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This book is a serious attempt by two Russian economists to apply economic theory to Russian economic transition.  It has a special interest because Yavlinsky leads a significant political party, has run for the Russian presidency and is popular in the West.  The authors’ main goal is to upset what they regard as an unwarranted complacency of many analysts, internal and external, who regard Russia’s progression to democracy and a normal market economy as inevitable.  The authors believe that Russia could easily consolidate on “a quasi-democratic oligarchy with corporate, criminal characteristics”.  Indeed, they consider this the main direction their country is currently heading.


Part I is an exposition on the Soviet economy and its collapse.  The value added here is small.  To a large extent, the description of the system is based on old western sources. I find distracting the many lengthy quotations, a practice continued throughout the whole book.  There is some original but unilluminating modeling that is undermined by problems such as confused discussions of the concept of efficiency and inappropriate use of terms such as “proposition”, “proof” and “Q.E.D.”.  Nevertheless, the general thrust of this section is sensible enough.  


The authors argue that a careful study of the past is a vital ingredient for understanding Russia’s current predicament.  I doubt many people would deny this point.  The real issue is what we learn from the past and how we apply it.  Here I feel let down by Part I’s lack of focus.  After one hundred pages the main idea to take forward seems to be that at the beginning of transition parallel markets and criminal activity were already deeply entrenched.


Part II treats the current Russian economy.  This analysis carries much authority.  The central point is the dominance and deep entrenchment of segmented parallel markets.  Ruthless criminals, who neutralize police, prosecutors and judges mainly through bribes, handle property protection and contract enforcement.  Managers concern themselves with diverting company property to these markets and stealing the proceeds.  Changing trading partners or even expanding relations with existing partners are problematic because it may require encroachment onto the turf of opposing mafias as well as renegotiation of complex and illegal arrangements.  Parallel market activity is more profitable than legal activity because the former is not taxed and allows much greater scope for theft.  Yet dealings are always unstable so short-termism prevails.  


Much flows from this vision.  For example, privatization does not help because it does not affect the underlying incentives to divert as much as possible to the segmented parallel markets.  Replacing old managers with new ones is similarly futile, amounting to the “replacement one set of bloodsuckers with another.”  Rather, the authors propose the establishment of proper incentives through a scheme for the state to take over property and contract enforcement.  Another example is the tolerance of arrears in the energy industry in which what really matters to managers is, literally according to the authors, the width of the pipeline they can use to divert company resources into private gain.


Politico-economic power flows, according to Yavlinsky and Braguinsky who should know, from the export of raw materials, control of power plants and control of the government budget.  The first two can be converted into the third using bribes plus control over the media, which is also for sale.  This is a game for only a handful of big players as, for example, the cost of Yeltsin’s last run at the presidency was between $500 million and $1 billion.  Everyone else is driven underground through a variety of channels.  Oligarchs will not pay net taxes.  Budgetary shortfalls mean that the state cannot provide property and contract protection and must tax extortionately all visible economic activity.  In short, the weakness of Russian democracy reinforces segmented parallel markets with widespread theft of company property.  Sadly, the authors’ opinion that the falling price of oil will undermine this equilibrium is now out of date.


Part III tries to chart a positive way forward, keeping carefully in mind the incentives of agents on the ground.  The authors emphasize a plan for the state to replace competing mafias in property protection and contract enforcement.  This is a difficult problem for a government with few resources and many corrupt officials.  Nevertheless, Yavlinsky and Braguinsky believe the government can win voluntary business from firms that would rather have government than mafia protection, especially given potential economies of scale the government could achieve if initially successful.  They devote some effort, without convincing me, to explaining why a single private organization has not already been able to fill this void but that the government can.  I feel this a vital weak point in the book.


There is a section on industrial policy that seems curiously oblivious to criticism economists have made of such ideas.  The authors simply assert that the government should promote growth by investing in some priority areas, in particular oil and gas, because Russia has a comparative advantage in this area.


In general, I found Part III rather disappointing after Part II had caught my interest.  Still, the book is a useful contribution to transition economics with some intriguing political economy ideas.  Researchers of Russia should surely take a look.  
