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ABSTRACT

This paper reviews the macroeconomic situation in Russia over 1993-1994. It notes the
striking progress achieved in the fight against inflation and tracks down the contributions
of monetary and fiscal policies. However, the paper notes that the situation is
unsustainable, with tax revenues rapidly falling and real interest rates excessively high.
When asking whether a relapse into near hyperinflation is likely, the paper concludes that
more likely are further ups and downs of moderate amplitude, as Russia muddles through
towards normaly.

August 1994.

1. Introduction: Russia in mid-1994.
Russia's path to a market economy is unconventional and often surprising. As
of mid-1994, the Russian economy is in an unsustainable situation. Some components
of a stabilization policy are firmly in place, but some other key features are still
missing. Economic reforms strengthen, despite a lack of consistency. Market
relationships spread and the private sector is booming. The high rate of inflation that
plagued Russia, during 1992 and 1993, has markedly slowed down; the enlarged
budget deficit has been brought down, from more than 35% of GDP in 1992, to 10%
in 1994; the real exchange has steadily appreciated. So far, Russia has performed
much better than other Former Soviet Republics (FSR) --except the Baltic Republics
which have embraced bold and fast comprehensive macro-economic reforms.' None
of the dire macro-economic scenarios forecast earlier have yet realized: Russia has
avoided any "Ukrainization" or "Belarusization". Real wages have remained constant
since January 1992; the continuous real appreciation of the Ruble has allowed the
population to consume more imports. Despite all the political turmoil and the
misguided statements, the President and the government have never backtracked on
key achievements. Price liberalization has never been reversed (and further
liberalizations of key commodities were implemented in 1993) despite popular anger
against persistent inflation, the Ruble has remained convertible on current account
with a market-based rate, the first stage of the mass privatization program has been
successfully completed.
Nonetheless, the current situation is fraught with pitfalls. Prevailing inflation
(+5.3% in July) is still much too high to enable a sustainable growth, future claims on
the budget are likely to jeopardize the fragile budgetary agreement. The basic rules
necessary to the well-functioning of a market economy are still missing, in particular,
legislation on private ownership and on bankruptcy has yet to be developed. Growth
prospects are undermined by the lack of credibility of the authorities and by pervasive
corruption.
At a fundamental level, the unconventional path followed by Russia might be
explained by fierce political conflicts over the "primitive" distribution of wealth and
power. The first few years of reforms will determine which individuals will hold, for
1 See Hanson and Sachs (1994).
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long, significant shares of the valuable spoils left over by the previous regime. As long
as property rights and rules of the game are no yet properly defined, there is a shortlived window of opportunity: highly valuable assets can be amassed and huge credits
be diverted to pile up private capital. Even if the economy is relatively poor and many
of its assets of doubtful value, the stakes are enormous by any standard: Russia holds
tremendous amounts of natural resources and a high-level human capital. If well
managed, they could generate substantial wealth. Similarly, there is no tradition of
democracy and no historical party which can naturally attract large segments of the
population. Those political parties, and their leaders, which will emerge as strongest
after the dust settles, may enjoy political supremacy for years thereafter. Viewed this
way, it is not surprising that Russia has been unable to reach a minimal political
consensus to back economic reforms and that policy-making has been hampered by
deep political disunions, including among close allies. Unlike in Central Europe, no
distinct group has emerged as the obvious and legitimate winner, in the aftermath of
the USSR's collapse. Many stakeholders have a vested interest in maintaining
uncertainty and economic turmoil, while reaping assets through huge subsidies and
allocation of resources on a discretionary basis.2
The paper analyzes macro-economic developments in 1993-1994 against the
backdrop of this primary distribution of wealth. 3 Quite oddly, after the resignation of
B. Fedorov and Y. Gaidar from the Government, in January 1994, the incomplete
stabilization program under way has proceeded. It is neither comprehensive nor
consistent and may well contain time-bombs. Section 2 deals with monetary policy,
which has evolved from extreme laxity, in 1992, to extreme tightness, in the Spring of
1994. The success against inflation is shown to be costly for lack of an accompanying
stabilization program. It is also far from complete and consistent as the credit crunch
now faced by former state-owned enterprises is too violent to be maintained for long,
while central bank advances to the Government have been partly replaced by a buildup
of unsustainable public arrears. Section 3 analyzes the exchange rate path. It shows
that the Ruble has been dramatically undervalued and, still, has some way to go before
reaching the equilibrium. Yet, the level now reached makes it easier to undertake a
stabilization program. Section 4 analyzes the budget. It grapples with various
inconsistent accounts --mainly the proliferation of off-budget items-- to provide an
estimate of the overall position of the State. Much progress has been achieved
2 Central Bank cheap credits and commodity loans granted without any transparency.
3 Previous macroeconomic surveys are Lipton and Sachs (1992), Aslund (1992), Dabrowski
(1993b), IMF (1993), Da Cunha and Easterly (1994).
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towards reducing the public borrowing requirement. However, this has been partly
done through unconventional means, leaving concerns for the near future. The
concluding section lists the many hurdles that must be overcome, if stabilization is to
be achieved.

2. Monetary Policy and Inflation.
The Central Bank of Russia (CBR) fulfilled quasi-fiscal functions, subsidizing
Northern Territories, coal mines, agriculture, large-scale industry4 and FSR, without
any government supervision. Huge resources were thus allocated outside the official
budget. Their disbursement was highly discretionary: pressures from powerful lobbies
(agriculture, industry, exporters for credits to FSR) or substantial bribes may have
prevailed. Negative interest rates turned these credits into subsidies, estimated, for
1992, at 12.3% of GDP for firms and 4.5% for FSR (see Table 2). By the end of
1992, financial disarray was total, with monthly inflation raging around 25% per
month. A gradual stabilization, engineered in the Spring of 1993, continued and
deepened into 1994, bringing inflation down to 5.3%, by July 1994 (see Figure 1).
The gradual tightening of the monetary policy started with credit ceilings in 1993:1,
supplemented by a policy of positive real interest rates during the Fall of 1993
onwards.
Figure 1 about here

2.1.

Interest Rates.

Figure 2 presents the inflation rate and the discount rate charged by the Central
Bank of Russia, both on a monthly basis. The implied real interest rate suggests that
monetary policy has been extremely lax until mid-1993 and extremely tight thereafter.
The discount rate has exceeded inflation for the first time in November 1993, and the
difference has steadily risen, to reach the staggering level of 9.4 percentage points in
March 94, i.e., 194% on an annual basis. Since then, the CBR has been barely moving
its discount rate down as inflation recedes, maintaining real borrowing costs
4 i.e., "credit to commercial banks". A significant part of the credit available to firms has
been provided by the CBR, indirectly through banks, acting mainly as "mailboxes" (making
substantial profits along the way by delaying disbursements and investing at high rates in the
meantime).
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Figure 1. Monthly Inflation (CPI). 1991-1994.
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unbearably high. However, while it may be true that current interest rates are
unsustainable, over most of the period under study, such measures of the real interest
rate are a misleading figure of monetary policy, for several reasons.
Figure 2 about here
First, the CBR discount rate mostly corresponds to loans of one year maturity.
Comparing these rates with monthly inflation would provide a meaningful measure of
the ex ante real interest rate, only if expectations were static, a very unlikely
assumption, given the high degree of volatility, apparent in Figure 1. If; instead, we
calculate the ex post real discount rate, by subtracting from the annualized nominal
rate, in any given month, the inflation rate actually recorded over the subsequent 12
months, we discover a different story. The real interest rate, which stood around 70% to -80% for more than one year until March 1993, started then to rise steadily
and became positive in August 1993.
Second, real interest rates, measured with the CBR official base rate, do not take into
account the existence of subsidized credit. In September 1993, just before their
elimination, subsidized credits represented 85% of the credits granted by the CBR.
Subsidies were considerable: for instance, in September 1993, when the annual
discount rate was at 170% (actually 390% when compounded), subsidized credits
were granted at annual rates ranging from 13% (13.8% compounded) for military
conversion to 55% (i.e., 71%) for the Northern Territories. 5 Thus, the impression,
gained from Figure 1, of a marked shift to money tightening in October 1993
understates the early laxity and needs revisiting. We argue below, that monetary
tightening started earlier and may be less of a crunch than what it seems.
Third, given the absence of a proper banking system, credit rationing prevails. Several
thousands of banks have been created since 1991, but few of them actually perform
the elementary banking task of providing commercial credit. Bank credit is limited
more by lack of solvent customers than by supply. Indeed, commercial banks keep
huge amounts of excess reserves (partly to cope with a most inefficient clearing
system), with sharp negative returns, rather than extending loans to firms which
cannot be bankrupted. Indeed, total CBR's credit has never been less than 70% of the

5 Source: Teplukhin (1994). The Russian way of quoting interest rates can be surprising.
Rates are actually set at a monthly rate, as is normal under very high inflation, but quoted at
annual rates, found by multiplying the monthly rate by twelve, instead of compounding.
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Figure 2. Inflation and CBR's Discount Rate. Monthly Data.
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total amount of credits. Under these conditions, access to the CBR or to friendly
commercial banks is more important than the cost of credit, especially as real interest
rates are sharply negative.

2.2. Monetary Aggregates.
As Figure 2 shows, inflation has started to decline in September 1993, while the ex
ante real interest rate was still hugely negative. This leads us to look at the evolution
of monetary aggregates as a better guide to interpreting monetary policy during the
early reform period than the interest rate. 6 Unfortunately, the evolution of the two
main monetary aggregates --total CBR credit and M2, shown in Figure 2-- provides a
far less clear-cut picture. Monetary policy appears to have been all but consistent over
time, even if the trend towards a reduction in nominal growth is clearly visible.?
Aggregates leave the impression that, except for a few months early on, monetary
policy has been extraordinarily lax during 1992. The result has been the
accommodation and, then, the perpetuation of the initial inflation blip at the time of
price liberalization in January 1992.
During 1992, the real value of CBR credit outstanding has been multiplied by a factor
of three, while inflation was growing on average at 15%-20% per month; at the same
time, real M2 has been on a declining trend. Obviously the Russian public has
gradually adapted to high inflationary conditions, by switching out of Rubles into
better stores of value. The paradox of a rising real stock of credit and a declining
supply of real money is easily resolved. Given the hugely negative real interest rates,
firms had a strong incentive to borrow from the CBR as much as possible and, then, to
use their loans to acquire foreign assets. Thus, the CBR did subsidize capital flight,
not industrial production. For 1993, Figure 3 depicts a gradual but continuous
evolution. On the whole, except for the bursts of credit associated with the traditional
July harvest and December salary bonuses, credit has not been allowed to
accommodate inflation.

6 As noted above, the ex post real interest rate actually turned positive when inflation peaked.
If agents held rational expectations and believed the governments pronouncements that
inflation would soon decline, then, the ex post real interest rate would appear to be a good
indicator of the stance of monetary policy.
7 For detailed accounts of the early period see Lipton and Sachs (1992), Sachs (1994),
Fedorov and Kazmin (1994), Fischer (1994).
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Figures 3 and 4 about here
The slowdown of monetary aggregates growth corresponds to clear policy steps. The
CBR has successively curbed credit to its three main beneficiaries (FSR, commercial
banks and federal budget), as is apparent in Figure 4. The first cutback affected FSR,
which had received massive transfers, estimated at 5.7% of Russia's GDP in 1992.
These transfers accrued within the framework of the Ruble zone, where several
Central Banks were issuing credit independently of each other, leaving to the CBR the
task of passively ratifying this unbounded activity and of indirectly freely financing
FSR's external deficits. This process slowed down in the beginning of 1993 and came
to an end in November 1993, when the Republics were forced to issue their own
currencies, once the Russian government had imposed stringent conditions for Ruble
zone membership.
Then banks took over as the fastest growing recipient of CBR credits. This channel
represents subsidies to firms via cheap credit. In turn, this channel slowed down
markedly at the beginning of 1993, even though it still grew at a monthly rate of 15%
to 20% until October 1993. The growth of credits to firms was curbed mainly
through credit ceilings, implemented, first, domestically by the Ministry of Finance
with the Credit Commission from the second quarter on, thereafter, in accordance
with the IMF, within the STF-1 agreement (signed May 1993) which set moderate
credit targets for the rest of the year s A policy relying only on interest rates would
have failed. With no proper legal enforcement of contracts and no bankruptcy (so
far), with no wide-spread collateral procedures, interest rates were a weak measure of
borrowing costs. Firms could either default or bargain for continued credits, while
resorting to mass lay-off blackmail, thus reducing, by far, the real rate paid ex post.
Political turmoil, throughout 1993, and the very low credibility of both the

8 CBR credits, for Q3 and Q4 1993, under the STF-1 agreement:
Quarterly Growth (STF-1)
1993: Q3
1993: Q4
Total CBR credit

+125%

+55%

CBR credits to government

+182%

+70%

CBR credits to banks

+127%

+38%

CBR credits to FSR

+0%

+0%
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Figure 3: Money Supply and Total CBR Credits. Real Terms.
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Government and the CBR reinforced this pattern. Continued political fight between
the CBR (which favored a loose credit policy to support industry) and the Minister of
Finance (leaning towards an anti-inflationary policy) prevented a "normal" interestbased policy, monitored by the sole CBR. The creation of the Credit Commission,
during the Spring 1993, under the auspices of the Ministry of Finance, aimed at
offsetting CBR's inflationary tendencies with quantitative credit targets, since interest
rate policy remained within the sole CBR competence.
This is when credit to government accelerated to represent almost the only source of
money creation. This item is discussed in the fourth section.
During most of 1992, industrial and agricultural firms, with access to the CBR,
benefitted from the inflation tax alongside the government. The losers were individual
households and firms without privileged access to credit, and, of course, the fledgling
private sector. CBR largesses have gradually diminished during 1993, especially after
the adoption, in May 1993, of ceilings on fresh CBR credits. Table 1 shows that, if
the CBR has often missed its targets, the over-extension has declined towards the end
of 1993, especially when converted in real terms. On the other side, the new private
sector and households now bear a less important inflation tax, while they are barely
unaffected by the credit squeeze, having no access to credits anyway. Hence, the old
industrial sector declines faster, while emerging markets can thrive and the
reallocations of resources proceed faster. We have no sector-based data to support
this claim, but recent surveys consistently report a boom of the private sector.9
In fact, the extremely high real interest rates, which have emerged at the end of 1993,
correspond to an effective tightening of credit, with a near halt in CBR credit to banks,
i.e., to firms. This is confirmed by the behavior of bank lending rates. From early
1994, the bank lending rates have fallen below the CBR discount rate, while, until
then, they had consistently remained above it. For example, in June 1994, short run
lending rates stood around 10% per month, against 15.4% for the discount rate. Such
a huge difference (90% on an annually compounded basis) betrays the severity of the
credit squeeze. Coupled with non-payments of state procurements (see Section 4),
this results in long-privileged firms facing now serious difficulties. Given the
sharpness of the turnaround and the uncommon height of real interest rates, the CBR
is unlikely to maintain its stance long enough to squeeze inflation out.

9 This interpretation has been suggested to us by Marek Dabrowsky. A phenomenon of this
kind happened in Poland in 1992-93, when growth resumed, while real credits were declining.

7

Russia's Transition: Muddling-Through

Table 1 about here

2.3. The Costs of Disinflation.
Since 1992, although the number of observations is inevitably limited, a four month
lag has emerged between money growth and inflation (Sachs, 1993). The monetary
tightening of the second half of 1993, followed by a marked decline of inflation
(Figure 1), confirms this pattern. What has surprised many, though, is how quickly
disinflation has taken place. A well-rehearsed argument had been that "Russian
specificities" such as monopolies, the lack of bankruptcy legislation, the social
responsibility of firms, and so on, would prevent tight monetary policy from affecting
inflation, Explicit references to such idiosyncrasies have played a role in policy
making, and may be seen as one key reason why a comprehensive stabilization
program has never been adopted. As a consequence, bringing inflation down to a
single digit per month has been achieved without the support of nominal anchors (see
Bruno, 1991), such as a pegging of the exchange rate and a balancing of the budget.
Under such conditions, one would expect the costs of disinflation to be greater than
needed and further progress against inflation to be hampered.
Just how costly has disinflation been so far? This is a question nearly impossible to
answer without making some strong assumptions. First, because it is sometimes
asserted that there is no trade-off between inflation and output, even in the short run.
In this case, there is no cost of disinflation and inflation is bad, without any
justification. Second, in countries in transformation, a deep fall in output, exogenous
to the inflation process, is unavoidable. The additional cost of disinflation may be
trivial (Sachs, 1993). Indeed, some countries have faced a deep fall in output with
inflation actually increasing, e.g., Ukraine. Finally, it may be argued that the deeper is
the transformation-induced fall in output, the higher is the pressure on the monetary
authorities to attempt, vainly, to accommodate the shock by subsidizing ailing firms.
In that case, inflation and output fall are positively related.
Any attempt at measuring the costs of disinflation, therefore, is bound to be highly
controversial. We propose to compare Russian performances to other transforming
economies which have had to battle with very high inflation, in the aftermath of price
liberalization. The obvious benchmark is Poland. Both countries started with fairly
consistent macroeconomic programs and a liberalization of most prices, on a
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Table 1. New Credits by the Central Bank of Russia:
Ceilings and Outcomes in 1993
(Billions of Rubles)

1993:2

1993:3

1993:4

Ceilings

2,752

3,478

3,284

Outcomes

1,997

5,769

5,257

Source: Teplukhin (1994)
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preannounced day. 10 Second, before the end of central planning and formal price
controls, both countries had gone through a period of repressed and occasionally open
inflation. Third, they both initiated the move to market by liberalizing most prices on
one pre-announced day, January 1, 1990 in Poland and January 1, 1992 in Russia.
This provides starting dates for comparisons.
There are also a number of important differences to keep in mind, when interpreting
the data. First, the period of transition, between the relaxation of tight controls and
the move to markets, has lasted longer and has been accompanied by more open
inflation in Poland than in Russia. Consequently, the monetary overhang to eliminate
through a price jump had to be higher in Russia. Indeed, the initial inflation shock led
to a price increase of 245% during January 1992 in Russia, against 80% in Poland, in
January 1990. This means that Russia started off in a worst position, as it had to
battle with a more ominous threat of runaway inflation. Second, because output, in
any transforming economy, must fall, we will inevitably overestimate the cost of
disinflation. Is there a reason to believe that the comparison will be systematically
biased? On one hand, Poland has been hit by a serious worsening of its terms of trade
when prices of imported oil and gas rose to world levels. The collapse of CMEA
trade represented both a demand and a supply shock. 11 On the other side, Russia
enjoyed a significant improvement of its terms of trade, and could use its amazing
wealth in natural resources to cushion the blow through wasteful implicit subsidies.12
While affected, too, by the collapse of both the CMEA and the Soviet Union, shocks
on its economy, in all likelihood, were less severe than in Poland, given its size and
central position. Russia, however, had to face two additional handicaps. It had a
longer history of central planning. More important, the size (up to 30% of GDP by
some accounts) and influence of the military-industrial complex represented a
tremendous handicap: the 85% fall of orders of military procurements, in 1992, might
compensate Russia's advantages over Poland. It would be desirable to account for
these various effects in measuring the costs of disinflation. This is a task which far

10 Several papers have contrasted the experiences of Poland and Russia. See, e.g., Aslund
(1994) and Dabrowski (1993a, b).
11 Rodrik (1992) estimates that most of Poland's decline in output can be ascribed to the
CMEA shock.
12 According to IMF estimates, the implicit energy consumption to enterprises represented no
less than 95% of GDP in 1992. These subsidies continued in 1993, as domestic energy prices
remained much below world levels.
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exceeds the scope of this paper and is left for further research. 13 Our working
assumption is that, as a first cut, these different effects do not bias the comparison
between Russia and Poland too obviously, in one direction, and that, if we -find a clear
difference between the costs of disinflation in these two countries, it is likely to be
robust to the necessary adjustments.
Figure 5 depicts inflation and output, starting one month after price liberalization.
Output is approximated by industrial production. In both Russia and Poland,
industrial production fell much more than GDP, because of the famed communist bias
in favor of industrial output, thus leaving an exaggerating impression of decline.
Measures of industrial production are notoriously suspect, especially because of the
growth of the underground economy and of a boom in trade and services. Casual
observation suggests that both have probably grown more vigorously in Poland so that
the comparison in Figure 5a tends to favor Russia.
Overall, we observe a much more pronounced fall in output in Russia, while inflation
which starts higher, remains higher for a long period of time until, finally, it declines
much more. Yet, within five months of price liberalization, Russia's inflation (16% in
May 1992) had receded to the same rate as the one reached in Poland, in its second
month of liberalization (16% in February 1990). This could have provided a sound
basis for achieving the same performance as in Poland, had a consistent program been
in place. The far worse inflation performance, over the next 15 months, is not
accompanied by a better output performance. When inflation did come down at the
end of 1993, output further deteriorated.
The figure leaves little doubt that the battle against inflation has been considerably
more bruising in Russia. Cumulated output losses are much higher, as output fell
deeper, and has not recovered two years and a half after liberalization. Inflation has
remained, on average, extremely high for a very long period. 14 This does not
13 For a detailed discussion of the poor quality of data within this context, see Granville
(1994b).
14 A simple way of measuring the cost of disinflation is to compute the so-called sacrifice
ratio. This ratio measures how much output has to be given up in order to bring inflation
down by one percentage point. For illustrative purposes, we have identified a low inflation
point: March 1994 in Russia, the latest for which required information is available, and July
1991 in Poland. The industrial production index is set at 100 on that month. The cost of
disinflation is then measured as cumulated monthly deviations from 100, since the relevant
month of February. We find a sacrifice ratio of 15.8 for Russia and 5.1 for Poland. The
difference is large enough to accommodate the caveats discussed earlier.
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necessarily entail these poor performances have been caused by the absence of explicit
nominal anchors, within a comprehensive stabilization program. Other alleged culprits
can be the lack of support to potentially successful firms, or the decline in
competitiveness, due to the real appreciation of the Ruble. In Russia, the huge
amount of cheap credit, awarded to industry, undermines the case for insufficient aid.
Hence, we can conclude that the absence of nominal anchor, the lack of credibility and
the inconsistency of the disinflation process, have added an undue output collapse.
Figures 5a and 5b about here. To be printed side by side.
The result can be challenged in a number of ways. As noted, output must decline
anyway. A preferable measure of disinflation costs would be the rate of
unemployment, but unreliable data, in Russia, prevent it. The official unemployment
rate of 1.2% is, evidently, far too low, while word-of-mouth estimates at 10%, or even
20%, are equally unrealistic.

3. The Exchange Rate.
One key nominal anchor, conspicuously missing in Russia, has been the exchange rate.
Figure 6 contrasts the floating rate in Russia with the Polish peg, over the first 16
months of reform. The exchange rates, in Zlotys and Rubles per dollar, are converted
into indices, equal to 100 on the first month of stabilization (January 1990 in Poland,
January 1992 in Russia). The Ruble has not just depreciated by a considerable
amount, it has been most unstable. Periods of quasi-stability, or even appreciation,
have even been followed by periods of rapid depreciation.
Two main conclusions emerge from Figure 6. First, the Moscow exchange market
(MICEX) has quickly turned into a fairly efficient market, in the middle of an economy
where organized markets are not exactly flourishing. 15 Thus, the argument that
exchange rates should be administered --current account convertibility cannot be
established promptly-- for lack of a pre-existing proper market, is shown to be
incorrect. Reasonably efficient markets appear surprisingly quickly.

15 It is remarkable how well the exchange rate tracks down the main politico-economic
events, including the December 1992 departure of Gaidar, the May 1993 agreement limiting
the discretionary powers of the CBR, the October 1993 events, and the January 1994
departure of the reformist ministers.
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Figure 5 A. Industrial Production in Russia and Poland.
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Figure 5 B. Monthly Inflation (CPI) in Russia and Poland.
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Second, periods of stability, alternating with periods of sharp depreciation, have
destabilized the price system. Such uphazard behavior sends signals pushing prices
one way and the other, the exact opposite of the benefits expected from a nominal
anchor. 16 One can argue that exchange rate movements are endogenous and simply
reflect various economic and political developments. While formally correct, this
observation overlooks that monetary policy is endogenously disciplined, when the
exchange rate is pegged at a reasonable level. More important, overshooting
depreciations, often based on expectations of policy shifts 17, trigger inflationary
pressures which, in turn, are not always easily resisted amid political upheaval.
Figure 6 about here
In contrast to Figure 6, Figure 7 shows that the real exchange rate —an increase
represents now an appreciation-- has considerably appreciated in Russia, by a factor of
12 (since the end of January 1992), while only by 2 in Poland. This raises two difficult
questions.
First, Why did this extraordinary real appreciation occur? Either the Ruble was
massively undervalued at the onset, or it is massively overvalued today. The latter is
hard to believe: it would be indicated by an external imbalance. Despite grossly
inaccurate foreign trade data, there is no current account deficit. Another indicator is
relative labor costs. Figure 8 shows the evolution of average wages in Russia and
Poland, both expressed in US dollars, again starting from the onset. Russia's average
wage barely reaches Poland's one, three months into liberalization. Even if Russia's
economy is less competitive than Poland's, which is by no mean obvious, given
Russia's enormous natural resources wealth, an average wage half of Poland's is
unlikely to be excessive.
Figure 7 about here

16 We have experimented with causality tests between price and exchange rates. Maybe due
to the small size of the sample, no significant causality, one way or another, has been detected.
17 Obstfled (1986) has developed the notion of self-fulfilling attacks which, while not needed
in the present context, are useful to illustrate the idea that exchange rates may be a source of
inflationary innovations.
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Figure 6 : Nominal Exchange Rates
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Thus, the massive real appreciation can confidently be ascribed to a shift to the
equilibrium, following strikingly undervalued levels, caused by a huge scarcity of
foreign currency balances in 1991. The street exchange rate, to which the free CBR
rate quickly converged, reflected a massive excess demand for foreign currency. Over
time, continued current account surpluses 18 and positive real interest rates have
appreciated the exchange rate. If capital outflows, bolstered by huge uncertainty,
were to cease, the real exchange rate could appreciate further towards a long run
equilibrium, corresponding to Russia's external competitiveness. When it happens, the
terms of trade will further improve. This will provide consumers with a much needed
relief, as well as producers with more realistic competitive pressures.
Figure 8 about here
The second issue concerns the nominal exchange rate as an anchor, within a
comprehensive stabilization program. Let us assume, that the real exchange rate,
observed in the Spring of 1994, is close to a sustainable equilibrium. Had the nominal
exchange rate been pegged at its early 1992 level, a successful stabilization program
would have been followed by a move of the real exchange rate, all the way to its
equilibrium level. Thus, a successful stabilization package, with a pegged exchange
rate, would have required anyway a twelve-fold price increase i.e., inflation would
have been at least 1100% (22% per month) had the adjustment been spread over just
one year, and 250% per year (11% per month) if spread over two years. 19 This
assumes that, by mid-1994, the real exchange rate is close to its long run equilibrium.
If, instead, we assume it is still too low, inflation would have probably been higher.
Thus, it would have been desirable to peg the exchange rate at a level significantly
stronger than the early 1992 market rate.
The massive undervaluation of the Ruble, at the time of the collapse of the Soviet
Union, represented, therefore, a formidable difficulty. 20 A well-crafted stabilization
18 Again there is a serious issue of mismeasurement, as the underground sector seems to be
largely dealing with trade. Export quotas, in particular on energy, also greatly contribute to
reduce the accuracy of official data. Estimates put at between $15 and 20 billion the stock of
assets held abroad by Russian entities, with an additional $12 billion deposited in Russian
banks, and large amounts of cash in circulation.
19 In Poland, most of the real appreciation occurred during the first

16

months.

20 This point was clearly recognized in Lipton and Sachs (1992, p. 242) and Williamson
(1993, p.596-7), who notes divergences both within the Russian authorities and within G7
countries.
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Figure 8. Average Monthly Wages in US Dollars.
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plan, including an anchoring of the exchange rate, would have worked, of course, but
not immediately. Put differently, the real appreciation, of the first two and half years,
represents a considerable improvement in the macroeconomic situation, making
stabilization much easier now than ever before.

4. Bucket Policy.
Another standard feature of successful anti-inflationary policies is a closing of preexisting budget deficits. It turns out that, on this account too, Russia is not following
the cookbook. One normally expects a closing of the gap through tax increases and
spending cuts. For a while, until mid-1993, Russia enjoyed quite remarkable levels of
budgetary revenues, but did not attempt seriously at closing its deficit. When
stabilization began, revenues declined very seriously. The response has been partly
conventional (spending cuts), partly unconventional, through the buildup of budget
arrears.

4.1. Towards Comprehensive Budget Meares.
Analyzing the budget would be meaningless if restricted to official figures. Important
items are recorded off-budget. They include import subsidies and subsidies to firms,
channeled through CBR's soft credits. In 1993, most of the off-budget funds have
been either progressively phased out (import subsidies) or gradually included in the
official budget. At the same time, hidden subsidies, granted by the CBR to both
Russian firms and FSR, have ground to a halt, which makes comparisons over time
delicate. In this respect, Russia has normalized its situation in 1993.
Table 2 represents an attempt to gather budgetary figures. It starts with the
consolidated budget, including both federal and local governments. (Local
governments cannot run deficits, but may enjoy surpluses.) On this definition, the
situation has deteriorated slightly in 1993 relatively to 1992. For 1994, we distinguish
between the budget figures agreed upon in March 1994, during the STF negotiations
with the IMF, the federal budget, as approved by the Parliament, and preliminary and
incomplete data for 1994 (until May). Naturally the IMF-sanctioned budget for 1994
exhibits an improvement over 1993, but the other figures indicate no progress. Indeed
the recorded budget, since the beginning of 1994, is not representative of a full-year
budget. Large expenditures typically come later in the year. If we compare with the
14

Russia's Transition: Muddling-Through
figure for January-May 1993, a deficit of 1.7%, we find a significant deterioration. If
we add June 1994, the deficit is already 7.0% for the first semester.
We then add the off-budget items. The first one is actually in surplus. It includes, in
particular, social spending: pension funds (with expenditures amounting to 9.3% % of
GDP), a social insurance fund (1.7%), the unemployment fund (0.4%) and other
sectoral funds (5.7%). 21 The surpluses are mainly due to inflation, the unconventional
reversal of the Tanzi effect, as pensions have lagged behind inflation. Other factors
contributing to surpluses, are the age structure of the Russian population and the low
and declining life expectancy. 22 As of 1993, most of these funds -- except the pension
fund -- have been included in the budget. The other off-budget item corresponds to
un-budgeted import subsidies, mostly financed through bilateral commercial credits --a
component of the much heralded G7 support package. Why should this item be
incorporated in the budget? One could argue that these loans do not represent a cost
to the budget, as they are paid for by the rest of the world. These tied credits,
estimated at 11.9% of GDP in 1992, included mainly wheat and medicines, which may
be of questionable need for the Russian society. They were profitable for Western
exporters and their affiliates in Russia and represented a source of corruption within
the agencies in charge. Being externally financed, they are not inflationary, and may
even be counter-inflationary, if they lead to an appreciation of the Ruble. In fact, these
are loans, not grants, representing a liability to the Russian government, and are
properly accounted for as a debit item. These are commercial credits, of short
maturity, weighing, in 1994, on public finances. These loans have now been
curtailed. 23 With these two additions, we obtain the enlarged deficit. On this basis,
we observe a clear improvement in 1993 over 1992. The planned budgets, either in
the IMF agreement, or as approved by the State Duma, now appear quite ambitious.
Credits provided by the CBR, either to firms or to FSR should also be considered as
hidden subsidies. In principle, the amount of implicit subsidy is the present value of
the difference between the interest costs, evaluated at market level, and those
evaluated at the relevant subsidized rate. If, on the other side, firms and FSR do not
21 Source: Teplukhin (1994).
22 It is one more sad irony that, with a very bare social safety net, Russia manages to achieve
a surplus where Western European countries face endemic deficits.
23 In 1993, with the real appreciation of the Ruble, import subsidies lost their official
rationale. Importantly, as farmers had complained that such a scheme introduced unfair
competition; mounting protectionist pressures brought the device to an end in late 1993.
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honor their commitments --or do so with a significant lag to take advantage of the
very high rate of inflation--, it is the full amount of credit which measures the
subsidies. As of April 1994, firms' arrears to commercial banks, and indirectly,
therefore, to the CBR, represented about 20% of credit outstanding.24
In Table 2, we provide two alternative estimates of CBR subsidies. To find an upper
bound, we assume that firms and FSR will never reimburse their credits. In this case,
the whole amount of CBR credits is counted as a subsidy. The lower bound estimate
is obtained by considering that the subsidy component corresponds to the real interest
rate when it is negative, and is nil otherwise. (This assumes that the opportunity real
cost of loans is 0%.) We also assume that all loans are reimbursed after one year, the
normal maturity of directed CBR credits.
This correction is not innocuous. The 1992 budget deficit is now staggering,
estimated between 35% and 40% of GDP. Equally spectacular is the improvement in
1993, as the amount of CBR's credits to both firms and FSR declined (even before the
STF-1 agreement), without shifting the whole burden onto the budget. Even so, the
deficit is still considerable, close to 15% of GDP, and certainly not a sound basis for
stabilization. Importantly, for 1994, the combination of positive real interest rates and
of the official end of subsidized credit imply that this latest adjustment is no longer
needed.25
Table 2 about here

4.2. A Contracting Budget.
The previous section has focused on the budget deficit, because it is crucial for
stabilization. It is worth recalling that the link between deficits and inflation is far
from automatic and that balancing the budget can be done in a variety of ways, more
or less harmful. This section illustrates this point and further notes how the deficit is
being contained, with rather unorthodox, possibly dangerous, methods.

24 On April 1, 1994, credit outstanding was Rub 31,064 bn and arrears stood at Rub 6,394.
Source: CBR.
25 While subsidized credit is, en principe, suppressed, directed credits have not been fully
eliminated. But they now carry the CBR refinance rate which is close to, and sometimes
above, the market-based interbank rate. If directed credit implicitly allow for much delayed
service, however, the adjustment is still required.
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Table 2. Various Estimates of the Budget Balance. 1992-1994.
In % of GDP

1992

1993

Forecast

1994

Duma

1994 STF-2 June (*)

1994

Jan-June

Consolidated Expenditures

37.8%

35.3%

38.4%

26.8%

30.5%

Consolidated Revenues

29.0%

25.7%

30.9%

17.1%

24.5%

Consolidated Cash Budget Balance

-8.8%

-9.6%

-7.5%

-9.7%

Extra Budgetary Fund Expenditures

7.4%

7.4%

Extra Budgetary Fund Revenues

8.4%

9.2%

Extra Budgetary Funds balance

Unbudgeted Import Subsidies

Enlarged Budget Balance

I

-6.0%

2.5%

0.6%

1.1%

1.8%

-11.9%

-2.3%

0.0%

0.0%

-18.2% -11.3%

-6.4%

-7.9%

-15.6%

-2.4%

0.0%

0.0%

0.0%

-5.7%

-0.7%

0.0%

0.0%

0.0%

-39.5% -14.4%

-6.4%

-7.9%

n/a

0.0%

First Estimate
CBR subsidy to banks
CBR subsidy to FSR
Overall Consolidated deficit. 1

Second estimate
CBR subsidy to banks

-12.3%

-1.1%

0.0%

0.0%

0.0%

CBR subsidy to FSR

-4.5%

-0.5%

0.0%

0.0%

0.0%

Overall Consolidated deficit. 2

-35.0% -12.8%

-6.4%

-7.9%

GDP in billion Rubles

18,065 162,300

746,000

725,000

148,100

In the first estimate, we assume that the whole flow of credits is a subsidy, when r is negative.
In the second estimate, we assume that credits are repaid and have a 1 year maturity.
The subsidy = dC * r, with dC the growth of credits and r the real interest rate if r is negative,
otherwise subsidy = 0. Calculations on a monthly basis. r is the ex post real rate.
(*) For the June budget, only Federal revenues and expenditures available.2
Source : IMF, Russian Ministry of Finance, Russian Economic Trends, MFU, Mark Nagel (1994),
Torun Hedback and authors' estimates.
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Figure 9 shows five ways of financing the enlarged budget deficit. The first source of
deficit financing is the domestic public debt. It had no role in 1992, an infinitesimal
one in 1993 and will play a very modest role in 1994. This is surprising given the
quasi-absence of internal public debt. The ease with which all issues have been
absorbed so far by the market, despite limited confidence in the government, suggests
that a pent-up demand for Treasury paper. The second source of financing, which has
also played a limited role so far, is the sale of assets such as gold and state-owned
enterprises. The decision to move to cash privatization, in the latter part of 1994, and
to open it to foreigners, will probably result in more significant incomes for the state,
even if huge amounts cannot be expected.
The third source of financing is monetary. The figure gives the false impression that
this channel has remained stable, at a moderate level. We know, from Table 2, there
has been massive monetary financing, once CBR credits to firms and FSR, not shown
in Figure 9, are taken into account.
The fourth source is foreign assistance. It has been very large in 1992, but most of it
consisted of bilateral import credits (see Section 4.1). 26 With the resumption of IMF
support, it will play a more significant role in 1994. The official figure for 1994,
altogether R 19,300 billions or about $ 7.7 billion (using the exchange rate adopted in
the budget), is partly secured. It includes the April STF-2 agreement ($ 1.5 billion)
and debt rescheduling by the Paris Club ($ 3.5 billion). Loans from the World Bank
($1 to $2 bn) look reasonably safe. Further IMF money in the form of a stand-by loan
(estimated at between $1 bn to $3 bn) is yet to be negotiated. Such a foreign
financing goes a long way towards eliminating inflationary finance, assuming, of
course, that the overall deficit does not increase. If only a portion is finally agreed
upon, the risk of extensive inflationary financing is very high. This adds another
source of uncertainty.
The last source of implicit deficit finance goes unrecorded and represents a serious
source of concern. It consists in bringing spending down by not honoring already
made expenditures, i.e., the government builds up arrears of its owns, even if the
Ministry of Finance does not recognize them, arguing that some expenditures have
26 We do not include the $ 1 billion stand-by loan, even though it represents a liability of the
Russian authorities. The reason is that the funds have been remitted directly to the CBR, to be
kept as foreign exchange reserves, and have not been used to finance the budget. Thus, it is
better considered as a CBR debt.
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been decided without its approval. 27 (These arrears are estimated at 6 trillions Rubles
in 1993, i.e., 3.7% of GDP, and at 4% in the first half of 1994). Figure 10 shows that,
starting in the last quarter of 1993, and continuing in 1994, tax revenues have fallen
considerably. Beyond inappropriate budgetary procedures within the Government,
this represents an attempt by the Ministry of Finance at introducing some discipline in
spending patterns within the government. At the same time, as Figure 10 shows, it is a
rather desperate attempt to contain the deficit to the size agreed with the IMF. In
Figure 9, we represent arrears as an increase in the deficit. We argue below that this
practice, likely to continue on a large scale in 1994, is potentially highly destabilizing.
Figures 9 and 10 about here

4.3.• Budget Revenues: Two-Way Arrears.
In 1993, tax revenues represented 25.7% of GDP (10.5% for the federal budget and

15.2% for local governments). Figure 11 provides details. Individuals largely avoid
the personal income tax (2.7% of GDP), so that the bulk of revenues comes from the
profit tax, levied on enterprises (10.3% of GDP and 40% of total revenues) 28, and
from the VAT (7% of GDP and 27% of total revenues), a kind of sales tax collected
by fums. 29 Excise taxes still suffer from a low compliance: amounts levied on oil are
less than 1% of GDP (mainly because of domestic prices depressed -by export
constraints), and virtually non-existent on gas (due to the high level of arrears in the
sector).30
The fall in budget revenues started in the last quarter of 1993 and has since continued.
Nagel (1994) estimates the shortfall in 1994:1 to be as large as 10% of GDP, while
estimates from the Ministry of Finance put it at "only" 4% of GDP, for the first half of
the year. Figure 11 ominously shows that most of the shortfall comes from those
27 This is apparently an ancient Soviet practice called sequestration.
28 The profit tax is, partly, a wage tax since wages are deductible from profits up to X times
the minimum wage, X being 4 in 1992-1993 and 6 in 1994. It collects much larger amounts
than in OECD countries, where it constitutes around 3% of GDP.
29 VAT used to be the first source of revenues in 1992 (11.1% of GDP). In 1993 revenues
have fallen mainly because firms begin to withhold tax remittance.
30 Thus, the Russian Government fails to capture its royalty on natural resources. An
implementation of the bankruptcy law could raise the amount of real revenues, since most of
the inter-enterprises arrears are owed to the energy sector.
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Figure 9. Enlarged Budget Deficit Financing in % of GDP.
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taxes which used to yield most income: profit taxes and VAT, despite an increase of
the VAT rate from 20% to 23%.
"Foreign activity" revenues include import and export tariffs (1.4% GDP in 1993). In
1994, the Ministry of Finance included "Centralized export" revenues (a previously
off-budget fund) within the budget. It expected to collect, from it, 4.1% of GDP. So
far, in the first quarter, revenues have been around 0.8% GDP. Beside poor collection
and a low tax coverage, the reason for this shortfall may be the real appreciation of the
Ruble: centralized export revenues accrue from the difference between domestic and
world prices of strategic goods (mainly oil). By early 1993, domestic oil prices stood
at between 20% and 33% of world levels, but, with both the real exchange rate
appreciation and the fall of world prices, this rent has shrunk.31
Figure 11 about here
Before investigating why revenues are falling, one might ask the opposite question:
why did they stay so high so long, in a country experiencing very high inflation and
administrative disarray? During most of 1993, tax revenues remained higher than
expected in view of the Tanzi-Oliveira effect. Paradoxically, real revenues were even
higher in the first half of the year, when inflation raged around 25% a month, turning
the Tanzi-Oliveira effect on its head. This is the result of a system of prepayment of
taxes, estimated according to inflated expected revenues. Based on firms own
estimates, and with heavy penalties in case of underestimation, 32 profit taxes are paid
in advance every month -- at least for big companies, while VAT is promptly collected
twice a month. With very high inflation, the process is either neutral (VAT) or
beneficial to the government (profit tax). Indeed, profit tax revenues increased in
1993 over 1992 (to 10.3%, from 8.7% of GDP) and are now the first source of
income.

31 The presidential decrees signed last May, but canceled by the end of June, which removed
export quotas on oil and export tariff exemptions, would have increased the transparency and
the efficiency of the scheme while removing exemptions. The proposed uniform export tariff
may have yielded higher revenues. It has been postponed under the pressure of the agricultural
lobby.
32 Firms, which underestimate their profits, receive penalties equal to the CBR refinance rate,
on the amount exceeding original assessments.
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Figure 11. Revenues. Consolidated Budget. In % of GDP.
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Unless the anti-Tanzi effect is implausibly large, the slowdown in inflation cannot
explain the fall in profit tax income. We must face the paradox of relatively high tax
compliance, until the end of 1993, and sharply lower tax compliance now.
One explanation is the recent fall of the real GDP. This can explained the fall in real
terms but cannot fully explain why revenues are falling in percentage of GDP.
One popular explanation is the general spread of indiscipline. According to this view,
firms used to be fully obedient vis-à-vis the tax system, a "cultural" legacy of the
soviet era. Nevertheless, firms tried already to dodge taxes, under the Central Plan,
and managers are not particularly prone to suffer the inflation tax, without any
reaction. Another explanation is that firms cannot avoid taxes, except through
payment delays. Then, why was compliance high for both the profit tax and the VAT,
and very low for such items as excise taxes? If firms were highly reluctant to pay
taxes, they could have defaulted on their tax prepayments --since the threat of
bankruptcy was low.
Another, more compelling, explanation can account for a couple of related factors.33
First, the timing: tax non-compliance appears quite suddenly, towards the end of 1993.
Second, arrears from firms to commercial banks have been very low, but have started
to rise in late 1993. Firms pay taxes as long as they are engaged in a repeated game
with the government. Similarly they honor credit conditions as long as they are
engaged in a repeated game with banks. When the game seems to be nearing an end,
there is little reason to continue.
Firms pay taxes as long as they expected subsidies from the Government or cheap
credits from the CBR This worked well until the Fall of 1993: budgetary subsidies to
firms remained substantial, the CBR delivered generously credits with negative real
rates and the amount of inter-enterprise arrears was contained. 34 Such an equilibrium,
based on common interest, is unstable, and has been replaced by a new, more stable,
alas, equilibrium based on reciprocal failures.
The old equilibrium has been disrupted by the nearly simultaneous end of subsidized
credits (October 1, 1993), along with the shift from highly negative to highly positive

33 This explanation has been suggested to us during discussions with Oleg Vyugin.
34 Except during the summer 1992, but at that time, CBR's credits were substantial.
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real interest rates, causing a violent credit squeeze. With the STF-2 agreement, with
the continued commitment of both the CBR and the Government to implement a tight
monetary policy, firms do not expect anymore an easy bail out. The main source of
financing becomes commercial credit from banks at market rate. With the threat of
implementation of bankruptcy laws, they have reason to accumulate arrears vis- a- vis
their debtors.
The disequilibrium deepens when, faced with insufficient income, the government, in
turn, attempts to contain the deficit by accumulating its own arrears. In the end, we
are now witnessing a widening breakdown of relationship between the government
and the economy. Ironically, this situation is largely the outcome of the government's
efforts to stabilize.
Again, there is nothing new here. Since stabilizations always worsen the budget, it is
essential to start with balance and to have a clear plan to cope through the difficult
period, with proper non-inflationary resources, such as, public borrowing and foreign
assistance. If one adds the tension between federal authorities and local Governments,
about the share of tax revenues, Russia is likely to face soon a tax collection crisis.
Only a significant decrease of expenditures could avoid a budgetary crisis.

4.4. Expenditures.
After a temporary increase in the third quarter of 1993 35, the downsizing in spending
started in the last quarter of 1993 and accelerated in 1994. As shown in Figure 12, it
has spared defense and the social budget. However, in real terms, these items have
steadily declined along with the shrinking of the official GDP. This has triggered the
anger of the armed forces faced with declining living standards. The fall in real
resources allocated to education and health care jeopardizes the comparative
advantage Russia enjoys, with its high skilled labor and its well-advanced
technologies. If not reversed, this represents a threat to future growth prospects. The
rolling back of expenditures, in percentage of GDP, is mainly due to a fall in
expenditures on the "National Economy". This item mainly includes subsidies to
industry and agriculture inherited from the soviet regime. Its reduction has occurred
as support to agriculture and industry, through cheap CBR's credits, has all but

35 This increase is associated with "other expenses".
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vanished.36 This is a considerable achievement in the face of repeated claims from
industrial lobbies to get subsidies to compensate for increased costs of credits.
Nevertheless, a wide range of subsidies could still be scrapped, especially if the
Government intended to provide more resources to the unemployment policy and the
badly hurt education sector.
Figure 12 about here

5. Conclusion: the Risks Ahead.
Russia has made significant progress towards curbing inflation since the Fall of 1993.
The monetary squeeze initiated by the Gaidar-Fedorov team has been accentuated by
the next government. Similarly, budget deficit seems to be taking progressively hold.
Can we confidently expect a macroeconomic stabilization to be finally at hand by the
end of 1994? Maybe, but a number of serious road-blocks are on the way.
First, the monetary squeeze is excessive and therefore unsustainable. Real interest
rates of almost 10% per month are intolerable, even for highly productive firms. Only
exceptionally successful businesses can borrow at such rates. Once again, with such
rates financial markets cannot discriminate between viable and inviable firms. The first
risk is that the inevitable monetary relaxation --always an extremely delicate stage at
the end of any stabilization program-- is either misunderstood by the markets and by
firms, or Mismanaged by the authorities, or both.
Second, the budget deficit figures for 1994 are optimistic. Foreign financing is not in
hand, a Stand-By agreement is not a foregone conclusion. Revenues are quickly
declining, not only because of the decline in (recorded) activity but, and this is even
more worrisome, as fiscal discipline seems to be breaking apart. Pressures for more
spending in agriculture and the military-industrial sector are growing. Government
arrears are at best a temporary expedient which is unlikely to wash away, especially as
inflation slows down, making outstanding public liabilities worth claiming.
36 The example of how subsidies to the coal sector have been curtailed is illustrative. During
the second quarter of 1993, with very low regulated prices, the coal sector turnover amounted
to only 0.4% of GDP. Subsidies amounted to 1.6% of GDP. The liberalization of coal prices,
in July 1993, allowed to reduce the amount of subsidies. Quite astonishingly, this happened
without any major social unrest, in spite of high levels of politicization and unionization within
the coal miners.
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Figure 12. Expenditures. Consolidated Budget. % of GDP. 1992-1994.
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Sources : Authors' calculations from IMF, Ministry of Finance and Goskomstat data. 1992 data include
budgeted imported subsidies.
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Third, the approach of balancing the budget largely by cutting expenditures is
dangerous. To be sure, there are a number of items — subsidies of all kind — which
could as well disappear. Nonetheless, the cuts affect spending on social matters of
great importance to political and social stability.
In particular, and this is the fourth element of risk, open unemployment will, finally
one day, come to the open. There is no preparation for this essential contingency,
neither in the simple area of budgeting, nor in the much more complex area of policy
design.
Fifth, the Ruble has enormously appreciated in real terms over the last 18 months, and
continues to do so. A soft landing is in sight if all goes well: inflation will gradually
come down as the Ruble reaches its equilibrium level. As it is by now near that level,
the soft landing needs to be confirmed. Any resumption of inflationary pressure would
undoubtedly trigger another run on the Ruble, which could easily re-ignite a vicious
spiral of depreciations and price increases.
All of this suggests that, despite the impressive achievements so far, the greatest
difficulties lie ahead. They will test the government to an extent that may not be fully
realized yet. The negotiation of an agreement directly between the Prime Minister and
the Managing Director of the IMF seems to have created new and powerful incentives,
as well as a strong commitment reaching throughout the government.
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