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USSR: Sharply Higher
Budget Deficits aten
Perestroyka

The Soviet state budget deficit has increased dramatically over the last
three years. 19875 deficit, six times the level recorded in 1984, was
equivalent {0 some 7 percent of Soviet GNP. (Far comparison, the highest
US Government budget deficit represented 3.5 percent of US GNP in

fiscal year 1986.“ ]

Moscow is essentially financing its deficits by printing money, and the
resulting inflation is clearly visible, There has been a marked increase in
the prices of consumer goods sold in collective farm markets, for example,
ajong with higher prices and increased shortages of consumer goods in
state stores. Excess purchasing power also has probably led to an expansion
of the underground economy, which results in resource diversions from the
state sector, Moreover, increased inflation has undermined current at-
tempts to spur state worker productivity by higher wages and salaries.

Leadership concern over the issue is mounting. Earlier this year General
Secretary Gorbachev acknowledged the problem, stating that the econo-
my's “serious financial problem™ requires “enormous and extraordinary
eﬂ'oru.“l:] ‘

The General Secretary's concern is clearly warranied since his programs

. for economic revitalization—perestroyka—are partly responsible for the

deficit rise: -
« Siate spending has risen substantially as a result of the boost in state in-
vesiment and the rise in state subsidies on food and livestock products.

"« Receipts from stiff sales taxes on alcoholic beverages are down substan-

tially as a result of the regime’s antialcohol program. '

« Revenues from the large markups imposed on the retail prices of
imported food and consumer goods have fallen sharply as a result of the
cutback in such imports,

= Proceeds {rom enterprise profit taxes grew slowly last year because of
production problems due 1o retooling, reforms, and quality control
[Measures.

Moscow has taken a number of steps over the last year 1o absorb excess
purchasing power or to manage the resulting shortages of goods and
services, including rationing and issuance of a new series of savings bonds.
These policies, however, do not address the budget deficit itself and thus ig-
nore the source of the purchasing power problem
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Nominally, Gorbachev has a wide range of policy options available for
bringing the deficit under control:

« Substantial price increases for consumer goods and key industrial

. materials, such as fuel and raw materials, would both increase tax
revenues and reduce government subsidies, Indeed, doing away with food
subsidics alore would bring the budget back into balance. But the specter
of Polish unrest weighs heavily on the leadership, with good reason.

L

Secveral high-ranking political and military spokesmen have stated

publicly that the Soviet Union plans to reduce spending on defense, These -

statements could be Jargely propaganda, but might also reflect the
budget situation. The level of cuts needed to make a major impact on the
budget dehcit are unlikely, however, although any reduction would be
helpful financially,

State investment outla:}s could be trimmed, but investment requirements
remain high.

Higher tax rates are a possibility, particularly in the context of increased
wage differentiation and the expansion of private-sector activities. But
the increases would have to be large to make a dent in the deficit, and
they would have their own disincentive ¢ffects.

If Moscow becomes willing to relax the antialcohol campaign, increased
state sales of alcoha! would reap large tax revenues.

+ Much greater consumer-good imports sold at high prices domestically
would raise substantial tax revenue and soak up purchasing power,

» A currency revaluation (for example, 1 new ruble for 10 old rubles) could
effectively wipe out much of the savings overhang and devalue cash
hoards. Although not without precedént, this would appear to be an
especially heavyhanded and politically risky approach. Morcover, unless
accompanied by price revisions, increased taxes, or reduced siate spend-
ing, currency reform would not solve the budget imbalance.
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Reverse Blank

The General Secretary is unable to implement most of the measures just
outlined without impinging on the welfare of the population or key interest
groups, such as the military, just when he needs as much political support
as he can garner. Only large-scale imports of consumer goods or relaxing
the antialcohol campaign offer Moscow opportunities to address the budget
deficit without gouging an important interest group:

* In early May, the Sovict central press called for a reassessment of the
antialcoho! campaign. The leadership reportedly now is considering

lengthening store hours for liquor sales.

s Importing large amounts of consumer goods also is under debate. Such
imports could be easily financed through foreign borrowing. Moscow,
howcver, has taken a conservative approach so far, preferring to reserve
foreign loans for investment uses that expand domestic production
capacity rather than for current consumption. The leadership is con-
cerned Lhat five or 10 years hence the Sovict Union would have to service
a much targer debt with little to show for it. In discussions with Soviet of-
ficials about this policy, a recent visitor to the USSR was told time and
again, “We do not want to become another Poland.”™

Gorbachev must act quickly. Because the inflationary impact of the budget

" deficit exacerbates current consumer problems, the teadership is fighting

an uphill battle in {rving to improve the quality of life for average citizens,
If the budget deficit is not brought down, it could lead to inflation much
worsc than the Soviets have cxperienced in'Lhe postwar era.
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Scope Note

Using Soviet official data and statements of Soviet officials and ccano-
mists, this paper documents the existence of sharply higher state budget
deficits in the Soviet Union that are being financed to a large extent by
money creation. This deficit, and resulting inflationary pressures, consti-
tute 2 major problem for General Secretary Gorbachev as he attempts to
reform the Soviet economy and do more for consumers. Gorbachev's

consumer policies and their effectivensss are examined in the DI Research
Paper June 1988, Gorbachev's Policy
Toward the Consumier: Cro.rsr‘.::g the Rubicon?
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USSR: Estimated State Budget Deficit, 1981-88
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USSR; Sharply Higher
Budget Deficits Threaten
Perestroyka

... all of our radical reforms are doomed 1o failure
we are unable to realize success in our financial
policies.

Viadimir Il'ick Lenin
18 May 1918

Budget Deficit Balloons Under Gorbachey

Gencral Secretary Gorbachev's policy of greatly in-
creased state spending on investment, coupled with
the tax losses from his antislcohol campaign, has
intensificd other negative fiscal trends and produced
large budget deficits, Indeed, we ¢stimate that the
Sovict statc budget deficit increased from 1! billion
rubles in 1984 (1.4 percent of Soviet GNP) 10 64
billion rubles in 1987 (7.4 percent of GNP) (figure |
and insei).! In contrast, the peak US Government
deficit in fiscal year 1986 of $148 billion represented
3.5 percent of US GNP, Relative to GNP, the Soviet

deficit is roughl imes the size of the peak US
deficit in 1986.'@1"

State Spending Surges

General Secretary Gorbachev assumed power in
March 1985 in lime to push for faster invesiment
growth in the 12th Five-Year Plan (FYP), then being
drafted. He did not have an easy time convincing the
planners to accept his program, suggesting that they
believed his investment objectives would push the
economy beyond its capabilities. Nonetheless, he won
out. According to the FYP, budgetary outlays on

* Throughout Lhis paper we define 1he budget deficit as the amount
of tgtal government spending per yoar hot met through ordinary
revenues (lax revenues and serviee fecs) and which thersfore must
be financed through goverament borrowing. The percentage shares
of GNP are rough estimates derived by adjusting C1A estimates of
Soviet GNP in constant 1982 established prices, using an assumed
average annual rate of inflation equal Lo 2 p 1

1 The Sowict state budget is a consolidated budget that takes into
account incomes aod spending of the central goverament, the
republics, and local governments. A comparable figure for Lhe
United States thus includes ot only the fedesal deficit ($205 billion
in 1986) but also the surplus run by the 5D states ($57 billion in
1986)] _

Estimating the Budget Deficit

Soviet official budgets almost invaricbly show a
surplus because, by Soviet convention, short-term
loans from the State Bank {which are the equivalent
of printing money| are counied as a revenue, Conse-
quently, the officially reporied surpluses have litle
economic or financial meaning and are extremely
misieading concerning the extent of money creation.
A Soviet economist acknowledged thix in o December
1987 interview in Izvestiya, stating: “In my opinion,
the formaltion of a significant share of budge! reve-
nues using short-term loans from the State Bank was
intended 10 ensure the deficit-free functioning of the
state budget. As-a result, the budget no longer
reflected the true state of affairs in the national
economy.”

Our estimates af Soviet siate budget deficits are

based on a complete accounting of ordinary bidget

revenues {nonloans] (see appendix A). Essentially:

« We assumed Soviet official data on total state
spending are accuraie.

* We calculated 1016l Saviet ordinary revenues uring
afficial data on 1ax revenues and estimates of stare

revenue from foreign trade (see appendix B).

o We caleulated the deficit as the difference between - -

total spending and total ordinary revenues.
The key unceriainty in the calcuiations Is the esti-
mates of revenue from foreign trade. We believe,
however, 1that they are accurate enough 1o reflect
substantial changes. Moreaver, comporing the esti-
mates of suck revenue for 1985 and 1987 shows a
decline of 11 biilion rubles, which is roughly consis-
tent with Gorbachev's statement in February [988
that such revenue fell by 9 billion rubles.




Weakened Workers' Incentives

State workers® incentives and productivity are likely
to suffer when purchasing power is rising but supplics
of goods and scrvices are not. At state stores, longer
queuces and greater shortages will résult in more
absentecism from work, as working wives and mothers
especially struggle to ensure that food is on the table.
Recently the official Literaturnaya gazeta reported
that 65 billion hours arc spent ¢ach year in shop-
ping—about 32 million man-years representing 25
percent of total annual employment.”® Moreover,
while rubles can always be spent in the second
cconomy on food, services, and handicraft items,
langer waiting lists for such big-ticket items as cars,
appliances, housing, and furniture could result ina
greater sense of futility, This will be especially true if
such goods come to be recognized as being rationed
through nonmoney means such as political connee-
tions. -

Excess purchasing power will also undermine Gorba-
chev’s wage reform, which is predicated on Soviet
workers' wanting to earn more rubles. Under this
reform, workers' wages and salaries are 1o increase
about 30 percent, but at the same time pay is to
correspond much more closely to productivity. But if
desired goods are not readily available, rubles are
worth less and the incentive effects of the wage
reform will be blunted.:

Price Reform Constrained |

Most Western analysts and many Soviet economists
agree that reform of the price-setting mechanism is
essential for the success of Gorbachev's effort to
revitalize the economy. The decree on the price
reform published in July 1987.makes clear that one of
its major objectives is to reduce the role of state
autheritics in establishing pricés and give greater
freedom to cnterprises to sct prices through negotia-
tions. Given strong inflationary pressures, however,
any relaxation of state controls will lead to large price
increases across the board. Reform advocates, aware
that price reform rather than excess money creation

* Much of Lhit (ime does ot represent absentecism becaute it
includcs shopping by retirces and housewives, as well a8 shopping
afier work hours. Nonetheless, since most state stores are not open
In the cvenings or on weckends, & large proporiion of these hours
must involve absences (rom work[ |

would be blamed for this infation, have called for
resolving the financial problem before relaxing state
controls on prices.| |

Price reform in China has run into just such difficul-
ties. On several oceasions, price controls have been
relaxed only to be tightened again when rapid price
"increases occurred, even though rapid money suppl
growth was a key factor behind the increases.”

Gorbachev’s Options

Gorbachev indicated in his February {988 speech that
“extraordinary efforts”—*radical” reform and great-
ly increased production of consumer goods and ser-
vices—were needed to bring the “financial problem™
under control. Depending on the details, these steps
could contribute to bringing the deficit under control
by raising additional tax revenues and reducing gov-
ernment outlays.[j ’

Removal of Food Subsidies

Gorbachev's reference Lo radical reform could imply
raigsing {ood prices. Under the forthcoming price
reform announced last year, retail prices are to be
revised aftbough major changes are to be preceded by
a public debate. Removal of subsidies on food prod-
ucts could result in large savings of government
expenditures. Meat and dairy products alone cost the
government 60 billion rubles—roughly the size of the
.current deficit. Moreover, the cffective price increases
would devalue much of the accumulated purchasing
power in savings accounts and cash hoardﬂ

Although the price reform as a whole is supposed to
be completed before the beginning of the next five-
year plan in 1991, the pricing decree does not set a
specific target daie far the politically sensitive task of
tevising retail prices {reducing subsidics), as it does for
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state workers o second-cconomy participants, greater
resource diversions, and in general a growing loss of
statc control of the cconoemy. Moreover, rising prices
in the second economy coupled with more empty
shelves in state stores will cut into the living standards
of ¢itizens on fixed incomes, including pensioners,
bureaucrats, and many state workers, Worker incen-
tives will weaken fitrther and efforts to increase
support for perestroyka could be thwarlcd.l:]

Resaurce Diversions From the State Sector

Increased purchasing power of Soviet consumers does
not affect production activity in the state scctor of the
economy, at least directly. In the stale sector, enter-
prises producing consumer goods and services take
their marching orders from ministries and other ad-
ministrative authorities—not consumers. Prices are
administered from the center and Jargely fulfil]l an
accounting function rather than serve as a guide to
production.:‘

The Soviel “secand economy,” however, is a different
story.” Since it 5 based on private initiative respond-
ing to market demand, increases in consumer pur-
chasing power will result in some combination of
higher prices and greater supply of goods and services
in this sector, often a1 a cost 1o the state of rising theft
and corruplion.D

Labor, Higher prices translate into higher incomes of
second-cconomy participants, which in turn will draw
in more participants. For example, pensioners, work-
ing mothers, and students—some of whom might be
cmployed in the state sector—will have greater incen-
tive to take up work in the second economy. More

* As defined hore the Sovict “second economy™ includes the whole |
of the privaic economy (fegal and illegal) as well as illegal state
sclivities [theft, cheating of staie store cusiomers, resale of stalc
goods at black-market prices). Estimates of the size of the second
economy vary, bui Lhere is litile doubt that it is substantial, Sovist
economists V. Rulgayzer and V. Kostakov of the Gosplan Ecomom-«
ics Research Institute recenily estimaled that by the mid-1980s,
£7-18 million people participated cach year in the uwndergeound
service sectar at least part-time, providing some 5-6 biflion rubles of
cveryday services—Irom car repairs 1o lailoring—annually. This
amoums Lo almost a third of atl such purchates by Sovier consum-
ersD
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full-time state workers also could be increasingly
tempted Lo work in the second economy, even if just
on a pari-time basis. For example, the potential to
carn large incomes producing and sclling moonshine
bas clearly drawn in much mere [abor inta this
activity. One measure of this shift is the number of
arrests for moonshining. Interior Minister Viasov
announced in November 1987 that there had been
390,000 arresis so far that year, as compared with less
than 70,000 in 1985, suggesting roughly a fourfold
increase in labor supply.tl

)

Consumer Goods, Higher prices in the second econo-
my will tend to result in & greater supply of goods and
services as producers respond o grealer profit poten-
tial, Somk of the supply increase will come exclusively
through increased application of labor, Some of i,
however, will come through inereased diversions from
the stafe sector. Theft of consumer goods at the
factory and throughout distribution channels, whether
for own consumption or resale in the second cconomy,
is a frequent occurrence, Recently the Ukrainian
procurator’s office reported that over 54,000 workers
were caught pilfering in the meal, dajry, and {ood
industries of that republic in 1987, In light industry,
where the differential between state and second-
economy prices is much lower, 6,000 workers were
caught pilf nring.D

Producer Goods. Higher second-cconomy prices will
also draw in more raw materials and other producer -
goods [rom the state sector, primarily through thefl.
Diversions of such goods as gasoline, textiles, teols, -
and other products will increase as profit opportuni-
ties expand in the sccond cconomy. For cxample, 2
recent Soviet radio report said that 242,000 kilograms
{242 metric tons) of sugar was stolen in 1987 partly as
& result of the spread of “home distilling." A recent
Sovict article on the second economy observed that
the main advantage of a *‘private operator™ is usually
his access to shortage goods—"'spare parts for cars,
components for househoid equipment, Finnish wallpa-
per and toilct bowls, construclion malerials, and so

l'orth."\:]
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wholesale and procurement prices. And there is con-
siderable evidence of a continuing sirident debate
aboul this issuc."D

The timing of the introduction of higher food prices is
an especially difficult problem, Removing the subsi-

dies gradually scems Lo make the most political sense,
But {rom an cconomic perspective, this would greaily

dilute the effectiveness of the policy. Wot only would

deficit reduction take longer, but also announcement
of a policy of gradual reductions in subsidies would set
in motion a number of responses by the populace.
Hoarding would increase. Savers would stan drawing
oul their deposits 10 turn them into material goods.
Owners of cash hoards would do the same. The resuly
would be rampant price increases in the second
economy, including collective farm markets, and
mostly empty shelves in state stores.

On the other hand, an overnight removal of subsidies
maximizes its economic benefits (since consumers and
savers have ne chance to adjust) but carries higher
palitical risks. As reform economist Nikolay Shmelev
recently wrote: “We must not forget the lamentable
experience of Poland, where, in 1976, they tried to
change prices overnight, and were then forced to
retreat.” The recent unrest in Poland tied 10 2 43-
percent increase in prices since the first of the year i
a pointed reminder, if one was nceded.[ | :

Lower subsidies of industrial -goods also would reduce

reduced subsidies wouid be diluted by any increases in
expenditures for pensions or reductions in tax collec-
tions.

Gorbachev's refarms also intend to reduce the bud-
get's role in financing investment by increasing the
role of enterprises. Spending on investment represents
about a third of the budget. But it is not clear that this
measure will reduce the budget deficit, since the share
of state deductions from enterprise profits is {o fall
2ls0 5o that firms are able to invesl more.

Increased Sales of Consumer Goods

Increased sales of certain consumer goods could raise
substantial tax revenues.” Such manufactured con-
sumer goods as applances, automobiles, clothing, and
shoes carry high tax rates, and thus increased produc-
tion and sales of them would contribute to increased
budget reccipts, Gorbachev's push for the expansion
of cooperatives that produce consumer goods and
services could also contribute to state revenues (o the
extent they carn high incomes and meet their 1ax

obl igalions.D

The quickesl step Moscow could take to raise reve-
nues through increased consumer poods production
would be to back off the antialcohol campaign and
permit legal sales of alcoholic beverages to increase.

1

|the leader-

ship is now considering revising this campaiin by
lengthening store hours for liquor sales,

government spending. According 1o the price reform [ Jhat a majority of the party leadership is now

decree, subsidies for industrial output sold 1o the
agricultural sector arc to be eliminated. For example,
agricultural enterprizes arc 1o pay the same rates as
industry for electricity, heat, and natural gas.D

Price increases, however, would help the budget only‘
if they do not result in compensating expenditures.
For cxample, some Soviel economists have srgued
that consumers will need to be compensated for the
expected retail price increases through such measures
as reducing income taxes or providing supplements to
wages and pensions. The relief to the budget from

* Sec LSS, w, “Sovi i : Shi jeht Grip on
the Reins, arch §943.
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convinced by the strong public disenchantment znd
large expansion of home distilling that some carly
decisions in the campaign were hasty and not thought
through. A 6 May [zvestiya article also called for 2
reassessment of the antialcohol campaign, stating that
the grumbling it caused was mare dangerous than

drunkenncss.lj

“* A humber of Sovict officials and cconomists have proposed
increascd production of consumer goods and scrvices also as the
solution 10 the purchasing power gverhang, Given the low siate
prices of many consumer goods and services, the supply increases
needed (o equale supply and demand would be ¢xtraordinary and
casenvially impractical, This proposal illustrates the Soviet predilic.
tion to focus on the supply side of market imbalances rather than
demand and the role of prin:s.i___|




Rationing

In & rather quiet manner, Moscow has granted repub-
lic governments greater authority to implement ra-
tioning. As reporied by a Eatvian radio program in
July 1987, the USSR Council of Ministers granted
the 15 republics in early 1987 the right to indepen-
dently fix norms for rationed goods. Moreover, there
were numerous reports of rationing on a variety of
foods in 1987, OF 327 emigres interviewed by Radio
Free Europe/Radio Liberty in the last four months of
1987 concerning food supply in urban areas, 29
percent reported rationing of beef, 52 percent report-
ed rationing of butter, and about 50 percent said
sugar was rationed. Sugar rationing has become more
widespread in recent months, according to Soviet
press rcports.\:]

Savings Bonds

As of 1 March 1988, Soviet citizens can purchase a
new series of savings bonds redeemable after 10 years,
paying an inlerest rate of 4 percent. Chairman of
Gosbank Garelovskiy told Embassy Moscow that the
purpose of these certificales is to soak up money {rom
the population. The Soviet press indicates that the
public has shown little interest in purchasing them to
date and few have been sa]d.l:l

Insursnce

As of | January 1988, Soviel citizens may purchase a
new form of insurance to supplement state old-age
pensions. This appears to be another measure meant
10 absorb extra rubles in the hands of the populace,
The State Insurance Agency {Gosstrakh) has also
been pushing overall insurance sales (life, accident,
property). According to the latest official data, the
papulation’s payments of premiums grew by over 7

percent in 1986, E .

Charity Funds

Since 1986, Soviet citizens have increasingly been
pressured to contribute to newly formed “socialist™
charity funds—Tfor development of culture, for the
victims of Chernobyl’, for the care of orphans, and for
improving health care

Increased Role for Collective Farm Markets
A March 1986 decree on management of the agro-
industrial sector allows farms to sell up to 30 percent

of their fruits and vegetables to collective farm
markets and the Tsentrosoyuz—the predominantly
rural retail trade network, where prices are higher
than in state stores. A Soviet economist admitted that
onc intent of this decree was to raise the average price
of food by selling less in state stores and more (hrough
the other channels where prices are higher, and
thereby absorb excess purchasing power. This mea-
sure has had little success so far, however: farms
continue to market only a minor share of their
produce through the CFMs or the rural retail trade
network.

Cooperative Housing

Moscow is hoping that increased construction of
coaperative housing will absorb some of the excess
rubles in the hands of the populace. An Aprit 1988
decree calls for formation of more housing coopera-
tives: associations composed of Sovicl citizens who
pool their maney for the construction and mainte-
nance of apartment buildings. An increased role for
cooperalive housing construction will require the
backing of state housing construction organizations,
which previously have given little priority to coopera-

tives[~ ]

Encouraging Private Business

The Gorbachev regime has' launched a program en-
couraging the development of legal private businesses
operated by jndividuals and small groups in an effort
to satisfy consumer demand without large invest-
ments, New legisiation has affirmed the legality of
individual tabor activity and fostered the establish-
ment of member-run cooperatives, While the develop-
ment of legal private business is proceeding more
slowly then the leadership had hoped, Gorbachey
continues to emphasize this program.lj

Costs of Conltinued Inaction

Moscow probably cannot stay the present course.
Continued large deficits financed through monctary
expansion will lead Lo an expansion of the sccond
economy, a substantial redistribution of income from
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cause of inflation. In a recent meeting with Western-
ers economist Aganbegyan said, “We do run state
budget deficits, but not as large as the United States.”
{A true statement but misleading in terms of the
relative size of the Soviet deficit, since the Soviet
economy is only about half the size of the US
economy.) Economist D. M. Kazakevich recently con-

ceded! |that there was a sizable de
facto budget deficit and “too much rnoney.” He
suggested that enterprise funds exceed available
material resources by 1.5 to 2 times.

there was a serious and growing
“macroimbalance,” which implied the need for a -
general rise in prices. '
Nikolay Shmelev, perhaps the most provocative Sovi-
el economist, provides the most graphic discussion so
far of the budget deficit and its causes and cffects in
the April 1988 issue of Novyy mir. He writes:

Having handed gver income Srom alcohol to the
home distiller, the state has in the last two
years seen a drastic exacerbation of the imbal-
ance in the budget, in which the deficit is today
covered by that supremely dangerous, un-
healthy means—the mint,

Shmelev returns 1o the problem of the budgel deficit a
number of times in this imporiant article:

« Perestroyka requires increased government spend-
ing but traditional state revenues are not even
sufficient to cover *today's gap in the budget.”

» The financial system s “fundamentally based on
largely inflationary methods of finance.”

{
« State borrowing is being extended in an “unhealthy,
covert way."”

« Nontraditional means of raising state revenues
should be considered such as bongd sales and foreign
borrowing.

s Stale expenditures on investment should be reduced
with cnterprises investing more from their own
incomgs. Subsidies of loss-making enterprises should
be stopped. Bui the option of reducing defense
spending “is a separale question.”

Beyond suggesting that the budget deficit has grown
subtantially, Shmelev does not provide numerical
estimaltes of its current size or increases over lime,

Official Acknowledgement

In [ate May, Pravda published the proposzls 1o be
considered at the June party conference. Included in
the proposals was the following sentence;

The commodity-money imbalance and siate
budgei deficit are having an adverse effect on
current produciion and the course of the reform
itself.

This is one of the few Limes in the post-war period
that Moscow has officiaily acknowledged the exis-
tence of a budget deficit and indicates the seriousness
of the problem. In carly June, the Soviet press
reported a roundtable discussion en the proposals that
noted the past practice of masking the actual budget
position:

Our readers have learned a very important

. thing from the theses Jor the first time: our state
budger has a ddficit. However, each year the
Supreme Soviet approves a repor! on budget

" implementation in which income exceeds expen-
diture, This recurs every year. Of course, spe-
clalists know that the real situation is different.
But wko is fooling whom? :

Now thai the deficil has been acknowledged official-
ly, in effect calling into question official budget
statistics, we may scc some substantial revisions in
such data in the near future.

v

Limlied Policy Measures So Far

Moscow has taken a number of steps over the last
couple of years to soak up excess purchasing power or
to otherwise manage the resulting shortages of goods
and services. These policies, however, do not address
the budget deficit itself, and thus ignore the sourge of
the purchasing power problem.D



Gorbachev particularly takes the Brezhnev regime to
task for relying too heavily on gencrating state reve-
nues through high taxes on alcoholic beverages and
enterprise profits, as well as sales of oil and other fuels
on the workd mark:l.[:l '

Gorbachev returned to this theme in his speech Lo the
party leadership in February 1988, suggesting that
without the effect of rising world oil prices and
‘increased alcohof sales cconomic growth would have
been much lower (sec inset). In this same speech, he
concluded that “the country’s economy has come up
against a very serious financial problem,” that is, a
much larger state budget deficit. For example, he
stated;

As a result of reducing the sale of alcohol, in
the last three years the siate has suffered a
revenue shortfall of more than 37 billion rubles.
In addition to this, in comparison with 1985,
revenue in 1987 from domestic sales af import-
ed goods, the purchase of whick we have been
Jorced 1o limit due to a shortage of hard
currency, fell by 9 biilion ruble.rl:‘_

Prime Minister Ryzhkoy in his May 1988 speech Lo
the Supreme Savict indicated that “growing cash-
backed demand of the population™ remains an acute
problem, adding:

The disparity between the income of the work-
ing people and their opportunities to use this
income 1o buy goods is increasing. Unsatisfied
demand is-growing and that engenders the
occurrence of inflationary processes in money
circulation. '

In an offhanded way, he tied the purchasing power
grawth problem to budget stresses, remarking that a
“neglected financial situation™ existed at the start of
the 12th Five-Year Plan period (1986-90) and that "kt
is nol in a favorable state ¢ven now.” Specifically, he
blamed stale subsidies to loss-making enterprises and
the decling in world oil prices for the current fnanciai
situation. ]

Economists’ Statements
The leadership's willingness to address the state bud-
get issue is paralleled by increased opeaness on the

L]

Gorbachev’s Statement on National Income;
Justifving Slow Growth in 1987

Gorbachev estimated in his February plenum speech
that the average annual increment in Soviet national
income would have declined in the early 19805 if the
influence of higher world oil prices and accelerated
domestic relail sales of alcohol were disregarded. In
doing so, he ratcheted up the contrast between eco-
nomic performance in the Srezhnev "stagnation™
period and performance under his (enure. He is
saying in effect that the Soviet economy was on the
way (o decline in the early 19805 but for the influence
of hick (higher world oil prices) and wrong-headed
policy (accelerated retail sales of alcoholy, D

]

" This formulation appears to be an attempt {0 put
some of the negative consequences of Gorbachev's
own policies in a better light. His antialcohol cam-
paign and other policy initiatives have increased the
gap between purchasing power and availability of
consumer goods and services. Last year, the new
quality control program and implementation of new
reforms contributed to the lowest growth In Soviet
natienal income since 1979. By telling the Party
leaders at the February plenum that the average
annual increment in national income would have
declined in the early 19805 but for higher oil prices
end greater alcohol sales, we believe Gorbachev was
attempting "to level the playing field.” He alleged
that one must compare the results of his policies with
Brezhnev's economic performance only afier netting
out the impact of increased alcoho! sales and wind-
Jfall profits from oil exports, As Gorbachev states at
the end af this part of his speech, “This is the real
picture, comrades. Only now is the economy begin-
ning lo grow on a healthy basis.”' .

part of Soviet cconamists. In an articie published last
September, Oleg Bogomolov (head of the Institute of
the Economics of the World Socialist System) hinted
at the existence of a budget deficit when he blamed

“the deficit in the state bank cash balance™ as a major
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Central Commiltee “is Aooded with letters com-
plaining about shortages of lwmock products in
many of the couniry’s regions,”

« Letters in the central press complaining of wide-
spread shortages of Fruits and vegelables were also
more frequent in 1987.

The 1987 Plan Fulfillment report (published in late
January 1988) also details a litany of woes implying
shortages may have increased:

.. But the population’s incomes increased fast-
er than trade turnover and the consumption
Jund, and there was consequently an in¢rease in
unsatisfied demand,

An unsatisfactory situation developed in the
supply of potaioes, fruiis and vegerables for the
population, and their range and quality aften
Jail 10 satisfly the population’s demands.

At the same time, the population’s demand for
many types of clothing and knitwear was not
Jully satigfied, while the shortage of footwear in
the trade network remained acute. The situa-
tion is aggravated by the imbalance between
demand and supply in terms of range and
quality,

In 1987, various organizations concerned with
the allocation of housing hed registered and
had on their lists 13 million families and
individuals waiting for better housing |

Farced Savings Increase

Some Soviet and Western cconomists belicve, in fact,
that a substantial share of Soviet savings are “forced”
in the sensc thal consumers save because desired
goods and services are not available. They view the
large stock of savings as an indication of repressed
inflation. According 1o one Savict economist, Lthe
research arm of the Ministry of Trade estimates that
such deferred demand amounts to 60-65 billien
rubles, about one-querter of total savings deposits,

] \
based on a survey study as much as two-,

thirds of savings represent [yustrated purchasing
power.|

I

Soviet savers added record amounis to their savings
deposits durmz 1985-87. The average addition to
savings per year during 1981-84 was 11_4 billion
rubles, In contrast, additions were 19, 22, and 24
billion rubles in 1985, 1986, and 1987, respectively.
Through the first quarter ol 1988, savings increased
8.1 billion rubles, implying an annual rate of 32
billion rubles. Some of these savings ro doubt are
voluntary, but much of the increased pent-up demand
of Soviel consumers resulting from inflationary pres-
sures probably is being absorbed through increases in
forced saving.

Soviet citizens also maintain a portion of their finan-
cial assets in the form of cash hoards. Both Western
and Saviet analysts have painted to the phenomenon
of large holdings of cash “under the mattress™ as an
indication of repressed inflation.* Our estimates of
money expansion since 1985, along with trends in
retail sales and savings daposils, suggest that cash
hoards probably have increased substantially over the
last two years.

Increased Soviet Recognition of the Problem

Leadership Concern

The General Secretary has severely criticized eco-
nomic policy and performance under Brezhney, re-
peatedly referring to the Jate seventies and the early
cightics as 8 period of stagnation, a 'precrisis sitvation, -
or a period of growing cantradictions. In his speech to
the party leadership in June 1987, the General Secre-
tary broadened his critique to include the state
budget:

Take the state budgei, Everything looked favor-
able on the surface. Expenditures were covered
by revenues, but how was.this achieved? Not
through a growth in the efficiency of the nation-
al ecoromy, but by other ways which had no
economic or sociad justification.

1 In a recent interview, cconomist Aganbegyan wis asked whether
vasl amounts of moncy src lying unused—"260 billion rublcs in the
banks, plus & further 240 billion under matiresses?™ He replicd, “It
is truc, more or less.™




Figure 3
Moscow: Collective Farm Muarket Prices
of Selected Goods *

Rubles per kilogram Note scale changes

Beef Park Apples
e Stale store price
0 10 4

(o]

) statistics, avcrage monthly wages increased 4 percent
during January-March 1988, In contrast, in the frst
quarter of 1987, the increase was only 2 percent.

Shortages Intensify
_ Although the Soviet press almost invariably blames

"~ shortages in statc stores on supply problems, current
shortages largely reftect increases in ¢ffective demand
as the money supply has grown quickly.” [n the first
instance, consumers' purchases of state goods in-
creased. Even more important, store employees and
others with access probably have increased their

*Twa other Tactors alao have contributed to the current shortages.
First, M cul back goods imports by about 1 billion
rublcs {lorcign trade prices) in 1986. Secand, the antiatcohol
campaign probubly has causcd drinkers L0 shilt some of their
purchasing power from vodka Lo olher goods, However, this is not
likely 1o have been a major shilt since vodka consumers are
prabably much more inclined (o turn 10 purchases of hamehrew
sather than purchases of more food and clothes| ]

2

|
O yo0715 %0 8 8 & O 9015 s &5 s 87 0 s 80 s 86 87
# Dara are for purchases made in Mascow in August a1
Septenber of gach year.

claims on state goods {whether through theft or
purchase at low official prices) for resale in the black

markct.lj

Anecdotal evidence suggests that consumer com-
plaints of shortages of a varicty of goods have in-
creased markedly since 1986, when moncy expansion
increased dramatically:

+ A study conducted by the Ministry of Trade's
research jnstitute and described in the Soviet paper
Trud noted that shortages of toothpaste, women's
panty hose, lotions, eau de toilette, sugar, casseties,
and batteries “broke records for being in short
supply™ last year.

» Food shortages in particular appear 10 have wors-
ened in 1987. In his March 1988 speech to the
Collective Farm Congress, Gorbachey said that the




Tsable 2 Average annual
USSR: Selected Mensures of growih, percent
Retail Price Changes
1981-84 1988 1986 1987 1983

Stase retail prices

Official * 1.0 0.7 1.8 160 Na

CIA eslimate 2.2 1.7 3.4 Na WA
Caliective farm
markel prices

Official ¢ 264 NA =01« 937 &

Derived 22 4.3 =Yle Na NA

» Norodnoye khoryaysivo SSSR (hereafter referred o as Narkkhoz)
for varions years,

* Estimaled by comparing Soviet data on retail sales through
October in nominal terms with corresponding data in constant
terms.

© Narkhoz za 70 let (1987), p. 485.

41981-35,

* The decline in collective farm market prices in 1986 may veflect
large supply increases in & year of good growing conditians, as well
a3 a likely timelag between the increase in the budgel deficit that
year and Lhe resuliing expamsion of moncy demand.

T Based on collective farm market prices for 12 commodities in 264
citics, weighted with Mascow collective larm market shares of those
commoditics sold. Vasinik sraristiki, No. 3 {1988), p. 61,

s Janvary-March 1988 es compared with January-March 1987,
Pravda {26 April 1988).

*CIA cstimates using Narkhoz data.

Prices Incrense

Evidence on Soviet retai] prices show a marked
acceleration since 1985 (see table 2). Although Soviet
official price indexes have long been criticized by both
Soviet and Weslern economists as understating actual
price changes, recent data suggest the official retail
price index grew 1.7 percent per year during 1986 and
1987, almost double the average 0.9 percent per year
recorded during 1981-85, Moreover, CIA's estimates
of inflation in retail prices also show an scceleration
in 1986 10 1.4 percent compared with 2.1 percent per
year during 1981-85

Similar trends are cvident in collective farm market
{CFM,) prices. Official Soviet data on prices in CFMs
in 264 cities suggest prices rose by 9 percent in 1987

contrasted with an annua) average of 2.2 percent
during 1981-86. The official plan [ulfillment report
for January-June 1987 contained a rare reference to
higher prices in CFMs: ) ‘

As a result of shoriages af potatoes, fruit and
vegeliables, meat, and buiter in the trade net-
work, high prices were established and are
being majntained in the kolkhoz markets at
levels 2.5 to 4 times higher than siale retail
prices. I:] .

Despite improvements in mest supplies in 1986 and
1987, prices of meat in Moscow's collective farm
markeis were 18 percent higher in September 1987
than in Scptember 1985, according to Embassy re-
porting (see figure 3). Moreover, the most recent plan
fulfillment report for January-March 1988 again
made reference to rising prices in collective farm
markets, indicating they were 8 percent higher than in
the same period in 1987,

The absence of free markets for industrial goods and
services as well as lack of informalion concerning the
cxtent of shortages make it very hard to determine
whether inflationary pressures have risen in the large-
Iy noncash producer goods and services sector of the
Sovict economy. We expect, however, evenlually to
see evidence such as the bidding up of workers' wages,
increased prices of machinery and other goods, in-
creased hoarding of industrial materials, and declines
in product quality.’ Already, according to official

* Resulis fmn[:}mrch on inflation in offigial
Soviet investment statisiics strongly suggest the presence of signifi-
cant inflationary tendencies in the investment ssetor of the ceono-
my. Producers arc able 10 meet production targets through price
increases and customers with pleotiful funds are willing to pay
premiums 1o obtain producer durable goods that are in short supply.
The system is particularly vulnerable to this inflationary process
whep prices are el for new and custom-made machines which,
accarding (0 onc Western authority, represent “u large propoction”
of investimenl equi t. Thel "~ Judy reports Soviel
estimates of the annual rate of inflation in investment at up to 2
percent in the 19605, 2 10 3 percent during 1971-75,2nd 210 4
percent ducing 1976-85 |

-




Monetary Expansion in the USSR

The Soviet State Benk {Gosbank) maintains and
monitors the accounts of the government {Treasury),
state enterprises and farms, and the population. The
bank rakes in cash from state reiail siores and issues
cash to siate enterprises for payments of wages. The
bank debits and credits the accounts of state enter-
prises and the Treasury 1o reflect the millions of
noncash monetary transactions that take place
throughous the econamy, The bank attempts to keep
cash balances segregated from noncash balances but
is not always siccesful.[ ]

Like any bank, Gosbank has asseis and liabilities
that must be in balance. Its assets largely consist of
short-term loans to enterprises and alse to the Trea-
sury. l1s liabilities largely consist of the deposits of
the Treasury, enterprises, and the population,

The Treasury takes in taxes and other revenues and
depasits them in its account ar Gosbank. Similarly,
as the government makes expenditures, Gosbank
debits the government’s account and credits the ac-
counts of the payees or, as in the case of pensions,
pays oul ca:h.lj .

When stale revenues are less than expenditures,
Gosbank makes short-term loans 1o the government
that are then credited to the government’s account.

The government can then pay its bills for procure-
ment of weapons, pensions, educatlon expenditures,
and invesiment just as if the money came from tax
revenues. Gosbank's balance sheet is undisturbed by
this transaction; the increase in Its short-term loans
to the government (an asset) Is exactly duplicated by
an increase in liabilities (some combination of in-
creased cash in circulation and deposits of enterprises
and the population). Money has been created Jrom
thin air, D
A portion of the shori-term loans used by the govern-
ment to cover ils deficit is balanced by additions to
the population’s savings accounts. The population’s
willingness 1o increase its savings deposils reflecis a
mix of Jactors: interest roles of 2 to 3 percent per
year, absence of consumer credit and hence the need
to save for big-ticket items such as cars, and lack of
desirable consumer goods, In the short run, the
population’s willingness to set aside funds in savings
accounts, rather than attempt to spend them, relieves
some of the inflationary pressures of government
deficit financing on the consumer secior. On the other
hand, the population’s accumulated savings accounts
tepresent ant enormous purchasing power overhang

over the longer term, since savings are subject 10
immediate withdrawal by their owners

allowances, and other purposes.! While taxes and sales
of long-term governmént bonds result in reductions of
consumers’ purchasing power, government loans from
the Siate Bank cffectively result in many more rubles
chasing roughly the same amount of consumer goods

and services.

! For caample, spending on weapons procurement or stale housing
or new faclaries all result in incomes for workers and managers
responsible far producing Ihese goods and uwiusD

Impact on Prices, Shortages, and Savings

The impact of rapid monetary expansion on consu-
mers' purchasing power is confirmed by recent trends
in prices, shortages, and savings, which indicate rising
inflationary pressures




+» Planning mistakes, rctooling, implementation of re-
forms, and establishment of a new quality control
system disrupted industrial performance in 1987,
slowing growth of revenue from enterprise profit
taxes. In the context of discussing strains on the
state budget in 1987, Finance Minister Gostev
remarked in his speech on the 1988 Budget {October
1987) that the machine-building, petrochemicals,
and light industry sectors all had failed to meet their
profil targets in 1987.

= The collapse in world oi! prices incarly 1986 led to a
sharp fall in state revenue from foreign trade as
hard currency oil exporis fell from an average of
$15 billion during the period 1982-84 to just
57 biltion in 1986 (see appendix B). Moreover,
Moscow's decision to reduce consumer goods im-
ports by 10 percent ‘that year contributed substan-
tially to the overall fall in state revenue from foreign

tradc.D

1988 Budget Plan: No Relief in Sight

According to the current budget plan, total state
spending is Lo rise 8 billion rubles in 1988. However,
in line with Gorbachev's new emphasis on the con-
sumer, spending on “social-cultura! measures™ (edu-
cation, science, and health care) is to rise 9.2 per-
cent—an increase of [3 billion rubles. Apparently
finally recognizing its tight revenue constraint, Mos-
cow plans o cut spending for “financing the national
economy” (capital investment, capital repais, in-
creased circulating capital, and subsidies) by 6 billion
rubles, This would be the first fime in over 25 years
that this spending category actuvally declined.

On the revenue side, Finance Minister Gostev said in
October 1987 that the 1988 budget contemplated 2
further reduction in foreign trade rovenue. Turnaver
tax receipts also are scheduled to fall; Gostev stated,
“Income is built on a healthier footing—revenue from
the sale of alcoholic beverages is reduced by 11.5
billion rubles (compared with the 1987 plan).” The
Finance Minister did not make clear how these

* The average annual increase was 4.9 percent during 1981-85 and
6.4 percent in 1986, The state science budget, however, is believed
ta Anance a Jarge partion af military and civilian rescarch. Thus,
some of Lhe increase in spending on social-culiural measures may be
for defense and investment purpases.

Table 1 Blillion rubles
USSR: Sources of Finance of the
State Budget Deficit

1984 1985 1936 1987 1988

11.0 170 49.8 644 68.4

Budgel deficit

K nown sourees of finance
Leng-term borrewing 19 14 19 22 25
{bond sales) -

Shori-(erm borrowing
* from the State Bank

{savings receipls)
Residusl

[mplicd other shortgerm =52 =31 259 382 315

barrowing from the Stale

Bank

s Estimaied.

152 187 2120 240 324

Sourge; Appendix A, table 5.

shortialls, whick—along with the planned spending
level—imply a 1988 budget deficit of some 70 billion
rubles, would be made up. His vagueness is under-
standable, however, since we believe the revenue
shortfal] will be made up by moncey creation.

Money Creation Finances the Deficit

By necessity, the large deficits since 1986 have bad 1o
be met by government borrawing from the State Bank
(sce table 1), In the past, Moscow also relied on large-
scale sales of long-term bonds to the population as &
means of finance. But sales of mass subscription
bonds were stopped in 1958 because of the leader-

ship's concern about rising debt service charges, B

The goverpment's farge fevels of borrowing from the
Statc Bank since 1986 are equivalent to injecting like
amounts of money into the cconomy and thercfore are
highly inflationary {see inset). The money creation
takes place when the government uses these loans to
pay for pensions, teachers' salaries, military pay and




investment were to increase 2 huge 10 percent in
1986, although followed by much smaller average
annual increases during the period 1987-90 (1.2 per-

cent per year), -

Soviel planners were probably concerned about the
budget-busting implications of Gorbachev's invest-

ment push, since other budget commitments.were not :

relaxed:

+ Under Brezhnev's Food Program, procurement
prices paid lo farms were raised on | January 1983.
Since retail prices for the most part were not raised,
unit subsidies jncreased. But higher uait subsidies,
coupled with increased meat and food production,
have greatly increased the burden of this expendi-
ture on the state budget. State appropriations for
the subsidy of food prices increased from 24 billion
rubles in 1980 (8 percent of state expenditures) to 58
biltion rubles in 1986 (14 percent of state expendi-
tures), according to a Soviet agricultural official.

= We estimate defense expendituces also have been’
increasing since 1985 by about 3 billion rubles
annually.’ Perhaps reflecting the unevenness in
weapons procurement cycles, these increases have
been largely driven by procurement of such major

Figure 2
USSR: Annual Changes in State
Spending and Reveaues, 1984-88

Biltion rubles
35

0

3

Spuading

Revenues

1984 1985 i986 1987 1988

| L1

strategic systems] 4\
; The costs of Afghanisian also

increased steadily from an estimtated 1 to 2 billion
rubles in 1980 to about 3 billion rubles in 1987.

« Budget spending on social-cultyral measures (edu-
catior, health services, pensions) increased an aver-
age 7.5 billion rubles per year during 1986 and
1987.

« While certainly unauiicipaleci. the Chernoby!’ disas-
{er is estimaled 10 have cost the state budget an
extra 2 billion rubles annually during 1986 and
1987,

* Based on CIA estimates of Soviel defense-spending in 982 factor
cost prices, which represent minimum increases in currenl price
defense spending levels.

Consequently, given the leadership's decision to push
investment spending at all costs, total government
spending rose by a record 30 billion rubles in 1984
and by znother, 18 billion rubles in 1987 (figure 2).

e

Reventue Shortfalls

Meanwhile, Soviet state revenues have had to absorb
a number of major impacts which have held growth of
reventes during 1986 and 1987 to less than 5 billion
rubles:

« Until 1985 the Sovicts increasingly counted on 2
hefty indirect tax on retail alcohol sales to generate
substantial budget revenues, but a major impact of
the antialcoho! campaign has been to cut this inflow
by some 30 percent,




Imports. Moscow could use its high credit rating in
the West to finance consumer good imports. Because
of the farge price markups on domesiic sales of
imported goods, such a policy could earn the siate
large revenues—amounts equal to 3 to 4 times the
values of foreign loans, While this option makes a lot
of economic sense and is apparently under discussion
in Moscow policymaking ¢ircles,

that the Soviel
consensus currently is not to pursue this policy

4 __Jtime and again, “We do not
want to be another Poland,” apparently referring 1o
that country's problems afier its foreign borrowing
splurge in the 1970s.

Spending Cuts on Defense and [nvestment

Since the June 1987 plenum, several high-ranking
political and military spokesmen have stated publicly
that the Soviet Union plans to reduce spending on
defense. For example, last August in an interview
with a Spanish reporter, Gen. Yuriy Lebedev said
that, although the Soviets must be careful not to
ignorc the armed forces’ needs, “nevertheless, qur
plans include a reduction of military spending in order
to allocate the money to other areas.” While this
statement and similar ones could reflect a propaganda
motive, they might also reflect the budget situation.

Reduced outlays on investment would also trim the
budget deficit, but it is not clear which areas could
afford to be cut back: ‘

« Growth of energy production requires continued
large investments.

+ As a key element of the modernization program, the
machine-building industry is scheduled to receive
large amounts of investment through the rest of the
five-year plan period (1986-50).

« The rest of heavy industry, agricelture, and trans-
portation all arc in need of large investments for
modernization, new projects, and upkeep of existing
plant and equipment,

v Gorbachev's new emphasis on the consumer implics
large investrment flows to both housing and indus-
trics producing consumer goods and services.

While the most likely short-term target for reductions

probably would be nonpriority sectors in industry and

clsewhere, neglect of these for mare than 2 couple of

years might produce severe bottlenecks, Moreover,

the economy is structured to produce large amounts of
investment goods. Any substantial reduction in invest-

ment spending would imply shutting down some of
heavy industry. '

Currency Reform
Gorbachev may need 1o undertake a currency reform
10 take care of the problem of excess purchasing
power, although by itsell such a reform would not
help the deficit. As in the case of removing consumer
subsidies, a currency reform would have to be imple-
mented overnight so that consumers and savers could
" not take evasive actions that would result in large
increases in demand for goods.
¢
Currency reform is not unprecedented in the Soviet
Union, The infiation in World War I greatly in-
creased collective farm market prices, resulting in
large cash accumulations by peasants. Concern about
the resulting pent-up demand caused Moscow Lo
decree a currency reform on 14 December 1947 (with
no advance notice). The reform consisted of the
following elements:

« New currency was issucd at a rale of one new ruble
to 10 old ones which had the effect of devaluing
cash holdings by a factor of 10 {or to one-tenth their
previous value).

State bonds were convarted at an exchange rate of
§-t0-3 and thus lost two-thirds of their value,

Savings accounts less than 3,000 rubles were con-
verted at an exchange rate of one-to-one. Thus
savings of urban workers, who were much more
likely to use banks than peasants, were treated

, favorably,

Wages and prices were not changed, Thus the
primary cffect of the currency reform was a sub-
stantial confiscation of the wealth of pcasams.|

According to Soviet economist Nikolay Shmelev, cur-

rency reform is a “hot topic of discussion” among
Soviet cconomists today. In his most recent Novyy
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mir article, moreover, he points out that “Strong
rumors are circulating about a possible monetary
reform and the consequent confiscation of a propor-
tion of investments in savings banks.” To avoid a bank
run and other adverse reactions, the avthotities natu-
rally are quick to deny these rumors, When the US
Embassy recently raised the issue of recurring rumors
of a currency reform with Gosbank Chairman Gare-
tovskiy, the Chairman catcgorically denied that such
plans are being made,

Outlook: Perestroyka Threalened

General Secretary Gorbachev, other Soviel leaders,
Soviet economists, and others have in the Jast several
years {réquently pointed out the serious nature of
Soviet economic and financial problems, even at times
suggesting that a crisis siluation existed. Politically
this probably is a useful tactic for justifying the many
palicy shifts, reforms, and other changes Gorbachev
has initiated. However, there is also a tone of real
concern in many of the comments, which is refiected
in the hurricd and heedless nature of many of Gorba-
chev’s initiatives.

=T

However, the rush 16 put new policies in place has if
anything exacerbated the economy's problems. Such
key initiatives as sharply increased investment and the
antialcoho] campaign not only have failed to accom-
plish key objectives, but also have contribuied to the
drastic increases in the state budget deficit and money
crealion. The cost of living is higher, shortages have
intensified, modernization is proceeding at a snail's
pace, and the cconomy’s fastest growing industry is
moonshining.

The General Secretary needs 1o come to grips with the
budget deficit. Most of the options open to him,
however, impinge on the welfare of the population or
key interest groups, such as 1he military, just ata t{me
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when he neéds as much political support as he can
garner, Indeed, the leadership apparently has made a
decision to do more for the consumer quickly as a
mecans of obtaining the population's backing for peres-
troyka. This decision in turn probably means that
consumer subsidies will not be reduced soon, despite
the large potential this offers for reducing the deficit,
nor-—far the same reason—are taxes likely to be

raised.

Only large-scale imports of consemer goods and
rclaxing the antizleohol campaign offer Moscow ap-

. portunities 10 address the budget deficit without

gouging an important interest group. Both steps are
under discussion in Moscow. The leadership may
follow through by allowing increased alcohol sales.
Increased imports of consumer goods could be easily
financed through foreign borrowing, but Moscow so
far prefers Lo reserve forcign loans for investment uses
that expand domestic production capacity ratber than
for current consumpiion. While in general this restric-
tion makes sense, imports of invesiment goods do not
help resolve the immediate problem of the budget
deficit and Soviet conservatism on borrowing for
current consumption may eventually be relaxed.

Gorbachev must act quickly, Because the inflationary
tmpact of the budpet deficit exacerbates current
consumer problems, the leadership is fighting an
uphill bautle in trying to improve the quality of lile for
average citizens and gain support for peresiroyka. If
the budget deficit is not brought dewn, it could lead to
inflation much worse than the Sovicts have experi-

enced in the postwar cra.]:




Appendix A
Key Tables

Our information sources consist of published and
unpublished data from the Center for International
Research (formerly the Foreign Demographic Analy-
sis Division) of the United States Department of
Commerce, various issues of the annual Sovict
cconomic and foreign trade handbooks (Narodnoye
khozyaystvo SSSR and Vneshnyaya torgoviya), the
Soviel five-year statistical budget handbooks, the laws
on the state budget, and the annual budget speeches
of the Soviei Minister of Finance to the Supreme
Sovicet. The analytical framework behind the 1ables
follows the methodology developed by Mark Harrison
in his article, “The USSR State Budget under Late
Stalinism (1945-55); Capital Formation, Government
Borrowing and Monetary Growth” in Economics of
Planning, Yol. 20, No, 3 (l986).|—_—[
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Table A-3 Billion currens tubles
USSR: Estimated State Rerenues From Foreign Trade -

1870 1971 1971 1973 IST4 1¥IS 1976 1977 1878 1979 1980 1981 9BZ 1963 1984 985 19R& 1987 1M

Forelgn Irade prices

Exports 1.5 124 127 158 200 240 280 333 357 424 496 ST 612 €19 44 727 630 8.1 68D
Emparts 106 162 133 135 18R 267 287 300 346 175 445 526 564 396 654 694 616 607 61O
Net exports 10 12 =06 63 1.9 =2 =07 32 11 435 $2 45 68 33 90 32 357 74 1B
Conversion ralion -

Exports 1.59 150 P40 128 1.2 194 )00 D93 055 083 074 066 077 0% 030 DEY 06 069 0.69
Imporis 136 236 236 244 221 204 208 206 206 )97 1.BS 174 190 193 180 191 19} 191 19
Demestic prices i - .

Eaporis 183 184  17.5 202 1.2 250 280 326 342 352 36T ANT  sl4 502 520 500 401 474 489
Imnporis 249 265 314 379 4l6 544 398 620 712 46 BZ7 916 1072 1162 1247 134.0 1208 §17.2 1117
NeL imporss b6 29 1346 107 184 294 31.Y 294 369 394 450 539 C RS 60 7RI B 737 F2 1048
Net expeses in forsign trade prices 15 LB ~0& 01 4l =23 —-¢7 31 1y 34 38 10 52 61 &3 12 3% S AR
converied 1o domestic prices .

Estimaitd larelgn trade revenees Bt 97 128 180 205 260 M.0 325 380 432 408 S68 LT Trl 6.4 961 N6 753 M54
Nowes: $. Ling 7 = line 3 X line 5. ‘ -

1, Lines 1 and 2, 1976.8&: Soviey foreign trade hancbooks. 6. Line § = line 7 — line 6.

Vneshnpeya Torgorvips, various years: 1987 Soviel foceign teade 7. Line & = Jing 3 X line 4.

journal, Preshnyaya Torgovlya, Mo, ) (March 19EB); 1988: 8 Line 10 = |ine 3 + ling 9. Scc Foreign Ecomomic Repori, No,

estimated, 20, Domestic Valog of Soviet Foreign Trade: Exporis and Imports

2 Line3 = line L — line 2. in the 992 laput-Quiput Table, (US Depariment of Commerce,

3. Conversion ratios, 1970-B5: Center for International Research. October 1982), for discussion of methodology used 10 astimare

US Repariment of Commerce printout: t384-88: same values as specis] exrnings (rom foreign trade. R

1985 atsumad, 9. Components may a0t add 1o 1atals shown because of rounding,

4. Line & = line | X lincd.
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Table A~2 - . Biilian current rubles
USSR: Miscellaneons State Budget Revenues

1 9T 1972 1973 1974 1978 197 1977 1978 197 1980 1981 19EL 1583 1984 1585 1986 987 1988

Local taxes wnd collections g 09 0% 0% 10 1@ @ 10 w0 11 1l 1.1 2 L i3 13 12 12 .2
Forest income 05 05 05 05 05 05 03 05 05 05 05 03 03 08 03 OR 07 0} 07
Rent income 03 o¢f 01 01 01 Ol &1 01 ot 00 00 00 00 0O 00 00 00 00 00
Qther incomes 30 28 24 4 59 60 66 57 51 S6 63 43 6 78 35 61 S5} 6] 61
Total miscllansous revenues 44 42 39 63 5 16 82 1Y &7 ¥2 19 &5 82 %8 16 83 31 51 %]
MNates: L Lu-: S = sy of Fines 1 through 4,

1. Linet ] theough 4, 1970-85: the & icat handbook 3.C may aol add 1o lotals shown beewuse of raunding,

an the USSR state budcet published by the Mimﬂry of Finance:
Gasudorstvennyy Byudihet STSR: various years: 1986-85: estimat-
ed 1s annual average of 1981-85,

e
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Table A~}
USSR: Ordlnary State Budget Revenwes

Bitlion currenr rubler

1901971 1972 1973 1974 1975 1976 1977 1998 1979 1900 91 1982 1943 1984 1935 1936 987 198
Turnover tax 494 545 556 590 635 466 00 746 B4 ER) 94,1 1004 1006 1029 1027 917 9.5 0.0 B30
Payments fram profits 4.2 356 600 600 644 697 TOS VA4 784 B4 398 924 1024 1066 1156 1193 1292 1350 108
Tazes on individush 127 137 148 158 400 84 196 208 221 237 45 255 266 206 38& 300 31 324 26
Social inguranee (aaes B3 &% 93 05 136 113 131 124 )30 119 142 150 223 230 4.5 54 5 215 %3
Income lxex paid br cooperalives BT 14 13 LS LS5 1d 16 )6 1 L7 19 1% 22 26 25 26 28 2%
and public
Miseelaneous revenues 44 42 3% 83 735 16 &1 T3 &7 2 P pS5 42 P8 r& 83 Al Bl &7
ToAa] tevennes feom domestic sources [30.2 FIN2 1449 ES3.46 1646 1751 1820 1951 1062 2184 2322 1.7 220 3722 2018 2004 2887 2958 299.6
Esii d loreipn Urade g1 9.7 1x3 8.0 205 267 310 323 A0 432 493 568 637 721 734 BAL Y16 7s) 154
Toral j 138.3 1479 1S7.7-170.6 1830 2008 2133 227.6 244.2 261.6 2820 298.6 3258 344.3 J60.2 389.5 3613 3711 3757

Noies:
1. Crdinary domestic revenyes, alsg called current révenyes, arc
mainty Forms of waxstian. They accruc 10 the goverinent without
creating corresponding linbilitics that require serviciog or redeem-
ing in the future.
2. Lines T through 5. 1970-86; Narkhor, varicus years.
3. Ling I, 1987 and 198%: estimazed. Revenues from lurnover taxes
b::un lo fll'l ﬂurﬂr in IDIS a5 & result of the luynching of

ign, Furthes revenue logses due 19
lhe nlldrlnhu campaign oceuered in 1986 when lax revenuct
were mote than 10 billion rubles below plan, The (987 plan ealled
lor 96.4 billion rubles, but Finence Minister Gostev said in October
F9%T, “The turnover tax will produce less than planned™ in 1937,
Gostev also 5aid the phan faues for 1988 wag 29 hillion rubles, with
plermed revenues {ram the salc of sfccholic beverages reduced by,
11.5 billion ruhiss, indicating a possibly more realistic assessment
of the effect of the amialcobol campaign on Lax revenues,

]

4, Line 2, 1997 end 1983 cstimated ag 3 peecent of totai planned
revenues (435.7 and 481.6 billion rubles, respectively, dunnl 1987
and 1983}, 1he zverage sharc dulm: 1981-86

5. Linc 3, 1967 and 195%; esti i yea's
valug by |.2 billion rubles, the average annual i increment during
1983-86, -

6. Line &, 1987 and 1968 d by ing P year's
value by | billian rubles, the averzge annual increment during
1933.86.

1. Line §, 1987 and 1983; cstimazed a5 0, 65 perecny of tolal planned
revenues, the average share during §984-36,

8 Line § = tabie 2, line &,

9. Line 7 = sum of Kines 1 through 6.

10. Line § = nable I, line 10.

11.Line 9 = lise ¥ + linc §.

12. Components may nok 4dd 10 iclals xhown because of mndml




Table A-4
USSR: Estimated State Bodget Defict

Billion current rubles
{excepr where apsed}

1970 1871 1972 1973 1974 1975 1976 1977 19MB 1919 1980 1581 1981 1SAY 1984 1985 193¢ 1997 1983

Revenacy from domestic sources 130.2 138.2 (449 1526 J64.6 1751 182.8 1951 206.2 2184 2321 J4L7 2600 2712 2818 28).4 289.7 2958 199.6

Estimpted forcign Irade revenues Bt 97 128 180 205 267 30 325 B0 427 493 SEB 637 T2i 784 86 76 753 758
~ . Sum of ardinary revenues 1383 1479 137.7 170.6 185.1 2019 2{33 227.6 244.2 261.¢ 2820 2936 325.3 M44.7 360.2 369.8 3673 3711 752
- Expenditures 1546 164.2 1732 1840 1974 2145 2267 242.8 2602 2764 2944 3098 )| 3543 37012 3865 4170 4355 4436

Budget deficit L)Y 163 155 i34 123} |27 119 152 160 148 126 1.2 173 -100 [0 (70 493 644 584

Budget deficit (ax n percent of 105 9% &% 73 &2 59 57 B3 61 33 43 Jé 51 2B 10 44 119 4% 154

ckpendilures}

Notes: Fgures thown here for 1987 and [#88, therelore, are likely 1o

1. Line 1 = table 3,line ).
2.Line 2 = 1able 3, line §.
3. Line 3 = tablc ), Fine 9.
&, Lire 4, 1970-88: Nerkhpz, varicus years; 1987 and 1988; USSR
siste budget laws for 987 and | 988, respestively. Almost always,
nctua) expenditures turn out to be somowhat greater than eapendie
tures given in the-budger plag, Oaly twice in the past 20 years have
' aciual expenditures been lowes than the plan. The expenditure

| —

reprosent conservative estimares of expeaditures for those years. To
the extant 1hat ¢xpenditures are understated, given the cdtimate of
current reveaues, the estimate of the budget deficit will alss be
understaled.

3. Line 5 = ling 4 ~ line 3.

6. Line & = finc $/5inc £ X 100.

7. Camponenls may not a8d 1o lotals shown becavse of rounding.




Table A-S i Ritlion curremt rubles
USSR: Sources of Finance of the State Budget Deficit .

1970 1971 1972 1973 1974 |95 1976 1977 197 1379 1980 1931 1982 %43 984 1988 1984 1987 Isus

Budget deficit 163 163 155 134 123 127 129 152 50  [43 126 1L2 I3 100 110 170 4%% 644 6B4
Known sources of finanee
Long-term borrowing(bond sates) 0.5 0.3 €3 04 04 06
Shott=term bortowing from the B2 66 T3 N9 103 121 120 137 1458
S1aie Bank (savings reegipu)
Residunl
Implicd other short-lcrm borrowing 76 %4 2T 5S¢ 16 00 02
Trgm the S1aie Bank
Noles;
1. Line | = 1able 4, finc 5.
2. Line 2, 1970-86: Narkhoz, variows years: 1987-88: estimated,
3.Line 3.1970-36: Narkhor, varlows years; 1987; 1987 plan
Tulfillment report; | 988! extimated, based on !.l-billian-mbl: ine

06 06 046 0.7 06 G4 10 194 14 14 1% 22 1%
151 103 92 86 126 M52 MR 220 HO 124

0 09 =il 1T L& T AT —S52 <30 259 M2 S

crease in savings deposits reporwed for first quarter of 1988,

4. Line 4: calculyted s the difference beiween the budget defeit
and long-tertn and shori-lerm borrowing,

5. Components may not add lo tolals shown because of rounding,
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Appendix B

State Revenue From
Foreign Trade

State revenue from foreign trade is nol completely
understood by Western analysts. Simplifving great-
Iy, the mechanism scems ta work in the following way:

« Sovict trade authorities {ry to kecp exports and
imports roughly in balance in terms of foreign
currencics (or, what amounts to the same thing, in
terms of “foreign trade™ rubles).

Moscow prices imports much higher domestically on
average than what it pays for them in foreign
markets. Accordingly, the value of imports in do-
mestic rubles is now about twice what it is in foreign
trade rubles.

On the other hand, domestic prices for exports on
average arc set Jower than foreign trade prices.
Eaports in foreign trade rubles are now about 40 to
50 percent higher than in domestic rubles] |

" For more details, see V. Treml and B. Kostinsky, Domestic Value
of Sovier Fareign Trade (US Department of Commerce, October
1982), FER zo.xD

Reverse Blank 23

The surplus oblained by selling imports 10 Soviet
consumers and enterprises at high domestic prices,
and selling exporis at high world prices, constitutes.
the revenue from foreign trade. The Center for Inter-
national Research {CIR), US Bureau of the Census,
estimates that total revenue from foreign trade was
63.7 billion rubles in 1982, or 20 percent of estimated
current budget revenues for that year. Consumer
goods imports stand out as a source of this surplus
because their domestic prices are especially higher
than foreign trade prices. For example, according to
CIR estimates, textile and apparel imports were
priced at 4.3 times their foreign trade prices in 1982,
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Appendix C

The Official Balance as an
Indicator of the Estimated Deficit

Soviet official budget data almosi invariably report a
small budget surplus every year, While this surplus
clearly is misicading concerning the true relationship
between current government revenues and cxpendi-
tures, at the same time it does vary somewhat from
year to ycar. Harrison, in his study of trends in the
slate budget during 1945-55, carried out a stavistical

analysis that showed that his estimates of the budget .

deficit were strongly related to the official surplus.”
In particular, he found that increases in the official
surplus were strongly indicative of reduciions in the
actual deficit] |

We carried out a similar analysis for the period 1970-
86 using our estirnates of the budget deficit and Soviet
data on the official budget surplus, The regression
results (table C-1) and the scatter diagram (figure 4)
are consistent with Harrison’s finding of a significant

- statistical relationship between the deficit and the

official surplus.D

* Mark Harrison, “The USSR State Budget under Late Stalinism
(1945-1955); Capital Formation, Government Borrowing and Mon-
eisry Growth,” Economics of Planning, Val. 20, No. 3 (1986), p.
104.4

Table C-1 .
Regression Results

Key to Symbols

Y = ecsimaicd budgst deficii 4t percent of stane expendilures
{from 1ablc A-4)

¥ = Savia official budget surplus as pereent of s1a1e expendi-
Lures (detived from data in the Narkhos, variols years)

Estimaied Equation

Y= 541 — 168X R =0

0.1
Sample years: 1970 - 86
Number of obscrvations = 17

Reverse Rlank X 25

Figure &
USSR: Estimated Deficit Versus
Official Surplus (Percent of stase expenditures)

Estimated budget deficit
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