhIlitatlOn [of tll(' dehtor (-'nwrpn.,el WlIIl 
the court of arbitratlon prior to it~ passmg of tht.' fmdl Judgemenl 111 

the rase. 
The grounds for undertak1l1g rehabllitatlOn ~11.111 11<.' ('omlllut('d 

by the real possibility of restonng the sol"cncy of the enterpn\(' to 
enable It to contll1ue it~ operatIOns through fJn.lnCl .. ll .1"SI~I.1I1(,<.· 10 
be provided to such enterprise by the propnClUr thl'reof or thm.1 
parues. 

The recognition of a debtor as insolvent (h.:lnkrupt) ~hall Jl1<'dH 

that the court of arbitrallon shall decide on foned (Io~uf(' 01 the 
enterprise. 

The court of arbitratlon shall ad"lcc the worklof( (' lof tlll' 
cnterpriseJ, local self-management agenC1c~, IOC.11 1'111.111(,(' ,1genCle<" 
and banking institutiom catenng 10 the dehtor, 01 Ill<.' 
commencement of competitive biddlllg for dppropn.1t<.· productIon. 

Source~ Commersanf, November 17, 1992, p.27 . 
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