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INTRODUCTION

We don’t have the strength for an empire!—and we don’t

need it, may it fall from our shoulders: it weakens our

brains and sucks them out, and hastens our death.
—Aleksandr Solzhenitsyn

If it befalls you to be born in an empire, it is best to live in a
distant province by the sea.
—Joseph Brodsky

WE ARE NOT THE FIRST tosuffer post-empire nostalgia, which per-
meates the Russian consciousness today. It has occurred in history more than
once. The Soviet Union was not the first empire to collapse in the twentieth cen-
tury, but it was the last. Not a single state formation that called itself an empire
at the start of the twentieth century remains. In a number of key characteristics
our country did not resemble the traditional colonial empire with overseas
territories. The argument over whether it was in fact an empire will continue
for along time. There will be works proving Russia was an empire, demonstrat-
ing that the Russian people, under both the tsars and the Communist regime,
in many ways supported the other peoples inhabiting our state. There will be
examples given of Russian state figures of non-Russian ethnic descent—from
Prince Bagration to Joseph Stalin. That specificity may have helped the Russian
empire last longer than others that fell apart decades earlier.

However, the elite of the tsarist period regarded their country as an empire.
They called it that. The leaders of the Soviet empire did not use the term, but
they expanded it far beyond the official borders of the state called the USSR.!
Today’s proponents of the restoration of the empire appeal to the legacy of
tsarist Russia through the period of Soviet history to the present time.

The examples of appeals to post-imperial nostalgia in contemporary
Russia are numerous. Let me cite just a few. A political analyst close to the
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Kremlin, Stanislav Belkovsky: “In 2004-08 the foundations of the Russian
nation must be laid. Our nation has only one destiny—imperial.”? The writer
Alexander Prokhanov: “This is why great empires of the past are of a higher
order than the great republics. They bore the concept of a united humanity
capable of hearing and embodying God’s will. That is why today’s liberal, dis-
gusting Russia is worse and more bastardized than the great Soviet Union,
which was an empire and which we lost carelessly.” The geopolitician
Alexander Dugin: “The Soviet state was perceived by the people as the con-
struction of a ‘New Empire,” a ‘kingdom of light,” a ‘haven of the spirit,” not
as the creation of the most rational method for managing numerous individ-
uals.”* A vision of the collapse of the Soviet Union as the collapse of the last
world empire of the twentieth century is widespread in the literature devoted
to that period.® Russian president Vladimir Putin, in his state of the union
address to the Federal Assembly in 2005, called the collapse of the Soviet
Union the greatest geopolitical catastrophe of the century.®

The age of empires is in the past, but their study is fashionable now. This
happens in history. It is related to the acuteness of ethnic conflicts and their
spread in post-imperial periods.” The literature devoted to the death of
empires is boundless. Montesquieu’s Considerations on the Causes of the
Grandeur and Decadence of the Romans and Edward Gibbon’s six-volume
history of the rise and fall of the Roman Empire reveal that the plots relating
to the collapse of empires and the post-imperial syndrome are not new. A
great book showing traces of post-imperial nostalgia appeared in Spain in the
early seventeenth century. It is Don Quixote by Cervantes.

Knowing that others suffered from the same disease is small consolation.
That happened long ago and to others. What is happening to us is the reality
of today.

When Peter I took the title Emperor of All Russia, he was merely declaring
that Russia was a great European state. Grandeur and empire at that time were
synonymous. If you consider how often the word “empire” is used today in
political discourse, it is difficult to understand why there is no generally
accepted definition commensurate with the contemporary context. The Dal
dictionary defines empire as a state whose head bears the title emperor, the
highest rank for unlimited rulers.® According to the Ozhegov dictionary, an
empire is a monarchic state headed by an emperor.® The academic dictionary
of Russian gives two definitions for empire: a monarchic state headed by an
emperor or a large imperialistic colonial state.!* It is not difficult to see that all
these definitions have very little in common with the meaning given to the
word empire in contemporary Russia. The content of the term is elastic and
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has been transformed through history. I would like to offer my own defini-
tion of the concept that is close to today’s context. In this work I use empire
to mean a powerful multiethnic state formation in which the power (or at the
least the right to vote) is concentrated in the metropolis and in democratic
institutions (if they exist), though that power and those institutions do not
extend to the entire territory under its control.

The twentieth century saw a vivid manifestation of the variety of problems
faced by two types of empires: overseas (Britain, Holland, Portugal)!'! and ter-
ritorially integrated (Austria-Hungary, Russia). In the latter, the colonies are
not separated from the metropolis by seas. The ethnic groups that dominate
in the metropolis and satellite territories live side by side and interact closely.

As history has shown, especially the experience of the second half of the
twentieth century, empires fall apart. The identification of state grandeur with
being an empire makes the adaptation to the loss of status of superpower a
difficult task for the national consciousness of the former metropolis. The
exploitation of the post-imperial syndrome is an effective way of obtaining
political support. The concept of empire as a powerful state that dominates
other nations is an easy-sell product, like Coca-Cola or Pampers. It does not
take intellectual effort to advertise it.

The problem for a country dealing with post-imperial syndrome is that it
is easy to evoke feelings of nostalgia for the lost empire. The calls for its
restoration are not practicable. It is not hard to say: “The restoration of the
empire is good for the people.” Such a slogan is inevitably popular. But the
reality is that an empire cannot be revived.

There is one unique case: the restoration of the Russian empire in differ-
ent, Communist, almost unrecognizable form in the period 1917-21. This is
an exception, and the whole point is that it was in a different form, which
would cause a strict analyst to use “restoration” only in quotation marks. The
USSR arose as a result of a fratricidal civil war, unprecedented terror, and the
death of millions of people. In the great majority of cases the restoration of
empires is impossible, in view of circumstances formed by long-standing
tendencies in socioeconomic development.

This contradiction is the root of many of the mistakes of previous metrop-
olises in dealing with their formerly controlled territories. The decision of
England and France to invade Egypt in order to regain control over the Suez
Canal in 1956 is a painful reminder of what the Russian authorities tried to
do in Ukraine in 2004.

The actual formation of an empire is the product of fundamental changes in
the life of a society. Empires rise and fall under the influence of historical cir-
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cumstances. Dreams of returning to another era are illusory. Attempts to do so
end in defeat. The Russian failures in 2003-04 in Georgia, Ajaria, Abkhazia,
Ukraine, and Moldova continued the “collection of errors” made by others long
before. But it is difficult for the post-imperial consciousness to accept that. It is
easier to believe that we were beaten not by the Georgians or the Ukrainians but
by a “world conspiracy” that backs them. If we make decisions within that par-
adigm we will be miffed at everyone and make mistake after mistake.

The nostalgia for territorially integrated empires is stronger, longer lasting,
and deeper than for overseas empires. The almost 3 million Sudeten Germans
(the majority nationals in Austria-Hungary) had difficulty adapting to being a
minority in the new Czech state. The rhetoric used in their situation was a key
theme in Hitler’s propaganda before the occupation of Czechoslovakia. When
territorially integrated empires collapse (Austria-Hungary, Germany, Russia,
Turkey, the USSR), problems like the ones faced by the Sudeten Germans take
on massive proportions. Without that in mind, it is difficult to understand the
sources of the wars between Serbs and Croats, the tragedy of Bosnia.

The decline of an empire, a gradual process that extends over years during
which the elite and the public come to realize the hopelessness and useless-
ness of trying to preserve it, is much easier to handle for the society of the
metropolis than a sudden collapse.'?

A typical example is the end of the German Empire. Before autumn 1918,
the German authorities assured the nation that victory was at hand. When the
collapse of the German war machine became obvious in October and Novem-
ber and capitulation was inevitable, the people were not prepared. That is why
the myths that “Germany was never beaten on a battlefield” and that “ene-
mies stabbed the country in the back” were so readily believed. The latter—
openly or covertly—refers to socialists. The collapse of the empire was blamed
on Jewish revolutionaries and traitors in the pay of Moscow, who organized
strikes in Germany at the end of the war. It was they, according to the authors
of that version of events, who forced the kaiser to renounce the throne."® The
phraseology was used by former leaders of the German army, who in Septem-
ber and October 1918 reported to the civilian authorities that it was impossi-
ble to continue the war and that peace had to be concluded at any price.

Many Germans quickly forgot how they had hated the monarchy in the
final year of the war, the feelings they had in October 1918, when it became
clear that the kaiser and the high command had deceived the people. They did
not know that General Erich Ludendorff had demanded that the new chan-
cellor of Germany, Prince Max of Baden, negotiate peace in October 1918 in
order to avert a military catastrophe on the Western front. The monarchy of
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the Hohenzollerns would not have fallen apart as quickly as it did in Novem-
ber 1918 if the Germans had not already been convinced that the old regime
was morally bankrupt.

Such things rapidly vanish from historical memory. The public does not
want to remember. Who cares what really happened? A public humiliated by
military defeat is easily enchanted by myths. Hitler said that the losses of August
1918 were nothing compared to the victories that the German army had won
before that, and that they were not the cause of the capitulation. In his words,
the defeat was caused by those who for decades had strived to destroy the polit-
ical and moral pillars of the Germans, without which no nation can survive.'*

These facts bring to mind Pushkin’s words: “Ab, it is not hard to fool me,
I am happy to be fooled.” Scholars of the history of the Weimar Republic
believe that its leaders were not prepared to make public materials about the
responsibility of the German leadership in starting World War I and that it
was one of the most important factors that led the republic to its end.!” The
myth of an innocent, unvanquished, loyal, and humiliated Germany was the
weapon the leaders of the republic handed over to those who did not believe
in democratic values.

The unexpectedness and speed with which apparently unshakable empires
fall adds to the sense of unreality. Unreality is related to irrationality, where
miracles are possible.' It is not difficult to convince the public that a state that
collapsed so unexpectedly can be restored just as quickly. That is an illusion.
And a dangerous one. It was paid for by the rivers of blood spilled during
World War II.

The Soviet Union was a territorially integrated empire, one of the world’s
superpowers. A few years before its disintegration almost no one could have
believed that what happened in the period 1988-91 was possible. After the
collapse of the USSR, more than 20 million Russians ended up outside the
borders of Russia. The elites in the majority of the countries where they had
fled were not tactful and reasonable enough to properly solve the problems of
people who found themselves an ethnic minority in a country that they used
to consider their own. This increased the post-imperial syndrome in the
metropolis, and has become one of the most difficult problems for contem-
porary Russia.!”

It is a disease. Russia is going through a dangerous phase. We should not
succumb to the magic of numbers, but the fact that there was a fifteen-year
gap between the collapse of the German Empire and Hitler’s rise to power and
fifteen years between the collapse of the USSR and Russia in 2006-07 makes
one think.
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Igor Yakovenko notes: “The fall of the imperial state was not dealt with
properly by the public consciousness. In Russia a responsible political force
could not be found that would dare to declare that, from the point of view of
self-preservation and reproduction of the Russian people, the collapse of the
USSR was the luckiest event in the past half-century. There were influential
political forces that started feeding and using nostalgic feelings for political
purposes. Particularly unseemly is the fact that the imperial nostalgia is being
exploited by politically savvy people who understand the impossibility and
catastrophic consequences of any form of restoration.”'®

There is a medical phenomenon in which a person who has had a limb
amputated perceives that limb to still be causing pain. The same phenome-
non applies to the post-imperial consciousness. The loss of the USSR is a real-
ity. It is a reality that has led to social pain caused by separated families, the
suffering of fellow countrymen abroad, nostalgic reminiscences of former
glory, longing for the geography of the homeland that has shrunk or been lost.
It is not difficult to exploit that pain politically. Say a few words that make the
point that “we were stabbed in the back,” “it’s all the fault of foreigners who
have misappropriated our wealth,” or “now we will take their property and
live well again,” and the deed is done. You do not have to make up the phrases;
read any textbook on Nazi propaganda. Success is guaranteed.

Such populist tactics appealing to social pain are a political nuclear weapon.
They are rarely used. Those who do exploit them end up tragically as a rule.
Such leaders bring their countries to catastrophe. Unfortunately, for the past
few years Pandora’s box has been left open in Russia. The appeals to post-
imperial nostalgia, nationalistic xenophobia, the usual anti-Americanism, and
even to a not quite habitual anti-Europeanism have become fashionable and
might soon become the norm. It is important to realize how dangerous this is
for the country and the world.

Post-imperial nostalgia is curable. The experience of France, which had a
difficult time losing its empire, shows that it takes several years of dynamic
economic growth for the dangerous hysteria that almost blew up the demo-
cratic regime to evolve into a romantic nostalgia for the lost past. But they had
to fight to preserve democracy during those years. In history there are
moments when the role of an individual is particularly important. It is impos-
sible to overestimate the significance of what Charles de Gaulle did in the early
1960s to keep radical nationalists from taking power. Things could have gone
differently in Germany in the 1920s and 1930s.

Gibbon, a perceptive scholar of the fall of the Roman Empire, examined it
from a long historical distance and did not settle for a single explanation.
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When the historical distance is shorter, the task is even more difficult. But
analysis of the problems that led to the collapse of the Soviet Empire and the
post-imperial syndrome are too important for today’s Russia and the world
to leave to future historians.

Life has given me a few advantages over other scholars of fallen empires. I
was a direct participant in events related to the collapse, one of the authors of
the Belovezh accords, which established the fact of the collapse of the last
twentieth-century empire, the Soviet Union. But this book is not a memoir;
it is an attempt to analyze what surrounds the disintegration of empires and
the problems they create. The significance of the Belovezh accords should not
be overstated. They legalized the divorce that had taken place. States that
cannot control their borders or their monetary, tax, and judicial systems and
cannot suppress ethnic conflicts (which was true of the Soviet Union after the
events in August 1991) do not exist.

As the Yugoslav experience shows, the divorce process can be bloody. The
Belovezh accords of December 1991 did not remove the pain caused by the
disintegration of the territorially integrated empire, but they helped avert
bloodshed and nuclear catastrophe. As a result of the agreements, by May
1992 the majority of the most dangerous tactical nuclear weapons (because of
the technology of the decision to employ them) that had been located in other
republics had been moved to Russia."”

Let me repeat: I know more than many people about the practical issues
related to the collapse of an empire and the problems faced by the authorities
in the metropolis. But I would not have taken on this work if I did not see the
political danger of exploiting the post-imperial syndrome in today’s Russian
politics, if I did not see the striking analogies between the rhetoric of people
using post-imperial nostalgia in our country and the standard propaganda of
the National Socialists in the last years of the Weimar Republic.

Parallels are frequently drawn between Russia and the Weimar Republic.
I am among those who did so in Russian political discussions in the early
1990s. But not everyone understands their import. Few remember that the
imperial state regalia and symbols were restored in Germany eight years after
the empire’s collapse, in 1926,2° and in Russia, after nine years, in 2000. Not
many more know that an important Nazi economic promise was to restore
the bank deposits lost by the German middle class during the hyperinflation
of 1922-23.2!

The role of economic demagoguery in the Nazi rise to power in 1933 can-
not be overestimated. Anti-Semitism, radical nationalism, and xenophobia
were always elements in the thinking of the leaders of the Nationalist Social-
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ist Workers Party of Germany. But before 1937, they were cautious in their
use of slogans about these issues.”? Appealing to the emotions of German
property owners who had lost their deposits was an effective political tool.
Today, the people who promise to restore the deposits made worthless dur-
ing the Soviet financial catastrophe are repeating Goebbels’s rhetoric of the
1930s word for word.

Once they came to power, the Nazis did not restore the deposits. They
brought the country to war and yet another monetary catastrophe, for which
the father of German economic reform, Finance Minister of the FRG Ludwig
Erhard, who abolished price fixing in 1948, had to answer. But that came later.

In Russia, the peak of the post-imperial syndrome mixed with radical
nationalism did not come immediately after the collapse of the USSR, as I had
expected, but later. My colleagues and I understood, as we embarked on
reforms in Russia, that the transition to the market and the adaptation to a
new global position and to the existence of a new independent state would not
be easy. But we had assumed that overcoming the transitional recession and
the beginning of economic growth and an increase in real income for the pop-
ulation would allow people to replace the impossible dreams of empire
restoration with the prosaic cares of personal well-being. We were mistaken.

Experience showed that in times of profound economic crisis, when it is
not clear whether there will be enough money to feed the family until the next
paycheck and whether there will be a next paycheck or whether you will be
fired, most people do not worry about imperial grandeur. On the contrary,
when economic security is growing and confidence that this year’s salary will
be greater than last year’s, and that unemployment, if you are not living in a
depressed region, will not affect you, and you see that life has changed but is
returning to stability, you can come home and watch a Soviet film with your
family in which our spies are better than theirs, where we always win, and the
life depicted onscreen is cloudless, and then talk about how enemies have
destroyed a great country and we’ll still show them who’s best.?

Appealing to imperial symbols of grandeur is a powerful tool for managing
the political process. The more official Russian propaganda tries to present
the Great Patriotic War as a chain of events leading to the preordained vic-
tory organized by the ruler, the faster memories of Stalinist repression van-
ish, and people forget that Stalin himself sanctioned the Molotov-Ribbentrop
Pact and played a large role in starting the war. Positive feelings toward Stalin
grew from 19 percent in 1998 to 53 percent in 2003. When asked, “If Stalin
were alive and running for President of Russia, would you vote for him?”
26-27 percent of Russian residents replied yes.?* This is a man who killed
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more of our fellow countrymen than anyone else in the long and complex
history of Russia. I think that fact alone is enough to indicate the scale of the
dangers associated with post-imperial syndrome in our country.

Trying to make Russia an empire again means imperiling its existence. The
risk of movement in that direction is high. That is why it is so important to
understand the empires of previous centuries, why they collapsed, and the key
problems relating to their disintegration. The first few chapters cover this
through an analysis of world experience, and the rest study the collapse of the
last empire of the twentieth century, that of the Soviet Union.

The mechanism of the dismantling of empires was specific and covered the
political and economic problems in the metropolis and former colonies. In
the Soviet Union the crisis unfolded in the context of the eroding bases of the
legitimacy of the totalitarian political regime and the fall in oil prices, on
which the budget, the consumer market, and the payments balance depended
in the early 1980s. The chapters devoted to the analysis of the causes of insta-
bility in authoritarian and totalitarian regimes and the problems faced by
countries that depend on the market for raw materials are important for
understanding the context of what happened in the early 1980s through the
mid-1990s in the Soviet Union.

The fact that the Soviet Union was a multiethnic state in which Russians con-
stituted only half of the population had a substantial influence on the tactics and
development of events that led to its collapse. But more important was the fact
that this was a society in which the imperium, the regime, dominated the orga-
nization of daily life. The conviction of the authorities and the society that the
state could use unlimited force in order to suppress expressions of dissatisfac-
tion was absolute. This form of state organization, which may appear stable
superficially, is fragile because it does not have a flexible mechanism of adapta-
tion that permits it to adjust to changing reality. A demonstration of related
risks using the fate of the USSR as the model is the basic thrust of this book.

The unwillingness of the government of the Weimar Republic to tell the
truth about the start of World War I was one of the main factors leading to its
collapse. The truth about the reasons for and mechanisms of the collapse of
the Soviet Union has not been told in a systematic way. Recent access to
archival documents that can shed light on the unfolding of the crisis in the
Soviet economy is becoming limited again. Nevertheless, the materials that
were declassified in the early 1990s allow us to see what happened to us. The
legend of a flourishing and mighty country destroyed by foreign enemies is a
myth dangerous to the country’s future. I will try to show how far from real-
ity this view is.  would not like to see a repetition of the mistakes made by the
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German Social Democrats in the 1920s. The cost of such mistakes in a world
with nuclear weapons is too high.

This is the picture that dominates Russian public opinion: (1) twenty years
ago there existed a stable, developing, and powerful country, the Soviet
Union; (2) strange people (perhaps agents of foreign intelligence services)
started political and economic reforms within it; (3) the results of these
reforms were catastrophic; (4) in 1999-2000 people came to power who were
concerned with the country’s state interests; (5) life became better after that.
This myth is as far from the truth as the one of an unconquerable and loyal
Germany that was popular among the Germans in the late 1920s and 1930s.

The goal of this book is to show that this picture does not correspond to
reality. Believing that myth is dangerous for the country and the world.
Unfortunately, in this case the myth is supported by common sense. It would
have been very hard to explain to a fifteenth-century European that the earth
revolves around the sun and not the sun around the earth. Anyone could see
the former was true by going outside. Weighty arguments were needed to per-
suade people to doubt what they saw.

When you try to argue against common sense, you should not skimp on
evidence. My goal is to show the reader that the Soviet political and economic
system was unstable by its very nature. It was just a question of when and how
it would collapse. This thesis is correct. But it is difficult to grasp. That is why
I am using many archival materials that demonstrate the development of
events in the Soviet Union from 1985 to 1991. Some readers may find the
quotations from official Soviet interagency correspondence excessive. I am
working on the assumption that this is a case where an excess of documen-
tary proofis a lesser evil than inadequate documentation. The reader can skip
the quotations, after all.

I would like to thank N. Bazhov, Yu. Bobylev, L. Gozman, N. Glavatskaya,
E. Vorobyov, V. Voinovich, V. Kudrov, L. Lopatnikov, V. Mau, A. Maximov,
A. Moldavsky, B. Sarnov, S. Sinelnikov, E. Serova, V. Tsymbal, V. Yaro-
shenko, and Ye. Yasin for reading and commenting on the manuscript or
individual chapters and for their indispensable advice. My gratitude goes to
O. Lugovoy, V. Dashkeyev, and I. Mazaev for their invaluable help in gather-
ing and analyzing historical statistics. I thank E. Mozgovaya, N. Zaitseva,
T. Lebedeva, L. Mozgovaya, E. Vondareva, M. Krisan’, and A. Kolesnikova
for help with the technical work on the book. This book, like my previous
works, could not have been written without the help of my beloved wife,
Maria Strugatskaya.

Naturally, I as the author am responsible for any inaccuracies or mistakes.
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FALL or EMPIRES

You can do anything with a bayonet except sit on it.
—Talleyrand

IN THE FIRST CENTURY B.C., theformation ofa professional
army and the resulting decline of the system of universal military service for
free peasants undermined the republican institutions of ancient Rome and
prepared the way for a regime in which the army served the ruler in power.
The new state structure was called an empire (the term comes from the Latin
imperium, power). Since Rome’s power in those days extended over most
of the known world, another meaning of the word developed: in Europe
“empire” came to mean a multiethnic state created through conquest. After
the fall of the western Roman Empire, its mores and traditions continued to
influence what happened in the territories that had been part of the empire
and were geographically close to the metropolis. These same influences were
reflected in the ensuing course of European history.

Modern Economic Growth and the Era of Empires

The idea of empire—a powerful, authoritarian, multiethnic state, uniting
numerous peoples, like the Christian Church—is part of the legacy inherited
by medieval Europe from antiquity. James Bryce, a well-known scholar of the
Holy Roman Empire, wrote: “Dying antiquity willed two ideas to later cen-
turies: the idea of a universal monarchy and the idea of universal religion.”
Aphorisms usually oversimplify. That is the case here. The influence of the
institutions and Roman law was much more significant for European devel-
opment than the idea of universal monarchy. However, the connection of the
imperial ideal with Roman tradition is indisputable.
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Many rulers tried to acquire the title of emperor. But through the centuries
after the fall of the Roman Empire, only Byzantium was perceived by other
European states as the heir to the Roman imperial tradition.? Byzantium
referred to both the eastern and western parts of the Roman Empire. The
rulers of Byzantium believed that they had only temporarily lost control over
part of the empire’s territory. When Charlemagne was crowned in 800 as
emperor of the Holy Roman Empire, gaining recognition by the Byzantine
authorities was a serious problem for him.?

The gradual weakening of Byzantium made its pretensions to the imperial
title over the post-Roman space ever less convincing. After the Turks took
Constantinople, the question of who held those rights became an issue again.
The pretensions of the Russians to Moscow’s role as the Third Rome, heir to
the traditions of the Roman and Byzantine Empires, was in the spirit of the
period, the late fifteenth and early sixteenth centuries. However, Russia was
too far from the center of development to be taken seriously by Europe.

By the late fifteenth century, the Holy Roman Empire, which had been
transformed many times in the ninth through fourteenth centuries and was
in many ways ephemeral, was perceived by European royal courts as the only
state with the legal right to call itself an empire. However, the idea of empire
lives on and even today continues to exert an influence on European events.

Philip II sometimes called himself Emperor of India. We can see in the
political polemics of the late sixteenth century the ideas of Spain’s predesti-
nation as an empire and its holy mission to rule Europe. The Castilian elite in
the late fifteenth century regarded the Roman Empire as a model to emulate
and itself as its heirs. They were part of the chosen whose holy mission was to
recreate a world empire.* Outside that context, it is difficult to understand
why the Spanish kings needed to spend vast human and financial resources
on wars in the sixteenth and seventeenth centuries, trying to expand Spain’s
dominance in the world.

By the fifteenth and sixteenth centuries, the economic and military growth
of Europe and its supremacy over surrounding countries was indisputable.
European nations began expanding to other continents. A powerful stimulus
was the hope to replenish supplies of precious metals, a resource that permit-
ted financing wars. It was only when the path to America’s precious metals
was laid that the continent became valuable for Spain.

That was the start of the European empires. It was a period of mercantile
trade policies. States limited the import of refined and manufactured goods
and stimulated the export of domestic products. Ownership of colonies ex-
panded the controlled customs zone. Conquered countries could not regu-
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late access to the products from the metropolis. The metropolis could have a
limited trade policy toward its colonies. The expansion of colonial territories
occurred simultaneously with a fierce struggle among empires, the redivision
of holdings, and competition among trading companies that dealt with the
colonies.

In the middle of the nineteenth century, China, Japan, and the Ottoman
Porte (also known as the Sublime Porte) were not formally European colonies;
however, after an agreement between Britain and Turkey on January 5, 1809,
the opium wars of 1840-42, and the arrival of Commander Perry’s squadron
in Japan in 1853, the policy of low import tariffs was imposed on those coun-
tries as well.>

Even apologists for empires admit that the use of administrative force over
conquered nations in that era was intended to support industrial develop-
ment in the metropolis. In 1813 the textile and silk industry of India could
have sold its products profitably on the British market at prices 50 to 60 per-
cent lower than those commanded by English goods. But the customs duties
(70 to 80 percent of the price) or direct bans of imported goods from India
made it impossible. Had India been independent, it could have introduced
prohibitive tariffs on British goods in response. India was the birthplace of the
textile industry, which had existed there for six thousand years. Millions of
people were employed in it. After it was colonized, hundreds of thousands of
people lost work, people whose families had been weavers for generations.
Cities such as Dacca and Mushirabad, formerly centers of the textile indus-
try, went into decline. Sir Charles Trevelyan reported to a parliamentary com-
mittee that the population of Dacca shrank from 150,000 to between 30,000
and 40,000 over the twenty-year period 1813-33. Between 1814 and 1835,
exports of British textiles into India grew from 1 million yards to 51 million
yards annually. In that same period, Indian textile exports were reduced by
approximately 400 percent, and by 1844 by another 500 percent.®

The start of simultaneous economic growth at the turn of the eighteenth
and nineteenth centuries increased the economic, financial, and military gap
between Europe and the rest of the world (with the exception of European
immigrant colonies in the United States, Canada, Australia, and some other
countries). The defeat of Russia, one of the largest agrarian powers in the
world and close to Europe, in the Crimean War was visible proof of that.

The world in the middle of the nineteenth century was a harsh one, with
no room for sentimentality. A rule known by the Romans operated here: Vae
victis, woe to the vanquished. The treatment of vanquished peoples could not
be called gentle by any stretch. In order to prove that, it is not necessary to cite
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the catastrophic population loss of the Americas after the Spanish conquest
or the annihilation of the North American native Indians. We can recall the
existence in the liberal British Empire of a ban on Indian nationals in govern-
ment service.

The creation and collapse of the European empires is a component part of
the process of unprecedented economic growth and socioeconomic change
that began in northwestern Europe in the late eighteenth and early nineteenth
centuries. Those changes opened the way to the economic, financial, and mil-
itary expansion of the metropolis and the extension of its territorial control.
Simultaneously, new connections increased the risk that the bases of any state’s
economic and political power could be undermined in a changing world.

In the mid-nineteenth century, the leading European countries, especially
Britain, had no equals in using military power thousands of kilometers from
their own borders. That ability is the basis for the formation of imperial poli-
cies. The British prime minister and leader of the Liberal Party William
Gladstone wrote: “The imperial feeling is innate in every Englishman. It is
part of our legacy, which appears with us and dies only after our death.”

By 1914, England controlled territory with approximately one-fourth of the
world’s population.? Its empire, backed by long-standing tradition, seemed
indestructible to most contemporaries. But the preconditions for its collapse
had been formed by the late nineteenth century in the new world order. Simul-
taneous economic growth and the large-scale concomitant changes in the rela-
tionships of economic power among nations made it inevitable.

Developing nations that embarked on the process of economic growth
after England can use what A. Gerschenkron called the “advantages of back-
wardness.” In terms of population they often surpass states that began
modern economic growth before them; and as they move along the path of
industrialization, they can mobilize financial and human resources to form
powerful armed forces. The economic, financial, and military rise of Germany
and Japan in the late nineteenth and early twentieth centuries are telling
examples.

In my book Long Time, I focused on the fact that, for the past century and
a half, Russia has lagged approximately half a century, or two generations,
behind the most highly developed countries that are leaders of modern eco-
nomic growth.!? In discussing Russia’s problems today, it is useful to remem-
ber that the era of decline for world empires began approximately half a
century ago.

All the countries that called themselves empires at the start of the twenti-
eth century have rid themselves of their colonies, voluntarily or by force, and
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given them freedom. This would be difficult to explain as a coincidence. This
experience is important for Russia. If Russia learns from it, it may be able to
avoid repeating the mistakes that led to political defeat.

In the early twentieth century, contradictions between the harsh structure
of control over territories that formed during British financial and military-
naval hegemony in the nineteenth century, and the growing economic and
military might of countries that had been left out when the world was being
divided up, became an important factor in international politics. Peaceful reg-
ulation of this problem was not easy. Solving it by force would mean starting
a chain of bloody wars. And that is what came to pass from 1914 to 1945.!!

Crisis and the Dismantling of Overseas Empires

The empires of the eighteenth and nineteenth centuries are the product of the
rise of Europe, the modern economic growth that created an asymmetry for
decades in the financial, economic, and military forces in the world. But they
were fragile formations that had difficulty adjusting to other concepts of
rational political structure, to another system of forming armies, and to new
forms of using force.

Over the course of the twentieth century, the world became a different
place. The dominant ideology, within which the “white man’s burden” was a
given, was replaced by a picture of the world in which the separation of
nations into masters and slaves is unacceptable. The relations between the
metropolis and colonies that were organic for the nineteenth century became
untenable in the mid-twentieth century. In the intellectual atmosphere of the
1940s to the 1960s it was impossible to explain why Britain should rule India
and its other colonies.

Over time, ideas about what the metropolis can do to preserve its supremacy
were transformed. The harsh world of the early nineteenth century had no
sympathy for the weak. But the changing sociopolitical reality of the twen-
tieth century dictated new rules of behavior. When Britain used harsh meas-
ures in Malaya in the early 1950s to suppress rebellion—taking hostages,
destroying crops in intransigent villages—these practices were condemned
in parliament and called crimes against humanity. What was acceptable in
the early nineteenth century was no longer tolerated in the middle of the
twentieth.

Russia was the only territorially integrated empire to survive World War L.
After World War II, overseas empires began to fall, one after another—
British, French, Dutch, Belgian, and Portuguese. At the start of the 1990s the
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last territorially integrated empire—the Soviet Union—collapsed, and so did
Yugoslavia, a country that was not an empire in the literal sense of the word
but that faced problems similar to those that bring about the collapse of ter-
ritorially integrated empires.

The crisis of 191445 radically changed the world. The myth of the invin-
cibility of Europeans, deeply rooted in the public mind in the late nineteenth
and early twentieth centuries, but undermined by the Russo-Japanese War of
1904-05,' was completely discredited by the collapse of the European colo-
nial empires in Southeast Asia during World War II. Europeans could no
longer hope that their conquered peoples would continue to believe in the
divine right of their conquerors to rule them.'

From the late 1940s to the early 1950s the very words “empire” and “impe-
rialism” became unfashionable. In 1947, Clement Attlee, prime minister of
England, said, “If at the present time imperialism, by which I mean the sub-
jugation of some nations to the political and economic mastery of others, does
exist somewhere, then such imperialism definitely does not exist in the British
Commonwealth of Nations.”!4

A characteristic trait of empires is the lack of universal suffrage for its sub-
jects.!> Adam Smith wrote about the wisdom of offering the vote to the North
American colonies. It did not become a topic of serious discussion among
British politicians. But “no taxation without representation” was a key slogan
of the American Revolution.

In the Hungarian part of Austria-Hungary, of the almost 11 million peo-
ple over the age of 21, only 1.2 million could vote. The question of whether
soldiers mobilized during World War I from non-Hungarian parts of the
kingdom should be allowed to vote was hotly debated. The government was
unable to make a decision. The Hungarian prime minister, Count Istvan
Tisza, categorically refused to give the right to vote to soldiers who were not
Hungarian. Attempts to federalize Austria-Hungary in order to save the
monarchy came up against the stubborn refusal of the Hungarian political
elite to make any concessions to Slavic peoples.'* World experience shows that
empire and political freedom—that is, the real democratic right to vote for all
subjects—are incompatible.!”

In the early 1950s, when France considered Algeria to be one of its depart-
ments, France refused to give Algerians a vote equal to that of Europeans.
With voting controlled by two different electoral colleges, it took eight Mus-
lim votes to equal one European vote. In 195458, the position of the French
authorities changed. They recognized at last the inevitability of granting uni-
versal suffrage, understanding that they would not be able to hold on to Alge-
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ria without it. By then, however, nothing less than total independence was
acceptable to the leaders of the liberation movement.'®

Limiting suffrage in colonies was in line with the realities of the sixteenth
and seventeenth centuries, when European empires were forming, and of the
eighteenth and nineteenth centuries, when the conditions for modern eco-
nomic growth were being established. However, it contradicts the perceptions
of rational state order characteristic of the second half of the twentieth century.
By that time, the conviction was entrenched that a regime that was not formed
on the basis of universal suffrage and fair competition among political forces
was illegitimate. The metropolis trying to save its colonies and the colonial elites
was aware of that. There was only one way to preserve an empire: force the peo-
ple living in the colonies to accept the regime as a given. But the empires kept
confronting the problem that the statesman Talleyrand expressed to Napoleon
in the following way: You can do anything with a bayonet except sit on it.

In the second half of the twentieth century the political rhetoric of those
who favored maintaining colonies stressed not the advantages for the metrop-
olis but the benefits to the colonies, arguing that the metropolis helped them
create a legal system and a developed infrastructure. What also changed was
the financial context of an empire’s functioning. Before the end of World
War [, the generally accepted perception was that the colonies should support
themselves and pay for the colonial administration. Under the influence of the
changing intellectual atmosphere in developed countries, that tradition had
become obsolete by the 1920s. In the new paradigm, the metropolis had to
expend financial resources to hasten the economic development of the
colonies." The authorities who wanted to prove that the empire was beneficial
for its subjects had to invest even more in infrastructure and social programs
in its territories.?’ This was done at the expense of metropolis taxpayers, who
were dubious about this practice. The upkeep of the empire cost them more
every year. Societies became convinced that solutions to many problems were
being postponed in order to help the colonies. By the second half of the twen-
tieth century, the elites and the public in empires realized that empires were
too expensive to sustain. The moment that the political elites of the metropo-
lis and the colonies stop believing that the situation is a given, the empire’s fate
is sealed. The only question is the form and time frame of its dismantling.

After World War II, an important factor in the dismantling of the colonial
system was the opposition of the Soviet Union and its satellites on one side
and NATO headed by the United States on the other. The Soviet Union, itself
an empire, had reason to give financial, political, and military support to
nationalist movements against traditional empires of European states. The
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United States, as the leader of the military alliance against the Soviet Union,
often treated Latin American countries the way European powers treated
their colonies, but it never declared itself an empire or sent its representatives
on a permanent basis to run dependent states.

For different reasons, neither the United States nor the Soviet Union liked
traditional empires. At least they were not prepared to support them. Some-
times they directly encouraged their dismantling. That alone made maintain-
ing empires impossible.?! During the Suez Crisis of 1956, the British and
French assumed that they could invade Egypt and restore control over the
canal on their own without consulting the United States or the Soviet Union.
They were wrong. They had to retreat and accept the fact that the canal would
remain under Egyptian control.

A process is under way in the postwar world similar to one seen many
times in history: a quick dissemination of military technology by wealthy
states among their neighbors and potential enemies, giving them broad mas-
tery of partisan warfare. Enormous human and financial resources are
required for the metropolis to stand up to this challenge.

In the sixteenth century, for example, with Europe’s obvious superiority
in military technology, it took only several hundred conquistadores to con-
quer America. In the second half of the twentieth century, 400,000 French sol-
diers sent to Algeria were not enough to suppress a rebellion of 20,000 people
who had the support of the civilian population. Likewise, Portugal’s defense
spending, which in 1971 constituted 43 percent of its budget, was untenable
for the country. In the period from 1961 to 1974, 110,000 young Portuguese
emigrated to avoid the draft. A 1967 decree increased the mandatory military
service to four years. Unable to graduate enough officers from their military
schools, the Portuguese authorities were forced to recruit junior officers who
were promoted upon graduation from military departments in civilian uni-
versities. They became the nucleus of the movement that prepared the way for
the overthrow of the authoritarian regime and the end of the colonial war.?
And although Vietnam had never been a U.S. colony, America was pulled into
the Vietnam War against the background of the collapse of the French colo-
nial empire and the Cold War. By the time the United States was actively
involved in the war, it was clear that controlling the territory and fighting off
the partisans would require ten times their number in soldiers. The socio-
economic and political price for maintaining the colony was too high.

National pride is one of the most powerful tools for political mobilization
in societies that do not have democratic traditions. Konstantin Leontiev knew
very well that a feeling of national solidarity was a threat to an empire: “The
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idea of nationalities . . . in the form that it appears in the nineteenth century
isanidea . . . with a lot of destructive force and nothing constructive.”?

Appealing to the juxtaposition of the white exploiters and the abused and
humiliated indigenous inhabitants of the colonies is an effective political ploy.
When the myth of European invincibility was demolished, violent forms of
struggle against colonialism became widespread. The participants could
count on financial and military support from the Soviet bloc. The nascent
independent states were a dependable rearguard for the partisans in countries
that were still European colonies.

After World War II, the inevitability of the disintegration of colonial
empires became self-evident. The only question was which metropolis would
be quicker to realize it and manage to make the decolonialization process eas-
ier and less painful.

The British elite, unlike the French, did not survive the capitulation of 1940.
Great Britain, which emerged as one of the victors in war, was prepared for the
crisis that came with the disintegration of its empire. In 1945, England was one
of the three world powers with an army of 4.5 million and held overseas ter-
ritories scattered over many continents. The sun never set on the empire. But
by the end of 1961 there was practically nothing left of it. Nevertheless, the
British government, unlike the Russian one, does not see the loss of its empire
as a geopolitical catastrophe. In most of the works devoted to the dissolution
of colonial empires, England, which understood how the world worked in the
second half of the twentieth century, is considered a model to emulate.?

The India Councils Act of 1909, even though it did not create radical
changes in the organization of imperial rule, was an important milestone on
the road to Indian independent statehood.?> The decision on Indian inde-
pendence was made during World War II, which in fact marked the end of
the history of the British Empire. Further developments were merely an
extended postscript. However, in the early 1950s the exploitation of nostalgia
for empire was a strong political move, at least by the supporters of the Con-
servative Party, which identified itself with imperial grandeur. Discussion of
the traditions of the past, the significance of empire for England, the inability
to give it up, and the “treacherous policies” of the Laborites who were ready
to dissolve it were important political components of conservative propa-
ganda. The ideological basis for that policy was Churchill’s statement of
November 10, 1942: “We intend to hold on to our property. . .. I did not
become the King’s First Minister to preside over the liquidation of the British
Empire.”” He frequently expressed similar thoughts after his return to govern-
ment in 1951.
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Themes relating to the necessity of preserving the empire, the malign
intentions of those who wished to dismantle it, and appeals to post-imperial
nostalgia and anti-Americanism predominated in the policies of the Conser-
vative Party in the early 1950s.” Many British politicians of the period saw the
United States, not the Soviet Union, as their country’s main foe. In 1951 it
would have been impossible to explain to the majority of the Conservative
Party, which had just won the election, that the empire’s days were num-
bered.? But time has a way of putting things in perspective. The failure of the
Suez campaign in 1956 and the efforts required to retain control on Cyprus
in 1956 demonstrated that the dreams of maintaining the empire were
romantic and unrealistic. In 1959 the Conservative government, which had
sworn fidelity to the imperial ideal just a few years earlier, began forcing the
dismantling of the empire. Iain Macleod, minister of colonial affairs, charac-
terized the situation this way: “It has been said that after I became Colonial
Secretary there was a deliberate speeding up of the movement towards inde-
pendence. [ agree, there was. And in my view any other policy would have led
to terrible bloodshed in Africa. This is the heart of the agreement.”?

In letting go of its empire, Britain had to deal with a decades-long and dif-
ficult terrorist war with Northern Ireland. The parallels with Russia, which in
1991 gave up the next-largest empire without bloodshed and then encoun-
tered the difficult Chechen problem, are obvious. No one has ever decolonial-
ized painlessly.

An orderly, planned dismantling of empires corresponding to the metrop-
olis’s strategic plans is the exception, not the rule.’® More often we see
situations where the metropolis, unprepared to send soldiers to defend impe-
rial holdings, finds itself in a political crisis, unable to elaborate a policy for
the peaceful restructuring of its relations with former colonies. Here Portugal
is a striking example: after the revolution of April 25, 1974, the army sent to
the colonies lost all desire to fight, and the soldiers and junior officers could
think of nothing but getting home quickly. In such a situation, long and
complex negotiations about the transfer of power are beyond the govern-
ment’s capabilities.?!

In France, because of the heavy legacy of its loss in 1940, the public adap-
tation to the new reality was slower than in England, and nostalgia for empire
was stronger. The French political elite were certain that only their empire
would allow the country to retain its status as a major power in the world.*
The number of people who died in the fight for this was greater than in other
European metropolises. But their struggle did not change the result, the dis-
mantling of the empire.
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As the European empires declined, the crisis of universal military service
unfolded.? France expended the greatest effort to hold on to its colonies in
the late 1940s and early 1950s; it spent more money and lost more lives. In
Indochina between 1945 and 1954, 92,000 soldiers and officers of the expedi-
tionary corps were killed, 140,000 wounded, and 30,000 captured. The war
ended in defeat. Nevertheless, the French government did not send a single
conscript from France to Indochina. It was politically impossible. French
families were totally opposed to sending their sons to die in Indochina.

After the capitulation of the French at Dien Bien Phu, when 10,000 soldiers
and officers surrounded them, the majority of the military leaders preferred
to blame the civilian politicians for stabbing the army in the back. The loss in
Southeast Asia, caused in part by France’s refusal to send conscripts there, was
an enormous factor in the independence movement in other French colonies,
especially in Algeria. If the metropolis could not keep its territories in Asia,
what guarantee was there that it could do so in northern Africa?

One of history’s paradoxes is that the prime minister of France who con-
cluded the war in Indochina with Ho Chi Minh in 1954 also initiated the
large-scale increase of French forces in Algeria—Pierre Mendes-France. Dur-
ing parliamentary debates on November 12, 1954, he said, “Let no one expect
any compromises from us, we will not compromise when it is a question of
defending internal peace and the integrity of the republic. The departments
of Algeria are part of the republic and have been France for an extended
period of time. No separation is possible between Algeria and the main terri-
tory of France. Neither France nor any parliament nor any government will
ever give up this fundamental principle.”* The minister of internal affairs,
later president of France, Fran¢ois Mitterrand, was just as adamant. He said,
“Algeria is France.”®

The number of Algerian rebels was smaller than the partisan forces in Viet-
nam. Algeria is geographically closer to France. More than a million French
colonials lived there. They had an influential lobby in the metropolis. The
country had significant oil and gas resources.

In May 1955, the French government took a step that the cabinets of min-
isters who were responsible for running the war in Indochina had not dared
to take. They called in 8,000 reservists and announced their plans to extend
the tour of duty of 100,000 recruits. In August of that year, they limited the
allowable reasons for exemptions from the draft. In 1955, the number of
French troops in France almost doubled, from 75,000 in January to 180,000
in December. In the fall of 1956, one-third of the French army was located in
northern Africa. By the end of 1956, there were 400,000 French troops there.
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Most of the young men drafted in accordance with the decree of August
22,1952, were older than 23; many were married with children and embark-
ing on careers. In 1914, when large numbers of middle-aged men had been
drafted, it was done in an organized way without public resistance. The home-
land was in danger; people understood that. In the mid-1950s, the French
public and the world saw the war with Algeria as colonial and unjust. Never
before had a conscript army been sent to fight such a war during peacetime.
In September 1955, recruits being sent to Algeria started to riot. Mass protests
took place in Vincennes, Nantes, and Marseilles.

Recruits as a rule did not take part in military action. That was done by the
Foreign Legion and military professionals. The basic task of the recruited con-
tingent was to protect the farms of the French colonists. Nevertheless, once
recruits were sent to Algeria, public opinion about the war changed in France.
Citizens of a democratic country, even those feeling nostalgic for former
grandeur, did not want to send their children to fight for the phantom of
empire. In 1960-61, polls showed that two-thirds of the French supported the
independence of Algeria. In a referendum on January 8, 1961, 75.2 percent of
the population voted to give the country’s leadership freedom of action in
solving questions of its implementation.*

In fact, neither France in 1960-61 nor Portugal in 1973-74, both of which
had sent large contingents of drafted soldiers to their colonies, was confronted
with the threat of direct military defeat. There was nothing like Dien Bien Phu
in 1954 in the offing. The decision to dismantle their empires had other causes.
Those included the domestic consequences of a long, expensive, and bloody
war, the reason for which was becoming less apparent to the public. In the
second half of the twentieth century, empires fell out of fashion. Modern soci-
ety did not deem it necessary to die or to send its children to war in order to
preserve the attributes of former grandeur.

The decision to reject the empire, supported by more than two-thirds of the
voters, was not easy even in France with its long-standing democratic tradi-
tions. The minority, made up of former French colonials and professional sol-
diers who had fought in the war and felt betrayed by the civilian authorities,
posed a serious threat to the stability of French democratic institutions in the
period 1958—62. When in 1958 radical nationalists took control of Corsica, an
official of the Ministry of Defense was asked if France intended to restore order
through the use of force. “What force?” he replied, making it clear that the
civilian authorities had no armed forces that could stop a rebellion.?”

The fact that France managed to retain democratic institutions in the me-
tropolis after the collapse of its empire was the result of several factors: the high
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level of development that makes authoritarian regimes that ignore the will of
the majority seem archaic; the plans for European integration, in which France
participated fully; and the authority and will of General de Gaulle, a man who
could dissolve an empire and maintain control over the army and police.

In 1960-62, when the question of ending the war and granting indepen-
dence to Algeria was being discussed, many observers expected a long period
of political instability and disorder. They were disappointed. The country’s
continued dynamic economic growth and European integration removed the
potential for a dangerous post-imperial syndrome. In France, as in Russia
today, the peak of the post-imperial syndrome occurred in the years when the
economy was booming. Experience shows that the illness can be cured.

Problems of Dissolving Territorially Integrated Empires

In agrarian states, many of which were not ethnically homogeneous, national
differences were usually unimportant. What was fundamental was the divi-
sion of society into the peasant majority and the privileged minority, special-
izing in force, state administration, and religion. The Habsburg monarchy in
the middle of the sixteenth century included not only Castile and Austria but
also such disparate components as Hungary, Czechia, Slovenia, Slovakia,
Croatia, the Netherlands, Burgundy, and the Spanish colonies in America.
The ethnic diversity of Russia, which had declared itself an empire in the early
eighteenth century, needs no commentary here. Linguistic issues make it hard
to determine whether the Ottoman Porte called itself an empire, but at the
very least, European contemporaries referred to it as one.

Some agrarian monarchies had consistent policies of national unification.
During the early Middle Ages, England and France were ethnically diverse
countries. It took several centuries for each to create a single national iden-
tity. But the Austro-Hungarian Empire had subjects from very different lan-
guage groups, and this strategy was not feasible.*®

The beginning of modern economic growth and the radical changes it
brought transformed society. New employment structures and higher edu-
cational attainment became entrenched. The bases of legitimacy for tradi-
tional political regimes were being eroded. Multiethnic, territorially integrated
empires encountered more complex problems.

The spirit of the rising national consciousness in the early nineteenth cen-
tury was nicely expressed by Johann Gottfried Herder, who wrote, “Provi-
dence has divided people by forests and mountains, seas and deserts, rivers
and climatic zones, but first of all it divided people by language, tendencies,
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and character. . . . Nature brings up people in families, and the most natural
state is one in which a single nation with one national character lives. . . . Thus
it appears that nothing is as antithetical to the very goals of ruling as the nat-
ural growth of the state, the chaotic mix of various human breeds and tribes
under one scepter. . . . Such kingdoms . . . are like the symbols of monarchy
in the prophet’s vision: lion’s head, dragon’s tail, eagle’s wings, and bear’s
paws.”® The rise of national consciousness and the demands for federalization
based on nationality made the situation of territorially integrated empires par-
ticularly difficult.

An overseas empire created with the help of cannon can be abandoned.
Problems remain with settlers who have to repatriated, but they touch only a
narrow segment of society. One of the most serious complications for France
in liquidating its overseas empire was the fate of a million French settlers in
Algeria. Yet that was only some 2 percent of the population of France.

When the Portuguese empire was dissolved in the mid-1970s, the repatri-
ated settlers in the metropolis made up approximately 10 percent of the total
population, more than in any other overseas empire.*’ But the arrival of those
outsiders did not become an explosive issue for the young Portuguese democ-
racy and did not interfere with stabilization. In territorially integrated and
multiethnic empires the issues relating to the resettlement of ethnic groups in
the course of the empire’s disintegration are more acute. This was seen in the
empires that collapsed during World War I: the Russian, German, Austro-
Hungarian, and Ottoman. Arming millions of peasants who were not neces-
sarily loyal to the empire and sending them into the trenches for years without
explaining why war was necessary made retaining the empire difficult. Mili-
tary defeat, the collapse of the old order, and territorial disintegration were
related processes.

The picture of anarchy born of the collapse of territorially integrated empires
is well known from books and films about the Civil War in Russia (1918-20).
But it is not a specifically Russian phenomenon. Here is a contemporary
account of the collapse of the Austro-Hungarian Empire: “The green units
(bands of deserters) have turned into bands of robbers. They took villages, cas-
tles, and railroad stations by storm and robbed them. They destroyed railway
tracks. They kept trains in queues in order to rob them. The police and armed
forces either joined the robbers or were unable to stop them. The new-found
freedom rose in the smoke of burned houses and villages.”* The most impor-
tant argument for capitulation in the declaration by the State Council of
Austria-Hungary was the fact that the army was multiethnic and its units, being
neither Austrian nor Hungarian, were not prepared to fight for the empire.
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The experience of dismantling empires after World War I is important for
understanding the problems faced by the world in the late twentieth century.
After the collapse of an authoritarian regime, a political and social vacuum
forms. The policeman of the old regime is gone, and the new one has not yet
arrived. Those who want power have no legitimizing tradition behind them,
and there are no generally accepted rules of the political game. Conditions
characteristic of great revolutions take shape: a weak government that is
unable to collect taxes and pay people on the state payroll, maintain order, or
guarantee that contractual obligations will be met.*?

In those circumstances the exploitation of the simplest social instincts is a
sure path to political success. Talking about national grandeur, about the injus-
tices suffered by one’s own ethnic group in history, or about territorial demands
by neighbors will guarantee political success.* With weak democratic traditions
and political parties, dependable weapons in the power struggle are radical
nationalism, appeals to national self-identification and national injuries, and
seeking out ethnic enemies. Austria-Hungary in 1918 provides a classic exam-
ple of the use of such political tools by the leaders of the empire’s ethnic elites.

Even on the eve of the empire’s collapse, pan-Germanic circles in Austria
were categorically opposed to its transformation into a federation. The Neue
Freie Presse, which expressed their views, wrote a few days before the regime
fell: “Germans in Austria will never permit the state to be pulled apart like an
artichoke.”*

The Polish poet Adam Mickiewicz wrote a century before its collapse that
the Austro-Hungarian Empire had 34 million inhabitants, of which only 6 mil-
lion were Germans who kept the remaining 28 million in subjugation. In 1830
the Austrian poet Franz Grillparzer noted that if the world were to confront
unexpected trials, only Austria would fall into pieces as a result. The Austro-
Hungarian elite understood the fragility of the empire and tried to protect it by
engendering contradictions among the peoples it controlled, creating a situa-
tion in which the Hungarians hated the Czechs, the Czechs hated the Germans,
and the Italians hated all of them. When collapse was inevitable, the mutual hos-
tility made national problems in the successor states difficult to regulate.*

The attempts made by metropolis elites to make national identity the basis of
statehood in multiethnic empires of the late nineteenth and early twentieth cen-
turies actually radicalized anti-imperialist feelings among the national minori-
ties. A leading Russian demographer, Professor Anatoly Vishnevsky, wrote:

Ukrainian separatism in its argument with more moderate federalism had the
same strong ally as the other separatists in the Russian empire—imperial
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great-power centralism. Its harsh unitarist position, which permitted no
deviation, constantly encouraged equally harsh demands from Ukrainian
nationalists. Ukrainian nationalism objectively was incited by a sense of the
subordinate position on the imperial economic and political stage of the new
Ukrainian elite and generally of the stratum of the Ukrainian populace that had
joined the movement. When Russian patriots, who recognized Ukrainians as
part of the Russian people, refused to hear anything about the Ukrainian lan-
guage, they were signing on to impose that disadvantaged and second-class

position forever.*

One of the most important themes of Hungarian political propaganda in
1918 was the danger of losing privileged-nation status in Austria-Hungary.
The main subject of Croatian propaganda was the unacceptability of Hungar-
ian dominance and its territorial pretensions toward Croatia. For Austrian
Germans the greatest problem at that time was the fate of the part of Czecho-
slovakia settled by Sudeten Germans, and for Czechoslovakia it was the preser-
vation of territorial integrity.

These conflicts are hard to resolve rationally. From the point of view of rea-
son it is difficult to explain which is more important—the preservation of
Bohemia’s integrity or the right of Sudeten Germans to join Germany. What
should be done with Hungarian minorities in Yugoslavia and Romania? The
occupation by Entente troops of the territories in question played an impor-
tant part in the relatively peaceful resolution of these issues. But still there
were armed conflicts. Things were much bloodier when other territorially
integrated empires collapsed.

By 1870, on most of the territory of the future Bulgarian state, the Ortho-
dox Bulgarians were almost outnumbered by Muslims, Turks, Bulgarian-
speaking Pomaks, and the Crimean Tatars and Cherkessians who had moved
there from Russia. Several million Turks from Bulgaria, Macedonia, and
Trakia moved into Western Anatolia during the last quarter of the nineteenth
century and the first quarter of the twentieth. By 1888 the percentage of Mus-
lims in Bulgaria had shrunk to approximately 25 percent, and by 1920 it was
only 14 percent. Similar processes took place in 1912-24 in Macedonia and
Western Trakia.?

The final dismantling of the Ottoman Empire came with its defeat in
World War . In January 1920, the leaders of the Turkish nationalists were
forced to acknowledge the right to self-determination of the territories of the
empire where the Arab population predominated. But they insisted on pre-
serving the integrity of the Turkish metropolis. The Greco-Turkish War fol-
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lowed the collapse of the Ottoman Empire. It resulted from disagreements
over the borders of states forming in the post-imperial space. Victory in the
war was a significant factor in the legitimization of the new Turkish state and
made liquidation of the Muslim caliphate in 1924 relatively painless. How-
ever, even then, with the first attempts at democracy in the late 1920s and
early 1930s, the legal opposition immediately exploited nostalgic feelings for
the caliphate, Muslim values, and the lost empire.*

The imperial mission in Asia was a critical element in Russia’s self-
identification in the nineteenth century. Dostoevsky wrote: “In Europe we are
spongers and slaves, but we will arrive in Asia as masters. In Europe we were
Tatars, but in Asia we too are Europeans. Our mission as civilizers in Asia will
entice our spirit and take us there, as soon as the movement starts. . . . A Russia
would be created that would revive the old one and with time would resur-
rect and define its own paths.”® But territorial expansion, the annexation of
territories inhabited by peoples with fundamentally different traditions and
languages, created risks at the first sign of a crisis in the regime.

The Civil War in Russia was not purely nationalistic; it had powerful ide-
ological and social components. The question of land and prodrazverstka, the
seizure of food from peasants for redistribution by the state, played no less a
role than the nationality factor. Nevertheless, the nationality issue in Russian
history from 1917 to 1921 must not be underestimated.*

Alain Besancon noted that the Russian Empire before World War I had
a good chance of regulating social contradictions and problems of economic
development, but it could not solve the nationalities question. This circum-
stance severely constrained the regime’s evolution. The liberal, democratic,
and modernizing alternative—the key to solving the issues of sociopolitical
development—increased the probability of the empire’s collapse.’!

Russia is unique in restoring a failed empire, which it did in the period
1918-22. This required an unprecedented use of force and violence. But that
was not the only factor in the Bolsheviks’ success. Messianic Communist ide-
ology shifted the center of political conflict from a confrontation between eth-
nic groups to a struggle among social classes. That struggle garnered support
from people in the non-Russian regions, who fought for a new social order
that would open the way to a brilliant future, and played a large role in form-
ing the Soviet Union within borders resembling those of the Russian Empire.
Russia succeeded owing to a unique combination of circumstances. No one
else in the twentieth century managed to do it.

Austrian socialists, forced to adjust to the realities of political competition
in a multiethnic empire, understood the potential of the national question for
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destabilizing the regime and saw that the active exploitation of ethnic issues
was a bomb that could destroy its foundations.’? V. L. Lenin’s thesis of the
right to self-determination to the point of secession radicalized the logic of
the Austrian social democrats, who had wanted to undermine the imperial
regime in order to restructure it as a federation.

After World War I, the European establishment accepted the idea that
nations had the right to self-determination, and the principle was incorporated
into the Treaty of Versailles. It was a way of dismantling the German, Austro-
Hungarian, and Ottoman Empires. The document’s authors had clearly not
considered the long-term consequences of the propaganda associated with its
ideas for other European empires.

In October 1914, Lenin spoke in Zurich to a social democratic audience on
“war and social democracy,” comparing the situation of Ukrainians in Russia
and in Austro-Hungary. He said, “Ukraine has become for Russia what Ireland
was for England; it was ruthlessly exploited, getting nothing in return.” Lenin
felt that the interests of the Russian and international proletariat required
Ukraine to win state independence.™

He did not reject the principle of self-determination with the right to seces-
sion even after seizing power, when much of what he had preached before the
revolution (freedom of speech, convening a National Assembly) had been for-
gotten. Why this remained part of Lenin’s political catechism is the subject of
much debate and will probably never be resolved completely. Probably the
key is that he always regarded events in Russia in the context of preparation
for world socialist revolution and understood what a powerful means of
destabilization radical nationalism could be.>*

I have already spoken of the most important difference between the col-
lapse of territorially integrated empires and overseas empires: in the latter,
colonial settlers can return to the metropolis, and the ensuing problems can
usually be solved in a civilized manner.

The situation was more complex in territorially integrated empires. There
the people were not colonial settlers who moved to the overseas colonies a gen-
eration or two earlier, but people whose ancestors had lived in the same place,
next to other ethnic groups, for centuries. These were millions of people who
considered themselves to be at the least equal citizens of the country and occa-
sionally even the privileged stratum. When an empire collapses, the represen-
tatives of the metropolis sometimes become the ethnic minority and are
discriminated against. More than 3 million Hungarians found themselves to
be a minority in neighboring successor states: 1.7 million in Transylvania,
which had seceded from Romania; around 1 million in Slovakia and trans-
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Carpathian Russia, which joined Czechoslovakia; and approximately half a
million in Vojvodina, which joined Yugoslavia. Almost 5 million Germans
went from being representatives of the ruling nation in the Austrian half of the
Austro-Hungarian monarchy and a number of eastern regions of the German
Empire to being the ethnic minority in Czechoslovakia, Poland, and Italy.>

Questions inevitably arise: should it be possible for arbitrarily created bor-
ders of imperial regions to become the natural borders of new independent
states? Should ethnic minorities have a say about where they live, as new states
form after empires fall? The concept of self-determination has no answers for
these questions. Understandably. It was created not to solve questions related
to the fall of multiethnic empires but as a bomb to place beneath their foun-
dations. Its creators were not particularly worried about what would happen
once the socialist revolution came to pass. But these questions became real
and often bloody.

The basis of the political ideology of movements for national independence
and the destruction of empires is often hostility toward the formerly dominant
ethnic group. That is not a political construction from which to expect politi-
cal correctness toward the formerly privileged nation. This explains the sup-
port for radical nationalism among minorities, once representatives of the
metropolis, in newly independent countries.

The Yugoslav Tragedy

In the late twentieth century, Yugoslavia became one of the states that illus-
trate the problems of dismantling a territorially integrated empire.* It fell
apart almost simultaneously with the Soviet Union. What happened there is
important for understanding the developments in the USSR in the late 1980s
and early 1990s.

Yugoslavia, naturally, was not a great power or empire in the classic sense of
the word. But some features of the country’s state structure, beginning with its
creation in 1918, made it resemble an empire. Both under the Karageorgevic
dynasty and under Communist rule, it was a state with an authoritarian regime
composed of ethnically heterogeneous but territorially integrated parts.

The idea of creating Yugoslavia as a commonwealth of Southern Slavic
nations was first discussed in the late 1830s and early 1840s.5 After World
War I, both the southern Slavic national leaders and the heads of Entente
countries concluded that the way to guarantee stability in the Balkans and
prevent local wars was to create a state based on the Serbian monarchy.*® The
fragile balance of the national interests of the peoples living in Yugoslavia was



THE GRANDEUR AND THE FALL OF EMPIRES

destroyed in 1929 by political changes that limited the rights of non-Serbs and
turned the country into a Serbian micro-empire.*

After World War II, Yugoslavia was reestablished. It had a relatively mild
authoritarian Communist regime with an unusual construction. The Serbs
were the largest ethnic group. The country’s capital was also the Serbian cap-
ital. This led to the inevitable dominance of Serbs in the government and the
army. For decades the head of the country was a Croatian who understood
the need to struggle against Serbian nationalism in order to retain stability in
a multiethnic country. He incorporated the struggle against Serbian nation-
alism into the constitution, appreciating that the preservation of the state’s
integrity depended on the reality of the federative structure.

Josip Tito’s policy was directed at minimizing the risks of attempts to trans-
form Yugoslavia into a Serbian empire. The authority and will of the leader who
stood up to Hitler in 194145 and to Stalin in 1948-53 was needed to ensure
this construction. S. L. Woodward, a perceptive scholar of the Yugoslavian cri-
sis, wrote: “Yugoslav society was not held together by Tito’s charisma, political
dictatorship, or repression of national sentiments but by a complex balancing
act at the international level and an extensive system of rights and of overlap-
ping sovereignties. Far from being repressed, national identity and rights were
institutionalized—Dby the federal system, which granted near statehood to the
republics, and by the multiple rights of national self-determination for individ-
uals.”® This is true, but it is not all. This system could have worked only under
strict control over any manifestation of political dissent. A crisis of legitimacy
of the authoritarian regime would make the construction impossible.

As soon as the linchpin vanished—that is, the central authority’s willing-
ness to use whatever force was necessary to preserve power and the state’s ter-
ritorial integrity—Yugoslavia became ungovernable. The restraints that would
have worked in a strong authoritarian regime, including the purely formal
veto power of the republics and autonomous regions over decisions made by
the federal government, never used under Tito, were unacceptable for run-
ning the country with a weakened government.

External problems added to the domestic ills. The most important element
in Yugoslavia’s stability after 1945 was the guarantee in the Yalta Agreement
that it would not be under the control of either the Soviet Union or the West.
Tito deftly used the advantages this conferred. After the reestablishment of
relations between Moscow and Belgrade, which had been suspended during
a conflict in the late 1940s and early 1950s, access to the Soviet and East Euro-
pean market and a clearing agreement with the Comecon countries helped
boost the Yugoslav economy. At that time Yugoslavia was able to secure low-
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interest loans from the International Monetary Fund (IMF) and World Bank.
Yugoslavia’s foreign policy is best described by the old Russian proverb: “A
gentle calf can suckle two cows.”

Beginning in the late 1940s, Yugoslavia’s national defense was based on
using the conflict between the two military and political blocs in Europe. The
Yugoslav leadership understood that they would not win a war if attacked by
NATO or Warsaw Pact forces. However, by organizing partisan resistance,
they could create problems for the attacking side and use the support of the
opposing bloc. This led to military training for reservists as part of the plan to
have an armed populace as the basis of national defense, which played a big
role in the development of the Yugoslav crisis.

In 1989, informed analysts regarded Yugoslavia as a socialist country with
the highest level of readiness to create a full-fledged market economy. In 1949
the Yugoslav leadership began consulting the IMF and implemented reforms
designed to shape a “socialist” market economy. In 1955 it opened its borders
to foreign travel by its citizens and to relatively free foreign trade. By 1965
negotiations were completed for the conditions of Yugoslavia’s membership
in the General Agreement on Tariffs and Trade (GATT). The country had a
cooperation agreement with the European Community and with the Euro-
pean Zone of Free Trade before other socialist states even began discussing
the possibility of concluding such agreements.

Even after the difficult decade of 1979-89, Yugoslavia’s high living stan-
dard, the people’s ability to work abroad, and its cultural pluralism seemed to
make it the obvious leader (among states that had gone through a period of
socialist development) to join the club of wealthy European states. The col-
lapse of the Soviet Empire in Eastern Europe, which began in 1989, meant a
shakeup in its unique position in the balance of power in the Balkans. Added
to this was the erosion of communism as the basis for a legitimate regime.

Mikhail Gorbachev’s policies, the end of the Cold War, and the disintegra-
tion of the Warsaw Pact and Comecon in the late 1980s changed Yugoslav
foreign policy and the economic basis for Yugoslavia’s existence. It lost its
advantages as a state in a key region that was independent of both the Soviet
Union and NATO. The collapse of the clearing trade within Comecon, into
which it was integrated, was a blow to the Yugoslav economy. Another chal-
lenge was the loss of privileged-borrower status in international financial
markets: it could no longer get inexpensive loans for political reasons. And
domestic economic problems led to an economic crisis. Economic problems
grew after the late 1970s. The rate of inflation increased and the rate of GDP
growth fell (see table 1-1).
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TABLE 1-1. GDP Growth Rate, Inflation, and Unemployment in
Yugoslavia, 1978-90

Percent
Share of unemployed

Year GDP growth rate Rate of inflation in the workforce
1978 9.0 14.1 12.0

1979 4.9 20.5 11.9

1980 2.3 30.3 11.9

1981 1.4 40.6 11.9

1982 0.5 31.8 12.4

1983 -14 40.8 12.8

1984 1.5 53.3 13.3

1985 1.0 73.5 13.8

1986 4.1 89.1 14.1

1987 1.9 120.3 13.6

1988 -1.8 194.6 14.1

1989 1.5 1,258.4 14.9

1990 580.6 16.4

Source: UN Statistics Division (http://unstats.un.org/unsd/cdb); B. R. Mitchell International Historical
Statistics. Europe 1750—-1993 (London: Macmillan Reference, 1998).

It was becoming clear that the Yugoslav model of market socialism, based
on labor self-management, did not work well in industrialized societies, and
the well-known economic arguments against its viability reflected real prob-
lems in the Yugoslav economy.®! Tito’s death paralyzed the decisionmaking
process related to taxes, the budget, and foreign trade. But the accumulated
problems, including the growing foreign debt, demanded action from the fed-
eral authorities, who assumed the republics would agree to share the burden
of adapting to worsening foreign economic conditions. But the republics could
not agree on which belts to tighten or how much.

In 1989 the Ante Markovic government attempted to implement a pack-
age of economic reforms focused on an institutional transformation of the
Yugoslav economy and on financial and monetary stabilization. An element
of this program intended to integrate the Yugoslav market was the plan to
repeal limitations on property rights for foreigners and on the right to repa-
triate income. On January 19, 1989, the premier introduced a bill in parlia-
ment that would liquidate the property rights system inherited from socialism.
It did away with limits on the size of landholdings and their sale and expanded
the rights of managers in hiring and firing workers. The Union of Commu-
nists of Yugoslavia lost the prerogative of approving the appointment of enter-
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prise directors. The inflation rate, which in December 1989 was 50 percent a
month, fell to almost zero by May 1990.%2

The concentration of power on the federal level was a necessary prerequi-
site of this program. However, Tito’s federal construction, which was intended
to prevent Yugoslavia from turning into a Serbian empire, did not allow this
to happen. The ability of the federal authorities to impose their decisions on
the republics was minimized by the constitution.

Although intended to deal with the harsh economic reality and to save the
country, the actions of the Markovic government led to the political crisis that
brought about Yugoslavia’s collapse. Two years later the country no longer
existed. Its territory became a bloody battlefield of ethnic wars that took tens
of thousands of lives and created millions of refugees. In the conflict between
Serbia and Croatia, 20,000 people died, 200,000 became refugees, and 350,000
received displaced-person status. During the Bosnian war 70,000 died and
2 million became refugees or were resettled.®

The history of the 1990s Yugoslav crisis is well documented and is not the
subject of this book.** I use it to demonstrate that in the collapse of an author-
itarian regime in a multiethnic country, the topic of nationalism, both in the
metropolis and in the parts of the federation that consider themselves
oppressed, becomes predominant.

After the Balkan wars of 1912—13, there was an informal moral ban on dis-
cussing territorial claims. This taboo was violated only in the years preceding
World War II. In an authoritarian regime, this ban was often strengthened by
harsh political sanctions.® The liberalization of the regime and the democratic
elections to the republican parliaments of 1990 made use of that weapon
inevitable. It is too effective to ignore if one wants votes.

The Serbian leadership was the most important participant in the political
process that exploited the ideas of radical nationalism. The Serbian Commu-
nist Party was led by Slobodan Milosevic: talented, charismatic, well educated,
and with experience in market economics. Since Communist ideals no longer
attracted voters, his only hope to retain control over the political situation in
Serbia was to exploit the theme of Serbian nationalism, the oppressed situa-
tion of Serbs in Yugoslavia, and the problems of the Serbian minority in
Kosovo, Bosnia, and Croatia.® It was not difficult then to garner political cap-
ital in Belgrade by talking about the artificiality of the republic’s borders
established by the Croatian Tito and the need to unite all Serbs in a single, ter-
ritorially integrated state.

A draft document prepared by the Serbian Academy of Sciences in 1986
dwelled on the suppression of Serbs in Yugoslavia and set forth principles that
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could be used by politicians in a multiethnic country undergoing a crisis in
its authoritarian regime. Excerpts, under the title “The Situation of Serbia and
the Serbian People,” appeared in the Belgrade newspaper Evening News in
September 1986. The article’s authors noted even then that this was a collec-
tion of ideas that would lead to a “fratricidal war and new bloodshed.”®’
Appeals to national grandeur and national oppression are fuel for an atomic
bomb in the political process of a country where the old regime is fading but
there is a developed system of democratic institutions.®

The problem of young democracies that arise in multiethnic countries is
that the slogans that are easiest to sell to unsophisticated voters are danger-
ous if implemented. It was a losing position politically in Belgrade in the late
1980s not to agree that “Serbia must be great” and “that we will not permit
Serbs to be beaten anywhere.” It was easy to sell the idea on the political mar-
ket that Serbia was and would be great and that the leadership would never
allow Serbs to be hurt in the other republics and autonomous structures. If a
Serbian leader did not fill that niche, some other politician would do so to
serve his own interests. In May 1989 the Serbian parliament elected Milose-
vic president. A referendum in December of that year showed 86 percent of
the voters supported him.®

It would not have been difficult to predict that politicians in Zagreb,
Ljubljana, and Sarajevo would latch on to those slogans enthusiastically,
merely substituting “Croat,” “Slovene,” and “Bosnian Muslim” for “Serb.”
The moment the Serbian leadership agreed to accept the program of exploit-
ing Serbian nationalism as a political ideology, the fate of Yugoslavia was
sealed. In making territorial claims on their neighbors, the Serbian leaders
opened the way to victory by nationalist leaders in the other republics who
used the fear of Serbian domination and territorial expansion. Wars with
Croatia, Bosnia, and Kosovo were inevitable. A process was set in motion that
would cost tens of thousands of lives and lead to the forced resettlement of
millions of people.

Political agitation based on pitting against one another people who had
once lived together within borders arbitrarily imposed by a nondemocratic
regime was the prologue to a bloody conflict. Twenty-five percent of Serbs in
Yugoslavia lived outside Serbia. The propaganda of Serbian greatness influ-
enced the treatment of Serbs in the republics where they were the minority.
The response to the rhetoric and territorial claims on Croatia was repression
of the Serbs living in that republic. The response to the repression was mili-
tary action by the Yugoslav National Army (most of the junior officers were
Serbs) to protect the Serbian minority. After that came war.
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The political processes involved in the disintegration of an authoritarian
regime affected the quality of economic policy. The democratic elections that
began in the 1990s in the republics gave rise to what Rudi Dornbusch and
Sebastian Edwards called economic populism.” Rival parties competed to
promise the voters the best economic future, leading to the erosion of federal
control over the budget and monetary policy. The inflation that had been
stopped by spring 1990 took off again that fall. Of course, in view of the grow-
ing political chaos, this was a secondary factor.

The dissolution of empires in the twentieth century is a component of the
process of global change that is called modern economic growth. That does
not make it any easier for people caught in the mill of history. Appealing to
their emotions is a powerful political tool. Think of Stalin’s address to his
“brothers and sisters.” Coming from a man who killed millions of his fellow
citizens, the words were blasphemous. And yet it was an astute political move,
just like exploiting the problems of Russians who found themselves beyond
the borders of Russia or appealing to post-imperial consciousness.

Historians and writers who incite radical nationalism and hostility toward
neighboring peoples and who rehash long-ago injuries must realize that they
are setting the stage for ethnic cleansing and the suffering of millions. Unfor-
tunately, people rarely learn from their own experiences and almost never
from the experiences of others. But if we do not draw lessons from what hap-
pened to our country and to other twentieth-century empires, we may become
a threat to the world. That is the worst thing that could happen to Russia.



AUTHORITARIAN
REGIMES

THE CAUSES OF INSTABILITY

The strongest is never strong enough to be always the
master, unless he transforms strength into right, and obedience
into duty.

—]Jean-Jacques Rousseau
THE SOCIAL CONTRACT

AUTHORITARIAN REGIMES are political structures that are not
based on traditional legitimacy or on a publicly accepted process of forming
the government and parliament after competitive elections. Their leaders,
having removed political rivals, suppressed the opposition, and taken control
of mass media, often believe that they will be in power forever. They think that
the means of oppression available to them will be enough to guarantee the sta-
bility of their regimes. This is an illusion that cost many dearly. Such forms of
power are innately unstable. Their instability is not caused by attendant cir-
cumstances or accidents, but by their very nature.

Monarchies, which are based on tradition (future continuity in the form
of government that existed in the time of fathers and grandfathers), can
remain stable for centuries. The length of a dynastic cycle in the largest agra-
rian civilization, China, is three or four hundred years. Some republics and
constitutional monarchies (a kind of democracy)! have exhibited an ability to
adapt to unprecedented challenges from industrialization, urbanization,
demographic changes, and the transformation of a democracy of taxpayers
into a government structure based on universal suffrage. They have managed
to preserve political stability for centuries.

Examples of authoritarian regimes that remained stable for more than
seventy-five years (three generations) are rare. In this sense, Rome, the source
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of imperial tradition in Europe, is the exception. But its political structure
interwove traits of authoritarian regime with agrarian monarchy.

Most states that can be called empires are either monarchies or democra-
cies that limit the rights and freedoms of their colonies. Even in those cases
when the metropolis was a democracy, indigenous inhabitants of the empire’s
conquered territories did not have the right to vote on issues affecting the
entire empire. In this regard, the totalitarian Soviet Union and authoritarian
Portugal, whose regimes were not based on monarchic traditions or demo-
cratic procedures in the metropolis, had common traits. For all their differ-
ences in scale, in both instances the collapse of the regime was simultaneous
with the fall of the empire. The causes of the internal instability of authoritar-
ian and totalitarian regimes are most important in discussing what happened
to the Soviet Union in the 1980s and early 1990s.

This chapter deals with the instability of authoritarian regimes widely
found in periods when the legitimacy of traditional monarchies is under-
mined by social transformation and the conditions for forming stable democ-
racies are not yet in place.

Challenges in the Early Stages of Modern Economic Growth
and Authoritarianism

One characteristic of agrarian society is long-term stability in the methods of
organizing production, population distribution, and occupation.? Fidelity to
tradition and following the example of ancestors are fundamental elements.
Change means burned-out villages and trampled fields. For an agrarian soci-
ety, monarchy, with its centuries of tradition and clear system of succession,
is the natural political organization.

Mancur Olson wrote that in a dynastic regime the probability is not high
that the oldest son of the king is the best qualified to rule. However, the citi-
zens justly assume that they benefit when power is transferred by heredity
because each successive head of state will care about the long-term future of
the country and his heirs. Agreement on the next ruler is beneficial to all.’ In a
stable monarchy, after a king’s death it is unusual to have wars of succession
that bankrupt the peasantry. They happen, but as an exception to the rule. The
stability of the ruling dynasty allows the sovereign to regard the country as a
treasure that will belong to his children and grandchildren. This means he
must care about his subjects and not exhaust them with outlandish taxes. The
stability of the political system allows for the formation of behavioral norms
related to the concept of a benign sovereign, a ruler who observes tradition and
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wants his country to flourish. Confucianism is a vivid example of an ideology
on which such rule is based.

The rules of succession of power in agrarian societies and the role played
by representative bodies (national assemblies, councils of nobles) in deter-
mining the order of succession after a monarch’s death vary. But in the major-
ity of agrarian societies, the eldest son inherits the throne.

Established in European city-states and then in territorially integrated
political entities that were not cities, democratic systems of political and eco-
nomic institutions supported by a taxpaying citizenry paved the way for an
unprecedented economic upswing. This was the most serious challenge to tra-
ditional monarchy in the millennia-long history of the agrarian world.* Eco-
nomic and social changes undermined tradition, the basis of political stability
in hereditary monarchy.’ If there is a place left for the monarch, it is in cere-
monial functions and not in running the country.

By the early eighteenth century, the models to emulate were the most
economically developed European countries—the Netherlands and Britain,
countries with strong parliaments that controlled the executive power. It was
there that Peter I traveled to learn the latest in technology. He did not intend
to transplant Dutch or British institutions to Russian soil and to create an
authoritative parliament. But it was clear to him that he needed to master
modern technology that would be useful in warfare.

In Western Europe and some colonies, the experience of those developed
countries with influential parliaments gave rise to doubts about the sense
of a monarchical system. American philosopher and essayist Thomas Paine
ridiculed the idea that the heir is the best ruler.® An ideological wave crested
in continental Europe in the seventeenth and eighteenth centuries, washing
away faith in absolute monarchy as a political system. A new paradigm grew
in the public consciousness with elected parliaments as the necessary element
in a rational political system; the belief grew that they should be responsible
for setting taxes, as well as for determining how state financial resources were
spent and how the executive power should be formed. Other methods of
organizing society did not make sense. This new paradigm prepared the way
for large-scale upheavals in political life, including the French Revolution and
the acceptance of its ideas in Europe.

The spread, albeit slower, of these social concepts can be seen in Russia, far
from the center of European development. The Decembrists, a group of liberal
aristocrats who called for a constitutional monarchy in December 1825 and were
exiled to Siberia by Nicholas I, were convinced that the retention of absolute
monarchy was incompatible with becoming a civilized developed country.
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Destruction of the legitimacy of the institutions of a traditional monarchy
does not guarantee that democratic institutions will immediately take hold.”
Even where parliaments had existed for centuries, they played a limited role:
they were organs that met periodically and made decisions on issues related
to taxation and budget expenditures. In that regard, they were a familiar,
long-standing institution. Their transformation into higher organs of power
was a break with tradition that led to disorder and confusion.

When the monarchic foundations are no longer legitimate and the demo-
cratic ones have not yet stabilized, the probability grows that a candidate who
can use force will be able to impose his will on society without taking into
account its preferences for political organization. That is the political basis of
Europe’s authoritarian regimes, like those of Oliver Cromwell and Napoleon
Bonaparte in the seventeenth and eighteenth centuries.® The threat of such
developments remained for a long time in countries that had embarked on
the path of modern economic growth. In Western Europe, with its long
parliamentary tradition, the last authoritarian regimes were dismantled and
replaced with democratic ones only in the mid-1970s.° Eastern Europe was a
decade and half behind.

One of the factors easing the rise of authoritarian regimes is the social dis-
organization that accompanies the early stages of modern economic growth.
The difficulties of adapting to urban life among the first and second genera-
tions of migrants from the countryside and the loss of traditional forms of
social support in the absence of adequate new services in an urbanized soci-
ety create a basis for the political mobilization of the low-income population.
Asarule, the property owners and taxpayers who had traditionally played key
roles in the European political process were not prepared for this.!

Some countries have demonstrated the ability to solve these problems in
developing democratic institutions. A flexible and adaptable British political
system managed to include the entire population in the voting pool, step by
step, without a great crisis. But that was not the situation everywhere. In the
second half of the nineteenth and first half of the twentieth centuries, the fear
that the political mobilization of workers and peasants would lead to social-
ist experimentation and a redistribution of property was an important factor
in the support of the middle class of authoritarian regimes.!!

In the non-European world, which has no extensive history of authoritative
parliaments or Greco-Roman tradition, guaranteeing political stability in the
early stages of modern economic growth is more complicated than in north-
western Europe. The contrast is striking between the weakness of traditional
regimes and the power of the West, which had moved far ahead (military defeat
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and imposed treaties had turned non-European states into colonies or semi-
colonies). Instability undermined the legitimacy of traditional monarchies. To
the educated elite it was obvious that borrowing European models of political
organization was necessary for development. However, authoritarian societies
had no institutions or traditions that could be used to support their transfor-
mation; there was no medieval legacy of freedom for separate groups of the
population and their right to defend themselves against the arbitrariness of the
ruler; there was no deep conviction in the legality of resisting his whims, which
was so important in the formation of the modern concept of a free society.!'?

These obstacles were the cause of a lengthy period of instability and institu-
tional crisis. The legitimacy of traditional ways was undermined, but new meth-
ods of organizing political life were not yet in place. These are the conditions in
which violence (victory in a civil war or a coup d’état) is the means to power.

In the early 1960s, when decolonialization led to the founding of dozens of
new states, many scholars felt that authoritarian forms of rule were optimal.
In 1959, De Schweinitz wrote that the public’s participation in political affairs
had to be checked in order to achieve economic growth.'

As noted earlier, authoritarian regimes usually come to power through force.
There are exceptions. Sometimes future autocrats come to power through dem-
ocratic procedures and then use their power to suppress rights and freedoms.
They can turn to state structures for their own uses, or they can use force against
opponents through a lack of resistance from the state. Hitler is an example of a
politician who used both strategies.

Regardless of how an authoritarian regime formed, violence plays a promi-
nent role. As long as society is convinced that the rulers will use force against
the people in order to hold on to power and suppress the opposition, the
authoritarian regime can have political stability. If the regime and the public
believe this, repression can be used selectively and in a limited way. Other-
wise, it must be applied on a large scale. Even then, the autocrat will not be
able to hold on to power for long.

The Instability of Authoritarian Regimes

Regimes that come to power through force are not stable in the long run (over
decades). Discussions of whether power alone is enough to make a regime have
been going on since the days of Thucydides.!* It was obvious to Machiavelli that
aregime based only on violence was unstable.!* Rousseau thought so as well.'®
The absence of legitimacy—that is, a clear and acceptable explanation of
how the leaders of an authoritarian regime are ruling the country—is the
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reason for its instability. The government has neither tradition nor clear pro-
cedures to validate the legality of the regime. These are the key issues that lead-
ers of such political constructions face.!”

A monarch has an heir; a president or prime minister in a democratic coun-
try comes to power through understandable and accepted rules. For the major-
ity of authoritarian regimes, establishing rules of succession is impossible. An
official heir is a threat to the autocrat. The leader’s death or inability to rule
puts the stability of the regime at risk.

History has shown that authoritarian regimes do not last for a long time.'®
However, the period of political instability that comes from the collapse of old
institutions and the absence of new ones, when monarchies are replaced by
young democracies, which in turn are replaced by authoritarian regimes, can
extend for centuries.

AsThave already noted, the leaders of authoritarian regimes often sincerely
believe that they will rule forever. But transience is characteristic of this
method of power. Even when such structures are formed with support from
a public that is disillusioned by incompetent and corrupt politicians who
came to power by democratic means, over time they begin to be perceived by
society as illegitimate, and talk turns to ways and means of restoring demo-
cratic institutions.!” When these discussions become significant, the leader
and his entourage have difficulty developing an exit strategy that will guaran-
tee their freedom, safety, and wealth after they leave.

These circumstances are illustrated by the rule of Augusto Pinochet, one
of the most effective dictators of the twentieth century, who implemented a
sound economic policy that laid the foundation for the Chilean “economic
miracle.” On his initiative, amendments were made to the constitution that
were supposed to protect him after he retired. But those protections did
not work.?

Pinochet was not the first dictator to ponder this problem. An awareness
of its urgency stimulates corruption in circles close to the top of an authori-
tarian regime. The instability of the situation and the unreliability of power
force the ruling elite to focus on the short term. History knows of no cases of
authoritarian rulers respecting property rights. Statistics demonstrate a rela-
tionship between the stability of a democratic system and the reliability of
contractual rights.?!

Authoritarian regimes construct a simple mechanism of rule. As Edmund
Burke noted, however, “The simple governments are fundamentally defective,
to say no worse of them.”?? The lack of checks and balances and public discus-
sion that informs people of the decisions made under the influence of corrupt
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interests undermines the already fragile belief of society—and of the regime
itself—in its right to govern.

One of the attempted responses to the challenges of unstable authoritar-
ian regimes is closed, or managed, democracy. These are political systems in
which formally democratic institutions and procedures are retained, but the
ruling elite decides on the succession of power and controls the electoral
process, predetermining its outcome. I have written about this form of polit-
ical organization in an earlier work.?® Let me simply note here that strategi-
cally this choice is a dead end. Countries that chose closed democracy in the
twentieth century were forced to reject it and begin forming functioning dem-
ocratic institutions. This happened in Italy, Japan, and Mexico, all considered
models of this form of government.

There is another response to the challenges of unstable authoritarian
regimes—the formation of a totalitarian government, which is in essence a
subtype of authoritarianism.* Totalitarian regimes are also formed without
a tradition of hereditary succession and without competitive democratic pro-
cedures. The key role in their establishment is the authorities’ readiness to use
unlimited force. They also impose stricter controls over daily life than what
leaders of authoritarian regimes deem reasonable and promote a messianic
ideology intended to legitimize the regime. In an authoritarian regime, the
authorities do not want people interfering in public policy, participating in
demonstrations, writing petitions, or appealing to the foreign press with
exposés of the criminal regime. What they say among themselves in their
kitchens does not matter. In a totalitarian regime, even telling a joke at home
about the leader can land the raconteur behind bars.

Messianic ideology is a distinguishing trait of totalitarian regimes. Author-
itarianism explains its necessity with prosaic arguments: the imperfection of
the democratic authorities, the imperatives of dynamic economic develop-
ment, the need to oppose extremism. Totalitarianism appeals to religious and
pseudo-religious symbols: the thousand-year Reich, world communism, the
global caliphate.

The problem with this ideological construction is that it does not fit the
realities of the modern world. In light of history, it is difficult to believe in.
The idea of a thousand-year Reich led to world war, collapse, and capitula-
tion. The desire to build a world communist system led to the creation of an
inefficient and unstable economy. Time will show where attempts to create a
global caliphate will lead and how many lives will be lost in the process.

In order to adapt to a changing world, we must help, or at the very least not
hinder, global transformation and the concomitant socioeconomic changes:
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urbanization, higher educational achievement, changes in employment struc-
tures. Authoritarian regimes justify their existence by concentrating on eco-
nomic development and narrowing the gap between themselves and leading
states. But we have seen that the achievement of these goals still does not guar-
antee political stability.

Mexico in the late nineteenth and early twentieth centuries provides a
characteristic example of the influence of dynamic development on the polit-
ical destabilization of an authoritarian regime. In the twenty years before the
1910s, the rate of GDP growth in Mexico was high. The production of min-
eral raw materials and sugar rose by 400 percent, the textile industry was cre-
ated, oil production developed, and metallurgical plants and railroads were
built. The national currency remained stable and there were favorable condi-
tions for foreign loans. The volume of foreign trade and tax revenues grew
tenfold. But none of this stopped the revolution.?

Development undermines the foundations of undemocratic political sys-
tems. An authoritarian regime can be enduring in an illiterate peasant country.
The society makes no demands for freedom. Only an insignificant minority is
interested in it, and sometimes it even understands that freedom could mean the
escalation of social demands from the poor and a zeal for redistribution to which
it would fall victim. The ruling regime is supported by the army that is recruited
from the peasants, who are indifferent to the ideas of the urban intellectuals. As
the country industrializes and education grows, the situation changes.

Taiwan is an example of an authoritarian regime that confronted the crisis of
legitimacy as the society transformed with economic modernization. By the late
1970s, Taiwan had a highly industrialized economy and was a significant
exporter of high-quality technology and information technology. At that point,
traditional methods of political control stopped working. Repression under-
mined the regime’s authority and increased the popularity of opponents. Cor-
ruption became a subject of public discourse. Shutting down disloyal mass
media provoked rallies and clashes between protesters and police. The convic-
tion grew among the intelligentsia that the political system was flawed and that
mechanisms had to be put in place to permit competition among political par-
ties. Opposition associations formed in universities. Deputies who did not
belong to the ruling party walked out of parliamentary sessions in protest against
its arbitrary rule. In the second half of the 1980s, the regime saw that it would be
impossible to retain authoritarianism. In 1987 the ruling party, the Kuomintang,
had to repeal martial law and permit the other political parties to operate.?

The leaders of the authoritarian regime in Spain believed that the swift eco-
nomic growth of the 1960s would help form a conservative society uninterested
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in politics. In fact, it promoted cultural, social, and political changes that under-
mined the regime’s stability.”

There are elements of prosperity and quality of life that cannot be meas-
ured by a GDP index. The right to travel, to choose one’s residence, to partic-
ipate in solving the country’s problems, to read and listen to anything one
wants, and to freedom of speech are intangible goods that cannot be valued
in monetary terms. As prosperity grew, so did the demand for these rights and
their meaning for society.

It is difficult to explain this to people who have lived all their lives in a stable
democracy. They read about freedoms and democracy in textbooks, but those
rights are as natural to them as breathing. It is not hard to understand that it is
important, but people do not think about it every day. I often encounter left-
wing intellectuals who try to convince me that Deng Xiaoping was right in sep-
arating economic and political reforms and starting with a functioning and
growing market economy instead of setting goals of political liberalization. For
some reason, they take umbrage and never answer my question: for how much
would you sell your freedom of speech? They must feel that they, unlike other
people, are guaranteed those rights by virtue of being born in a state with a sta-
ble democracy. People who have lived in authoritarian and totalitarian regimes
have an easier time understanding the freedoms that they were denied.

In countries without democratic traditions and with autocrats in power,
the demand for freedom rises with development. It can be stopped only by
force—the main resource of such regimes. The problem is that the ability to
use force is reduced in a modernizing society.

Even in agrarian China, the use of troops in Tiananmen Square in 1989 was
not an easy issue for the leaders. The Beijing garrison was considered too
unreliable. The troops that quelled the protest had been brought in from the
Soviet border.?

The collapse of the authoritarian regime in South Korea is an example of
the problems that arise when such regimes are guaranteed political perma-
nence. The collapse came after decades of economic growth at high rates.

Socioeconomic transformation leads to political mobilization among broad
strata of the population, particularly the youth. Such movements undercut the
authorities’ ability to use force to restrain political activity.?? Socioeconomic
development is formed by urban society. Educated people understand that they
are dealing with an illegitimate, undemocratic, and corrupt regime. In this
situation, the active minority, ready to give anything at all to overthrow the
regime, including their lives, can be organized. It is difficult to find people ready
to die for the regime.
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The Batista government in Cuba in the late 1950s is a typical example. The
Cuban economy in the 1950s was developing rather quickly by Latin Ameri-
can standards. Average GDP growth per capita in Cuba between 1950 and 1957
was 2.3 percent. The regime, dealing with the challenge of domestic armed
protest, took measures for self-preservation, introducing harsh censorship and
empowering the secret police. Feeling endangered, Batista increased the army.
People considered disloyal were routinely tortured and murdered. The army
and police leadership was made up of those close to Batista, who had an inter-
est in maintaining the status quo.

After taking care of the rebels, Batista acted energetically: armed sentries
were placed around government buildings; planes and boats patrolled the
coast; government troops bombed villages harboring rebels; hundreds of
people were jailed. Corpses of suspected sympathizers of the enemies of the
regime littered the streets.*

This was not enough to stop the revolutionaries. In December 1956, there
had been eighty-two; after the rout only twelve survived. In the spring of 1957,
journalists argued about their number: fifty or a hundred. By fall of that year,
the number was a thousand. In mid-1958, there were five to ten thousand
rebels.> The fate of the Cuban Revolution was determined not by a formal
correspondence between the number of government soldiers and number of
rebels, but by the fact that society considered the Batista regime corrupt and
unjust.>? Corruption charges were central to Fidel Castro’s propaganda.®

Mechanisms of the Collapse of Authoritarianism

It is difficult to predict when the crisis will begin in an authoritarian regime.
Sometimes it is slow to start, but when it does, it unfolds much faster than
imagined. The leaders of authoritarian regimes often have no idea why it hap-
pens. The last shah of Iran, Mohammed Reza Pahlavi, was stunned by events
in 1978, according to former U.S. ambassador to Iran William Sullivan:
“What bothered him, he said, was that this intrigue went beyond the capabil-
ities of the Soviet KGB and must therefore also involve the British and the
American CIA. . . . Why was the CIA suddenly turning against him?”3*

The mechanisms of collapse vary. Often they are related to the dictator’s
personal life. The stability of the political structure depends on the life or health
of the autocrat who is the center of the political elite. With his death, squab-
bles among the ruling class can break out. The death of Chiang Kai-shek in
1975 opened the way to democracy in Taiwan; the assassination of President
Park Chung Hee in October 1979 accelerated democratization in South Korea.
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Sometimes the mechanism of crisis is related to military defeat. Consider
the development of events in Argentina after the Falkland Islands war.

Information globalization creates instability in authoritarian regimes.
Most people in the early twentieth century had only a vague idea of what was
happening outside their village or what other political structures existed. Over
the course of the twentieth century the world became integrated. Knowledge
about the political systems of developed nations is generally accessible. There
is no way to explain to people, especially young and educated ones, that their
peers in other countries have the right to freedom and can participate in solv-
ing the country’s problems; they do not, for it is done for them by leaders who
have force on their side.

Another cause of crises that lead to the collapse of authoritarian regimes is
ethnic conflict. That is why such regimes are less stable in countries that are
ethnically and religiously heterogeneous.?

There are other variants, as well. The collapse of the shah’s regime in Iran
was not precipitated by military defeat, the autocrat’s death, or an ethnic con-
flict. It occurred in a favorable oil market and while prosperity was growing.
But it is most common for the collapse of an authoritarian regime to be pre-
cipitated by an economic crisis.

The world of modern economic growth is dynamic and difficult to predict.
Accurate predictions of prices for raw materials or currency are beyond the
capabilities of economics. Life forces people to adapt to external challenges,
which are hard to foresee. The twentieth century is filled with examples of
crises that neither the national authorities nor the international community
had expected. This is the reality with which we must deal. Neither the Interna-
tional Monetary Fund nor the U.S. Treasury had expected the Mexican crises
of 1994. Just as unexpected was the financial crisis of 1997-98 in Southeast
Asia, which then expanded into the post-Soviet territories and Latin America.’

In the late 1990s, a book was written on the problems that faced oil-
producing countries when the oil prices fell in the 1980s. It presented Indonesia
as an example of a successful adaptation to the changing conditions in world
development.’” But before the book came out, the Indonesian regime col-
lapsed as a result of events in Southeast Asia.*

In an economic crisis, the government must reduce budget spending, raise
taxes, devalue the national currency, limit imports, and reduce subsidies.
These are all difficult and unpopular measures. The regime must be certain
that the society will accept them or that it is capable of using force to stop pos-
sible riots. The weakness of authoritarian regimes facing economic crises is
that they have neither resource. It is hard to persuade a society that considers
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the regime illegitimate or corrupt to tighten its belt. Corruption that in pros-
perous times was seen as an unpleasant but inevitable phenomenon becomes a
challenge to the concept of a rational and just social structure in times of crisis.

The collapse of an authoritarian regime is preceded by a period of instabil-
ity, a time when the regime loses the remnants of legitimacy. In retrospect, it
is easy to pinpoint its start. In Iran, for instance, it was 1970-78, when the
shah’s regime increased control of its secret police over daily life and repres-
sion against opposition leaders. In 1970, not a single bomb was used for polit-
ical purposes. In 1972, politically motivated explosions numbered thirteen.
In 1974, there were student riots and unrest stemming from food shortages
in Tehran. Radical fundamentalism became more attractive from the mid-
1970s. In 1977-78 mass demonstrations, accompanied by the use of force,
became a characteristic of life in Iran.*

If an autocrat retains control over the army and police, he can suppress
social unrest with the usual authoritarian methods, showing that he will shed
as much blood as necessary to stay in power. But in a crisis situation, the con-
viction that the regime is illegitimate often extends to soldiers, sergeants, and
junior officers. At a time when the dictator particularly needs loyalty, the army
and police stop working.

The problems of instability in authoritarian regimes do not end with their
collapse. In the absence of a legal political process and a responsible parlia-
ment that influences the public, the opposition focuses on the simplest slo-
gans. Their essence is standard-issue: “Death to the anti-people regime!”
“Justice and Redistribution!” (which means, take away everything and share
it); “No to the regime of national betrayal” (radical nationalism). These slo-
gans work well against the regime. They were used, for example, by Castro’s
July 26 movement in Cuba in the 1950s. Trying to embody these slogans in
real life is not the best guarantee for a stable democracy, however.*

An authoritarian regime, for all its illegitimacy, is a functioning one. There
are police on the streets maintaining order; if the country is relatively devel-
oped, children go to school; and there are hospitals. The collapse of an author-
itarian regime means the end to institutions that had preserved some kind of
law and order.* In Iraq in the summer of 2003, the debaathification decision
by American authorities, which included dismissing the police and army of
the regime of Saddam Hussein, did not consider the consequent need to guar-
antee order in the streets, a reliable electricity supply, and the safety of the
property of state institutions.

That a regime’s monopoly on the use of force is a key element in a stable
state structure has been known at least since the publication of Max Weber’s
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classic work Politik als Beruf (Politics as a Vocation).*> With the collapse of
an authoritarian regime, the new regime is very limited in its ability to use
force to impose order. Even when the army and police structures remain,
they lose their taste for continuing their own work. They are not certain how
long the new regime will last or whether the old regime will return, in which
case they would be punished for collaborating with the new rulers. The nat-
ural strategy is to do nothing.

Political regimes that come to replace authoritarian ones do not have his-
torical legitimacy and traditions to ensure their permanence. That is the fun-
damental problem after the collapse of authoritarian regimes: there is no
guarantee that permanent democratic institutions will follow.*

External factors play an important role in the solution of this problem. In
Eastern Europe, after the Soviet Union no longer had control, the influence
of the European Union and the prospect of membership in that organization,
which united the communities of highly developed countries, was an impor-
tant factor in stabilizing democracy. In Latin America after the end of the
Cold War, when the pragmatic principle “He may be a son of a bitch, but he’s
our son of a bitch” fell out of favor, the influence of the United States pro-
moted the stabilization of democratic institutions. But external factors such
as these do not work in all regions of the world.

Spain is a developed European country with a long parliamentary tradi-
tion, and its political elite implemented a peaceful transformation from
authoritarian regime to democracy. In 1980 it joined the European Commu-
nity. Nevertheless, for almost ten years after Franco’s death, the country’s
leadership had to deal with the difficult issues of establishing civil control over
the army. The country found itself on the brink of a military coup several
times.* This is an example of how complex the transition from authoritari-
anism to democracy can be even under good circumstances.

It is axiomatic in the literature devoted to postauthoritarian transitions
that a successful transformation depends on the separation of politics and
economics. The people must be persuaded that attempts to combine radical
changes in the political system and the economic structures are untenable.®
Unlike in other authoritarian regimes, in socialist countries the political sys-
tem is inextricably tied to the organization of everyday economic life. Political
instability compounds the fact that the socialist system of economic manage-
ment cannot work without a totalitarian political regime. It collapses when
state control over all aspects of life weakens.
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OIL CURSE

Better we had found water!

—Sheikh Ahmed Zaki Yamani,
FORMER OIL MINISTER OF SAUDI ARABIA

In ten or twenty years you will see that oil will lead us to
collapse.

—Juan Pablo Pérez Alfonzo,
FORMER OIL MINISTER OF VENEZUELA

IN 1985-86, WORLD oIL PRICES dropped precipitously. But
the USSR collapsed for other reasons, not because of speculation that oil
prices would fall. The bard Bulat Okudzhava put it well in his last public
appearance in Paris on June 23, 1995. He read this brief poem:

Universal experience tells us

That kingdoms perish

Not because the life is hard

Or the suffering great

They perish because—

And the longer it takes, the more painful it is—
People no longer respect

Their kingdoms.

The crisis in the Soviet economy that led to the collapse of the USSR was
closely connected to developments on the oil market. Why did it happen the way
it did? Naturally, first came the conspiracy theories. But I saw with my own eyes
what an incredible surprise the collapse was for the American administration.
I saw how stunned they were, and I do not believe any theories that place the
U.S. government at the center of a conspiracy to bring down the Soviet Union.
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But even if we were to accept that the collapse was “intentional,” it would
only make things worse. Then we would have to talk about ignorance, irre-
sponsibility, and betrayal of national interests on the part of several genera-
tions of Soviet leaders who placed the country’s economy and fate in the
hands of decisions made by the United States, which was considered our pri-
mary enemy.

The USSR was not the first or only resource-rich country to encounter a
severe crisis resulting from hard-to-predict changes in prices for their raw
materials exports. In order to understand what happened in the Soviet Union
in the late 1980s and early 1990s, we must analyze the causes of price fluctu-
ations and how they influence the economies of exporting countries. This is
a rather long story. . . .

The Spanish Prologue

Spain in the sixteenth and seventeenth centuries, after the discovery of
America, provides the classic example of how revenue windfall from natu-
ral resources can affect a nation’s economy. Discoveries of gold and silver
deposits and the introduction of technology to extract them efficiently by
contemporary standards led to an unprecedented influx of precious metals
into Europe.

Over 160 years, between 1503 and 1660, 16,000 tons of silver were deliv-
ered to Seville, tripling the silver reserves in Europe. In that same period the
import of 185 tons of gold increased European resources by approximately
20 percent (see figure 3-1).!

The growth of the gold and silver supply in the still slow-growing Euro-
pean economy brought sharp price increases to a society used to price stabil-
ity.2 In Spain, where the precious metals went first, prices rose faster than
elsewhere in Europe (see figure 3-2). This reduced the competitiveness of
Spanish agriculture. For many decades, Castile had to import food products.’
The crisis in the Spanish textile industry was also the result of anomalously
high prices in Spain, caused by the influx of precious metals from America.

In the late sixteenth century, complaints about high prices in Spain were
widespread. The Cortes Generales (the Spanish legislature) discussed it fre-
quently. The parliamentarians proposed banning the export of Spanish
textiles even to the Spanish colonies in America. The high price of food
products and textiles prompted measures to limit price increases, which in
turn led to shortages. The liberalization of food and textile imports in Spain
was inevitable.
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FIGURE 3-1. Total Imports of Precious Metals to Spain, 1503-1650
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FIGURE 3-2. Changing Price Levels in Spain (Castile-Leon), 1503—1650
Averages for five-year periods (1580 prices = 100 percent)
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Gonzalez de Cellorigo, in his analysis of Castile’s economic problems,
related them to the discovery of America. In 1600 he wrote that the influx of
gold and silver had paralyzed investments, as well as the development of
industry, agriculture, and trade, and maintained that the discovery of Amer-
ica was a misfortune for Spain.* The Flemish scholar Justus Lipsius wrote in
1603 to his Spanish friend, “The new world you conquered has conquered
you, weakening and exhausting your former courage.”

The role of precious metal revenues in the budget of the Spanish crown in
the middle of the sixteenth century, modest at first, increased gradually. This
became obvious with the discovery and exploitation of silver in Potosi. The use
of these revenues did not depend on decisions by the Cortes. The new income
expanded the government’s freedom of action. American gold and silver
seemed a reliable guarantee for loans that international banks readily offered.

In accordance with the standards of the time, the crown spent more than
half of its revenues on military needs. American gold and silver financed
Spain’s foreign policy activity to defend Catholicism and protect Spain’s
supremacy in Europe, and it paid for a number of expensive wars.

At the end of the sixteenth century, the flow of precious metals from Amer-
ica slowed down. By 1600, the richest silver deposits were exhausted.® And
higher domestic prices had reduced government income and hence the Span-
ish budget in real terms. Besides that, the Spanish crown had taken on large
debts. These circumstances led to a trail of bankruptcies, which defined Span-
ish finances in the second half of the sixteenth century. The state declared
itself unable to pay its debts in 1557, 1575, 1598, 1607, 1636, 1647, and 1653.

As often happens, the authorities responded inadequately and inappropri-
ately to economic problems caused by fluctuations in resource income. Ban-
ning Spanish students from studying abroad, limiting trade monopolies,
increasing taxes on wool exports, and imposing customs duties on the bor-
ders between parts of the kingdom were not effective ways to finance military
campaigns.®

It had been easy to take on imperial obligations, but it was difficult to jet-
tison them when necessary. In 1609, Spain was forced to conclude a peace
agreement with Holland because of growing financial difficulties. Ten years
later it became clear that this had done little to solve Spain’s budget prob-
lems. Dutch operations at sea, their attacks on Spanish vessels and colonies,
demanded as much spending on the armed forces as had been necessary dur-
ing wartime.

The Duke of Olivares, prime minister of Spain from 1621 to 1643, a
contemporary and a rival of Cardinal Richelieu, tried to implement liberal
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reforms (by regulating the tax system, reducing budget expenditures, and
shrinking the state bureaucracy), to limit the power of the oligarchs who had
access to state revenues,’ and to restore the grandeur of the empire. He was
competent, hard-working, and not corrupt. But his efforts were also insuffi-
cient to restore economic order and to finance the military action needed to
preserve the empire. In 1631, realizing the impossibility of his goals, Olivares
made the famous comment, “If the great conquests of this monarchy have
brought it to this pitiful state, it can be said with some certainty that without
the New World it would be much more powerful.”!

By 1640 the Spanish crown had lost its European holdings outside the
Pyrenean peninsula and was on the brink of losing control of Asturia, Catalo-
nia, and Aragon. In September 1640, Olivares wrote, “This year may be con-
sidered the most disastrous for the monarchy in all its existence.”!! And yet
the Spanish army did not lose a major land battle until 1643.

Spain in the sixteenth and seventeenth centuries is an example of a state
that suffered no wartime defeats, but whose economy collapsed under the
weight of its disproportionate ambitions, which were based on unreliable rev-
enues from American gold and silver. The fate of twentieth-century states
whose might depended on revenues from natural resources, including Rus-
sia, is well known.

Resource Wealth and Economic Development

The problems that confronted Spain in the sixteenth and seventeenth cen-
turies were also known in the late eighteenth and early nineteenth centuries
at the dawn of modern economic growth. And yet the persistent axiom was
that having wealth in natural resources, supplies of minerals important for
industrialization, and an abundance of arable land were positive factors in
development. Twentieth-century experience showed that the correlation, alas,
is more complex and dramatic.

Between 1965 and 1998, the per capita GDP in the resource-rich countries
of Iran and Venezuela declined by an average of 1 percent a year, in Libya by
2 percent, in Kuwait by 3 percent, and in Qatar (1970-95) by 6 percent. Over-
all, between 1965 and 1998 the GDP in OPEC member states declined by
1.3 percent a year while the countries with low and medium per capita income
saw an average increase of 2.2 percent a year.'?

The past several decades have seen quite a few books on the influence of
resource wealth on economic development. Defining resource wealth is not
simple. Some authors define it as the percentage of raw material in export and
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volume of GDP, and others as the territory per resident of the country. The
important point is that regardless of the definition the results of the studies
are similar.'® They demonstrate the statistically significant negative correlation
between long-term rates of economic growth and resource wealth.!* To put it
simply, the presence of natural wealth not only does not guarantee future
prosperity, but is more likely to complicate its achievement.

A typical example of many in this sad group is Nigeria. Large oil deposits
were brought into production in 1965. Over the next thirty-five years, total
revenue from oil, not counting payments to international oil corporations, was
approximately $350 billion (in 1995 prices). In 1965 the per capita GDP was
$245. In 2000, it was at the same level.!® Scholars disagree about which factor
in resource supply creates the greatest obstacle to dynamic economic growth.!
However, the list of risks related to resource wealth is well described.!”

Natural resources and the revenue they provide allow the authorities in a
country “hanging on to God’s beard” to increase their budgets without needing
to raise taxes on the citizenry (see table 3-1).!® That means that there is no need
to embark on a long-term dialogue with the public—the taxpayers and their
representatives. Historically, such a dialogue (which leads to compromises) is
the only path to forming institutions that check the power of the authorities
and guarantee rights and freedoms. That difficult dialogue establishes the rules
of the game that allow the mechanism of modern economic growth to begin."
This is why the people of a resource-rich country have less chance than those
in resource-poor nations to develop systems of checks and balances (extremely
popular in Boris Yeltsin’s time and now no longer in fashion) and reliable insti-
tutions to limit corruption and the arbitrariness of the authorities and bureau-
cracy.? The atmosphere is different, and so is the climate. Saltykov-Shchedrin
gave a classic description of that atmosphere in one of his novels: “When the
bureaucrats were dividing up the western provinces first and then the Ufa
Province, we were witnesses to truly amazing phenomena. One would think,
What more do you want? You’ve stolen your piece of the state pie. Now go
away! But no, this is where we saw the full-blown squabbling, envy, hatred, and
shamelessness, the main target of which—alas!—was that very affluent hand
that had started the divvying up with the sole purpose of sating the gentlemen
officials and, it goes without saying, laying the foundation of ‘the corporation
of the content.”?!

Assessments by international organizations of the quality of national insti-
tutions are subjective. But they all show that there is a powerful negative cor-
relation between political freedoms, civil rights, quality of bureaucracy, and
practical application of the law on one side and resource wealth on the other.?
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TABLE 3-1. Share of Oil Income in the Total Budget Revenues of Venezuela,
Mexico, and Saudi Arabia, 1971-95

Averages for five-year periods (percent)

Country 1971-75 1976-80 1981-85 1986-90 1991-95
Venezuela 67.0 61.7 54.7 60.4

Mexico 14.9 19.0 42.7 32.6 .
Saudi Arabia . 89.1 74.4 61.0 74.5

Source: Calculations for Mexico and Saudi Arabia are based on data from R. M. Auty, ed., Resource Abun-
dance and Economic Development (Oxford University Press, 2004); for Venezuela from J. Salazar-Carrillo, Oil
and Development in Venezuela during the Twentieth Century (Westport, Conn.: Praeger, 1994).

Decisions about the distribution of revenues generated in the economy of
countries rich in resources are made by the government.?® These decisions
stimulate competition between companies, not to devise ways to improve
quality and production at lower costs, but to bribe officials and increase what
Anne Krueger in her classic work called “administrative rent.”?* And resource
wealth increases the risk of political instability, which is related to the strug-
gle over redistribution of revenues.?

Even in highly developed and democratic Norway the share of exports in
GDP has remained unchanged since the discovery of oil deposits in the North
Sea in 1969. The rise in oil exports in relation to GDP was offset by a decrease
in other exports. Among OECD member states in that same period only one
other resource-rich country showed similar development, Iceland, with fish
making up half of its exports.2°

This is a solvable problem. There are countries rich in resources that have
developed taxpaying democracies that gradually transformed into democra-
cies with universal suffrage with effective, relatively uncorrupt bureaucracies.
The United States, Canada, Australia, and Norway are examples. But these are
countries in which the democratic mechanism was formed over centuries and
where the political institutions were efficient and strong enough to deal with
the challenge of resource wealth.?” There are states without long-standing
democratic traditions that have managed to handle resource wealth effectively
(Botswana, Chile, Malaysia, and Mauritius).?® But experience shows that it is
harder to create democratic institutions where the role of natural rent is large
than in countries where that risk factor is absent.

The rent income from the resource sector complicates the development of
other sectors of the economy. The topic is thoroughly examined in works
about the decline of manufacturing after Holland’s discovery of large natural
gas deposits in the North Sea in the 1960s.% The problem came to be known
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as the “Dutch disease,” though Holland dealt with it more successfully than
most other resource-rich countries. But the term stuck. The disease could
just as easily have been called Venezuelan, Nigerian, Indonesian, or (in the
past few years) Russian.®® And if we extend it to raw materials that are not
fuel, the disease could be called Zambian and Zairian (copper) or Colombian
(coffee).

The essence of the Dutch disease is that income from newly discovered nat-
ural resources raises the value of a nation’s currency, making its manufac-
tured goods less competitive with those of other nations.’! When the sectors
whose production and services face international competition become
uncompetitive in both the domestic and foreign markets, they have to reduce
production.® This is one source of risk in an economy that is largely dependent
on fluctuations in raw materials prices.

A characteristic of resource-rich countries is insufficient attention to edu-
cation. The reasons are not obvious, but many scholars relate this to the struc-
ture of employment demands made by extraction companies.** The problem
may also be related to the psychological characteristics of the elites that
develop in these countries, described by Saltykov-Shchedrin: transitory offi-
cials do not think about the future, and education is an investment in the
future.

In the 1950s and early 1960s, there was a widespread perception that the
most important problems for states whose economies depend on raw mate-
rials exports are connected to the long-term tendency of prices for the raw
materials to fall in relation to the prices of manufactured goods. This view,
based on the crisis in the world economy in the 1920s and 1930s, was widely
disseminated in works published by the UN Economic Commission for Latin
America and in books and articles by the famous Argentine economist Raul
Prebisch.*

Events in the second half of the twentieth century showed that prices on
the raw materials market in relation to prices for manufactured goods really
do go down. But it is a slow process. The average rate of decline over a long
period was approximately 1 percent per year. A more important problem is
that prices for raw materials fluctuate in a wide and unpredictable range.
And those fluctuations create serious problems for both exporters and
importers.*

The well-known American economist and Nobel laureate Paul Samuelson
wrote: “Economists can forecast (well, almost forecast) everything but
prices.” This assertion applied in particular to prices of raw materials in the
second half of the twentieth century (see figures 3-3 and 3-4).
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FIGURE 3-3. Change in the Real World Prices of Some Commodities,
1950-2004
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Source: International Monetary Fund, International Financial Statistics 2005 (Washington: IMF).

FIGURE 3-4. Price Indexes in the Overall World Economy and for
Individual Commodities (1960-2004)
Ratio of nominal GDP to real GDP
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The factors that determine price fluctuations are known. Production in
raw materials sectors requires a lot of capital investment, and that takes many
years. Current expenses compared to capital ones are not great. Increasing
production over a short period is difficult or impossible, and decreasing it is
not easy from either a technological or a social viewpoint.

One factor that led to the price wars of the mid-1980s was that Saudi Ara-
bia, having reduced oil production by almost 80 percent between 1981 and
1985, had difficulty delivering gas to its population. Lower oil production
forced the state to reduce the production of natural gas, on which the com-
munal services of the country depended. This is only one example of the
myriad problems in raw materials—dependent economies.*

In the short term, the volumes of raw materials production are weakly
linked to world prices. The demand for raw materials is tightly tied to the
world economic situation. It rises with accelerating rates of world economic
development and falls when they slow down.?” Since raw materials sectors
have very limited capacity for increasing and decreasing production, their
prices fluctuate much more than those for manufactured goods. The data in
figures 3-3 through 3-9 illustrate how powerful the influence is on the dynam-
ics of raw materials prices of even an insignificant deceleration in the devel-
opment of the world economy.

The equally hard-to-predict changes in the world’s climate also influence
the raw materials market.® What happens in the commodities markets affects
global development. From the early 1970s, oil price changes had a greater
influence on the world economy than exchange rate fluctuations.* Resource-
rich countries have to solve problems caused by severe and unpredictable fluc-
tuations in prices of the commodities they export and on which their financial
situation depends. Increases in prices of raw materials affect the world econ-
omy more than decreases.*’ But that is small comfort to exporting countries.

Price volatility that is connected with world events affects the problems
of raw materials sectors. Technical advances and new production methods
change the volume of demand. Classic examples of this are the mass intro-
duction of materials to replace copper in the second half of the twentieth cen-
tury*! and the increase in demand for palladium caused by the demand for
cleaner emissions in the car industry.

Predicting the discovery of new deposits that are easier to work than those
in existing sites is not simple. New mines may also lead to the risk of falling
prices. But the world is not insured against the possibility that new deposits
will not be found for decades, in which case shortages will lead to long-term
price increases.
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FIGURE 3-5. Changes in Average Annual Prices for Copper on the London
Stock Exchange, 1965-75
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Source: R. F. Mikesell, The World Copper Industry: Structure and Economic Analysis (Johns Hopkins
University Press, 1979).

Another factor in the instability of raw materials markets is their depen-
dence on politics. An example is the copper market in the late 1940s and early
1950s. The outbreak of the Korean War and the growing needs of the military-
industrial complex led to greater demand for that metal. Because it was
impossible to increase copper production quickly, prices jumped in the early
1950s and fell again after the war (see figures 3-5, 3-6).

With the onset of the 1973 Arab-Israeli War, oil prices rose to unprece-
dented heights. The war was more an excuse for than a cause of this. The sit-
uation in the world oil industry had changed radically in the previous ten to
twenty years. The international oil companies had lost their power to set the
terms of work, and the real rights of the oil-producing countries had grown.
The 1973 crisis was the trigger on a loaded rifle.

Within a few years after the events associated with the war, against the
backdrop of growing unrest in Iran, oil production in that country dropped
from 5.5 million barrels a day (mbd) in October 1978 to 2.4 mbd. In January,
after the arrival of Ayatollah Khomeini in Iran and the overthrow of the shah,
oil production declined to 0.5 mbd.# After the establishment of the new
regime and the restoration of a semblance of order in April-July 1979, out-
put leveled off at 3.9 mbd, significantly less than in the period of stability
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FIGURE 3-6. Monthly Changes in Current Global Prices of Nonferrous
Metals, 197884
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FIGURE 3-7. Rate of Growth of the World Economy, 197884
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FIGURE 3-8. Monthly Changes in Current Global Prices of Nonferrous
Metals, 1988-95
January 1988 = 100 percent
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FIGURE 3-9. Rate of Growth of the World Economy, 1988-94
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FIGURE 3-10. Monthly Changes in Current Global Prices of Oil, 1979-81
U.S. dollars per barrel®
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Source: International Monetary Fund, International Financial Statistics 2004 (Washington: IMF).
a. Here and elsewhere the data are based on average weighted global prices of crude oil.

under the shah (5.7 million barrels a day in 1977).3 When the Iran-Iraq War
began in 1980, both countries had to reduce oil production. World prices
multiplied.

Many observers assumed that prices had reached a new level and would
remain there. This error was an expensive one for oil-producing countries,
including the USSR. In the mid-1980s it became clear that the prices in
1979-81 were based on temporary circumstances. In 1985-86, they fell
steeply (see figures 3-10 and 3-11). That would have been impossible to fore-
see in 1981.

In countries where the commodity accounts for a limited share of the
country’s economy, price fluctuations create problems for individual sectors.
But there are quite a few states whose economies depend strongly on what
happens in commodities markets (see table 3-2).

With quickly and unpredictably changing prices, even the fundamental
index of the state of the economy, the per capita GDP, fluctuates within a very
large range. The influence of the unstable commodities market on budget rev-
enues is stronger.* We know that the state revenues derived from higher oil
prices cannot be considered stable. Oil prices are volatile, and events not con-
nected to the economy can radically change their level. Hence the extremely
important task for oil-producing countries: to prevent situations where the
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FIGURE 3-11. Monthly Changes in Current Global Prices of Oil, 1985-86
U.S. dollars per barrel
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discharge of budgetary obligations and the preservation of financial stability
depends on the dynamics of a hard-to-predict parameter that no one can con-
trol. In a favorable market, it is easy to increase budget expenditures. When
the market changes, it is not easy to reduce them.

In diversified market economies that face a financial crisis, stabilization
programs are rarely designed to reduce expenditures by more than 10 percent
in real terms. The implementation of such programs requires courage and a
willingness to pay for the decisions needed to stabilize the national economy.

TABLE 3-2. Share of Oil Exports in the Total Exports of Selected
Oil Exporters, 1971-90

Averages for five-year periods (percent)

Country 1971-75 1976-80 1981-85 1986-90
Venezuela 90.9 85.4 81.3 80.9
Iran 77.5 85.0 85.0 92.5
Iraq 91.1 91.4 97.3 89.8
Nigeria 85.6 92.3 95.7 89.5
Mexico 3.7 21.9 55.7 20.5

Source: Calculations are based on data from J. Salazar-Carrillo, Oil and Development in Venezuela during the
Twentieth Century (Westport, Conn.: Praeger, 1994); B. R. Mitchell, International Historical Statistics: The Ameri-
cas 1750-1993 (London: Macmillan Reference, 1998); World Bank, World Development Indicators, online data.
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Governments in this position usually pay a high political price. But in coun-
tries that depend on the production and export of raw materials, when rent
revenues fall by many times, problems on a different scale appear.*

When world market conditions are favorable, the producing countries have
access to international financial markets. They often attract large-scale foreign
loans, which they then try to use to force economic development and begin to
launch large-scale investment projects. But when market conditions change,
the credits that were formerly so easily available become prohibitively expen-
sive and sometimes disappear entirely. It becomes impossible to take out new
loans to refinance the old ones. The borrowed funds have to be repaid out of
a budget whose revenues have shrunk as a result of falling commodity prices.

In an unfavorable world market, a resource-rich country risks a budget cri-
sis, balance of payments problems, reductions in hard-currency reserves, and
the inability to service and repay foreign debt. There are many examples of
this turn of events in economic history. The change in public sentiment in
these circumstances often leads to change in the political regime. It can hap-
pen in various ways: political liberalization in Mexico, a coup in Nigeria, civil
war in Algeria, a crisis of democracy in Venezuela.

Oil in this regard is not unique. Copper, which is key for Chile, Papua New
Guinea, Zaire, and Zambia, is the second-largest raw material commodity after
oil on the world market, and its volatility offers quite a few surprises to the
exporting countries. But oil has a greater significance for the world economy.

Specifics of the Oil Market

Oil is an unusual commodity. In the production of other mineral resources,
the difference between the average cost of production in regions rich in
deposits and the price on world markets—the economic rent—as a rule over
a long period of time has not been as high and as persistent as it is in the oil
sector.* Normally, price and output dynamics are determined by the behav-
ior of the market’s highest-cost producers. It is their decision to increase out-
put when prices are high and decrease it when prices are low—when their
activity becomes loss-making—that determines prices and levels of output.
But it is different on the oil market. Countries with the lowest operating costs
have in the past few decades been ready to reduce production in bad times
and increase it in good.*

The most sensible thing I have had the occasion to hear on the subject of
oil prices comes from Professor Anne Krueger, based on a wealth of experi-
ence and common sense. In her opinion, when the majority of market actors
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FIGURE 3-12. Long-Term Historical Changes in Crude Oil Prices,
1880-2004
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believe that oil prices will remain high for only a short period, that is what
happens. When the opinion predominates that prices have reached a new, sta-
ble level and will stay there for a long time, they fall. The prospect of a lengthy
period of high prices stimulates consumers to reduce consumption. Produc-
ers can then profitably increase investments and production. When oil prices
fall, the picture is reversed. The long-term dynamic in oil prices in real terms
is shown in figure 3-12.

Regulating the Oil Market in the Twentieth Century

The oil market in the twentieth century was never fully free or strictly regulated.
The 1928 agreement in Achnacarry, Scotland, divided the market among the
seven largest international vertically integrated companies (Standard Oil Com-
pany of New Jersey, Texaco, Royal Dutch/Shell, Mobil Oil, Gulf Oil, British
Petroleum, and Compagnie Francaise des Petroles), combining research,
extraction, refining, and sales. It defined the rules of the game for decades.
The world then still lived by the laws typical of the early phases of modern
economic growth. The right of the strong prevailed. “Cannon diplomacy”
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guaranteed access to raw material resources in less-developed and militarily
poor countries and the ability to impose terms that benefited the international
companies.* Vertically integrated companies do not care whether they profit
from extraction, refining, or sales of oil products. They care about increasing
their market share and do not worry excessively over the size of the royalty
paid to the governments of oil-producing states. Their financial obligations
to the countries with oil are not determined by their income from refining
and sales of fuel. Hence the stimulus is to keep crude oil prices low because
the greatest profit comes from refining and sales. The practice of transfer pric-
ing, well known from the Russian scandals in the 1990s and early 2000s, is not
the invention of red directors and oligarchs. It has all been seen before.

In the 1950s and 1960s, oil corporations competed to be first to lower prices
on oil below the agreed price in order to attract consumers. The Soviet Union
entered the world oil market during this period and tried to increase its share
by dumping. In its contracts for barter supply of oil to Western Europe, par-
ticularly to Italy, Soviet oil prices were approximately half of international
rates in the 1960s. It is hard to tell whether the low prices were intended to sup-
port the communist movement or outright dumping. But the backstory did
not interest international oil companies. The practice itself lowered oil prices.*’

After World War 11, the era of empires, colonial and semi-colonial states,
and cannon diplomacy receded into the past. Things that were acceptable a
century earlier became untenable in the changed world. The return of Iran’s
oil resources to the control of British Petroleum, which was forced to share its
ownership with the Americans, harked back to a vanishing era. After the fail-
ure of the Franco-British operation in the Suez in 1956, it became clear that
the threat of force against oil-producing countries that wanted to increase
their share in oil profits or to nationalize oil production was minimal. In the
subsequent fifteen years the role of governments of oil-producing states grew
in every aspect of that sector. After the 1950s, step by step, they improved the
terms of their contracts with international corporations. A milestone on that
path was Venezuela’s agreement to share profits equally with oil companies.
These terms became the norm over time.*

Countries with oil resources had to develop a common position in their
dialogue with international corporations, sharing their experiences in order
to evaluate the situation. The creation of OPEC, an organization that allowed
that dialogue to expand, helped countries to institutionalize their interaction
and coordinate their efforts. OPEC was created in September 1960 by repre-
sentatives of Iran, Iraq, Kuwait, Saudi Arabia, and Venezuela. Qatar joined in
1961, Indonesia and Libya in 1962, the Arab Emirates in 1967, Algeria in 1969,
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Nigeria in 1971, Ecuador in 1973, and Gabon in 1974. In its early years, OPEC
was a consultative organization. It did not conduct negotiations with oil com-
panies on its own behalf.

The agreements made by OPEC members were intended to improve con-
tract terms and were predicated on coordinated changes in export prices,
expanded oil refining, and the creation of national companies.”! In 1968,
OPEC developed its Oil Policy Guidelines. The organization demanded that
the states have a share in the oil companies, the opportunity to perform geo-
logical studies and oil extraction, and the right to control declared prices. The
measures passed in 1970-73 to implement these principles changed the bal-
ance of power in the oil sector.? By the end of the 1960s, OPEC had managed
to keep companies from lowering oil prices below official prices.>

The level of prices in the early 1970s was historically low, reflecting the for-
mer relationships in the sector.>* By then, oil reserves in the United States had
fallen and the demand for imported oil was growing. America could no longer
regulate the world oil market. In March 1971, America began producing at
100 percent of capacity.” Between 1967 and 1973, imported oil as a share of
total consumption rose from 19 percent to 36 percent.”® In April 1973, the
U.S. government ended the system of quotas on imported o0il.” The transfor-
mation of the United States into a net importer of oil strengthened the posi-
tion of the oil producers.*

An extremely important factor in determining the development of the
markets was the weakening of U.S. fiscal policy. In the 1960s, the United States
had taken on massive obligations in social programs and at the same time had
to finance the war in Vietnam. This changed the world state of affairs. Prices
for raw materials began to grow before the oil price hike in 1973.%°

On October 17, 1973, the Arab producers agreed to reduce their oil pro-
duction and exports. Saudi Arabia, the largest producer in the Arab world,
announced that it was reducing production by 10 percent and introducing an
embargo on oil to the United States. On November 22, 1973, Saudi Arabia
warned the United States that if it did not stop supporting Israel, Saudi Ara-
bia was prepared to reduce production by 80 percent, and if the United States
tried to use force, Saudi Arabia would blow up its oil wells.®® With that, the
price hike to adjust the anomalously low levels in the 1960s and early 1970s
was a fait accompli.

Between 1970 and 1974 OPEC revenues jumped 1,100 percent. As one
of the finance ministers of OPEC wrote, oil-producing countries made
more money in those years than they ever dreamed possible. Iraq’s oil
export revenues rose from $1 billion in 1972 to an annual rate of $33 billion
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FIGURE 3-13. Changes in Average Monthly Global Oil Prices, 1972-74°
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Source: International Monetary Fund, International Financial Statistics 2004 (Washington: IMF, 2004).
a. In year 2000 dollars the price of oil in 1972 was $8.08.

in the month preceding the outbreak of the Iran-Iraq War.®! The flow of
petrodollars to producer countries gave rise to hopes for steady growth in
prosperity and faith that their dreams of national grandeur could be real-
ized. Their leaders assumed that they would be able to finance the develop-
ment of other sectors with oil revenues (see figure 3-13).6?

The peak of OPEC’s influence was the period 1973-81. At that time, many
analysts thought that the organization had unlimited power to regulate the
volume of production and oil prices and that further cost increases were
inevitable.®® The oil-consuming countries instituted energy-conserving poli-
cies, having already dealt with a price hike in 1973 and the concomitant infla-
tion and deceleration of economic growth (see table 3-3).

OPEC’s share in the world oil trade grew smaller. Higher prices stimulated
oil exploration in less accessible sites. OPEC did not have mechanisms to
apply sanctions against members who were producing over the agreed limit.

The slowdown in world development in 1981-82 reduced oil demand (see
table 3-4). This joined the instability of speculative price increases with the
start of the Iran-Iraqg War. OPEC faced a difficult choice for the first time since
1973. If its members continued increasing production, prices would crash. To
maintain the price level, they had to reduce production. But that meant
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TABLE 3-3. Changes in the Energy Intensity of GDP in Germany, Japan,
Great Britain, France, and the United States, 1975-85

Percentage change from the previous year

Year France Germany Japan Great Britain United States
1971 0.1 . 0.1 —0.2 -1.1
1972 1.2 —-0.4 -14 2.7 -0.6
1973 2.1 1.2 3.9 -3.2 -2.0
1974 —6.1 2.3 1.7 -2.5 -1.8
1975 —5.1 -3.5 -8.0 —4.4 -2.0
1976 2.2 2.7 2.1 —0.7 1.3
1977 —4.9 2.7 2.5 —0.3 -1.2
1978 1.8 0.4 —4.3 -3.6 2.7
1979 0.8 0.3 0.2 2.3 -3.3
1980 -1.8 -3.7 -5.0 —6.6 -3.5
1981 —-3.4 -3.5 -5.3 -2.1 —5.2
1982 —4.9 2.6 2.5 2.3 2.2
1983 1.1 -1.5 -1.5 -3.6 —4.2
1984 1.9 1.0 4.3 -2.6 2.7
1985 3.5 1.0 —4.7 2.1 -2.9

Source: Calculations based on data from World Bank, World Development Indicators.

lowering OPEC’s share of the world market. Companies not involved with
OPEC would use the cartel’s problems to increase their share in the world oil
trade (see tables 3-5 and 3-6). On February 17, 1983, the British National Oil
Company lowered the price for oil from the North Sea by $3 a barrel. OPEC
member Nigeria, whose oil competes with British and Norwegian oil, was
forced to follow. The USSR also joined the race to lower oil prices.

TABLE 3-4. Oil Consumption per Unit of GDP in Germany, Japan,
Great Britain, France, and the United States, 1970-85
Barrels per thousand dollars

Year France Germany Japan Great Britain United States
1970 1.15 . 0.77 1.06 1.44
1975 1.13 1.03 0.75 0.87 1.39
1980 0.97 0.91 0.65 0.72 1.21
1985 0.69 0.74 0.50 0.61 0.96

Source: U.S. Energy Information Administration (www.eia.doe.gov/emeu/international/petroleu.html);
World Bank, World Development Indicators.



THE OIL CURSE

TABLE 3-5. Oil Production in Great Britain, Norway, and Mexico, 1973-85
Thousands of barrels per day

Year Great Britain Norway Mexico
1973 2 32 465
1974 2 35 571
1975 12 189 705
1976 245 279 831
1977 768 280 981
1978 1,082 356 1,209
1979 1,568 403 1,461
1980 1,622 528 1,936
1981 1,811 501 2,313
1982 2,065 520 2,748
1983 2,291 614 2,689
1984 2,480 697 2,780
1985 2,530 788 2,745

Source: U.S. Energy Information Administration (www.eia.doe.gov/emeu/international/petroleu.html).

The end of the war between Iran and Iraq and their desire to reestablish the
share of the market they had in the mid-1970s were factors that led to the price
war of 1985-86. Saudi Arabia had the largest oil reserves. Production costs
were low. In 1981-85, when it became clear that the price level reached in
1979-81 was not stable, the Saudis became the main operators on the market:
they were ready to reduce production to maintain prices, compensating for
other OPEC nations that had exceeded their quotas, the reduced world

demand, and increased production by non-OPEC members.

TABLE 3-6. Share of OPEC Members in Global Oil Production
and Trade, 1973-85

Percent

Year Share of OPEC in global oil production Share of OPEC in global oil exports
1973 55.4 86.1

1975 50.5 83.3

1980 44.4 75.6

1985 28.5 51.2

Source: OPEC, Annual Statistical Bulletin 2004 (2005), pp. 22, 34.
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Despite this, oil prices went down in the first quarter of 1981. At first this
process was slow. The price was $31.76 in 1982, $28.67 in 1983. By 1984-85 it
had reached $27 (in current prices).* By 1985, Saudi Arabia had reduced its
production to 2.5 million barrels a day, almost one-quarter its 1981 levels.®®

In March 1983, OPEC decided to lower the official price from $34 to $29
abarrel. An estimate of the real market price for oil in 1983-85 is complicated
by currency fluctuations. In 1983 the oil price in dollars fell, but it was stable
in European currencies.® In 1985, the dropping oil prices were an obvious
factor in the development of the world economy.

On September 13, 1985, Oil Minister Yamani of Saudi Arabia announced
that his country would not lower oil production any further and would begin
increasing it.”” The more than threefold production increase in Saudi Arabia
in 1985-86 radically changed the market. Oil producers competed to lower
prices in order to maintain their market share (see figure 3-14).

In 1986, prices fell to an unprecedented low for the previous decade—Iless
than $10 a barrel in prices at that time.® Between 1980 and 1986, oil produc-
tion revenues (in real terms) fell by 64.5 percent in Venezuela and by 76.1 per-
cent in Indonesia. Oil-producing countries had to cut their state expenditures
sharply.®

FIGURE 3-14. Quarterly Changes in Oil Prices, 1985-1986, in Comparison
with the Average Historical Level
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Source: International Monetary Fund, International Financial Statistics 2004 (Washington: IMF, 2004).
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By late 1986, OPEC members understood that an agreement on pricing
discipline and production levels was needed; the alternative was an economic
crash. A semblance of order was restored to the market. In December 1986,
OPEC made an unprecedented decision to reduce oil production in order to
restore prices. Production was reduced to 15.8 million barrels a day,” the low-
est level in the organization’s history. In the late 1980s, oil prices began
returning to average levels. However, OPEC’s peak of influence was behind
it, as much in the past as the influence of international oil corporations. After
this moment, there were no structures that could determine what would hap-
pen on the oil market. Prices fluctuated widely (see table 3-7).

Until 2000, the sharp declines and rises in prices caused by political events
(the Persian Gulf War) or financial shocks (the crisis in Southeast Asia) led
only to short-term deviations in the average prices over many years (see fig-
ures 3-15 and 3-16).

TABLE 3-7. Change in Global Oil Prices, 1986-2005

Dollars per barrel in year 2000 constant prices

Year Average price
1986 19.9
1987 24.9
1988 19.5
1989 22.8
1990 28.2
1991 22.9
1992 22.0
1993 19.0
1994 17.7
1995 18.7
1996 21.7
1997 20.2
1998 13.6
1999 18.4
2000 28.2
2001 23.8
2002 24.0
2003 27.3
2004 34.6
2005, 1Q 41.6
2005, 2Q 45.5

Source: International Monetary Fund, International Financial Statistics 2005 (Washington: IMF, 2005).
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FIGURE 3-15. Quarterly Changes in Oil Prices in 1990-91 in Comparison
with the Average Historical Level
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Source: International Monetary Fund, International Financial Statistics 2004 (Washington: IMF, 2004).

FIGURE 3-16. Quarterly Changes in Oil Prices in 1997-99, in Comparison
with the Average Historical Level
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Challenges Related to Price Fluctuations of Commodities:
Mexico and Venezuela

Events in Mexico and Venezuela since the early 1970s illustrate the problems
caused by fluctuating oil revenues in oil-producing countries. Venezuela and
Mexico at that time were states with a per capita GDP comparable to that of
the USSR (see table 3-8).

Oil, an important component in the structure of the economy in the early
twentieth century, did not play a key role in the Mexican economy in 1970.
Oil production was approximately 70 million barrels a day. The economic
growth of the 1950s—70s was not related to oil. Venezuela in the early 1970s
was one of the biggest oil producers in the world. Oil revenues were essential
for balance of payments and budget revenues. But here, too, in the decades
preceding the price jumps in 1973-81, production in non-oil sectors was
growing fast.

For decades, Mexico had been a politically closed democracy. Venezuela
until the early 1990s was one of the few stable democracies in Latin America.
The Ministries of Finance in both countries had a good reputation. For many
years they were led by people who understood the risks related to unpre-
dictable commodity prices.

The jump in oil prices in 1973-74 coincided with the discovery of new
large deposits in Mexico.” In the second half of the 1970s, oil production went
up and so did budget revenues (see table 3-9). By 1970 the oil sector repre-
sented 2.5 percent of Mexico’s GDP and produced 3.5 percent of the federal
revenues. By 1983 the sector’s share of GDP had risen to 14 percent.”? In 1974
oil was approximately 0.5 percent of export revenues in Mexico, and in 1980
oil and gas made up 67.3 percent of the country’s exports. The share of man-
ufacturing exports fell to 16.5 percent.”

Greater revenues from oil exports combined with the crisis of industrial-
ization that replaced imports and the slowdown in the Mexican economy in

TABLE 3-8. GDP per Capita in Mexico, Venezuela, and the USSR, 1970

International dollars in 1990 prices

Country GDP per Capita
Venezuela 10,672
Mexico 4,320
USSR 5,575

Source: Calculations are based on A. Maddison, The World Economy: Historical Statistics (Paris: OECD, 2004).
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TABLE 3-9. Changes in Oil Production and Its Share in Government
Income in Mexico, 1975-85

Average annual oil production Oil proceeds as a share of total
Year (thousands of barrels per day) budget revenues (percent)
1975 705 14
1976 831 14
1977 981 15
1978 1,209 17
1979 1,461 21
1980 1,936 27
1981 2,313 31
1982 2,748 40
1983 2,689 51
1984 2,780 48
1985 2,745 44

Source: EIA International Petroleum Monthly (www.eia.doe.gov/emeu/ipsr/supply.html); R. M. Auty, ed.,
Resource Abundance and Economic Development (Oxford University Press, 2004).

the first half of the 1970s. José L6pez Portillo, who became president in 1976,
decided to use the oil revenues to speed up the development of the national
economy.”* Mexico embarked on a series of large-scale investment projects.
Because of the limited abilities to use the oil revenues and the inefficiency of
the government apparatus, many of the projects were substandard or never
completed.”

State expenditures as a share of GDP, which in the late 1960s was 20 per-
cent, approached 50 percent by 1982. Investments financed by oil and foreign
loans grew at a rate of approximately 20 percent in 1978-81, and the GDP
growth rate was 8.4 percent.” If this economic policy had been sustainable,
GDP would have doubled in ten years. But experience showed once again that
attempts to speed up rates of growth, using means that are dangerous for
long-term stable development, end up costing the economy and the society
dearly.

The government increased its foreign debt. Creditors, certain that high oil
prices were a guarantee for their investments, offered loans. In 1981 Mexico’s
foreign debt in the state sector was $40 billion and $20 billion in the private
sector.””

By the early 1980s, Mexico’s oil income was approximately 20 percent of
GDP. The leadership was convinced that the rise in oil prices in 1979-81
reflected long-term tendencies and that they would not fall for many years.”
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In 1981 the Mexican government adopted an even more aggressive financial
policy based on the assumption that over the medium term oil revenues
would grow 12 percent a year.” As so often happens, this decision was made
at the worst possible time.

The situation changed in 1981-82. Prices stopped going up. U.S. efforts to
control inflation and interest rate hikes made servicing foreign debt more
expensive all over the world, including in Mexico. Uncertainty about its abil-
ity to pay back the national debt stimulated capital flight. In February 1982
the Mexican government was forced into a 70 percent devaluation of the
peso. This move exacerbated the debt problem. The authorities took a series
of dangerous steps: they introduced a system of dual currency exchange,
refused to pay back loans, increased controls on currency movement, and
nationalized the banks. These events took place against a background of falling
oil prices.®

Starting in 1983, the government tried to stabilize its finances by halting
uncompleted investment projects, raising taxes, and reducing budget obliga-
tions. Meanwhile, oil prices went even lower. Hence began the series of started
and unfinished stabilization programs and the halt in economic growth. The
average yearly growth rate of per capita GDP in Mexico in the 1980s was neg-
ative (—0.54 percent).?!

On the eve of the discovery of new petroleum deposits, Mexico had been
a country with a market economy integrated into the global financial world.
The consequences of Lépez Portillo’s policies were felt quickly. The authori-
ties managed to retain political stability, but the crisis of the 1980s made it
impossible for Mexico to remain a closed democracy.

Venezuela, with decades of experience in the oil market, as one of the
founding members of OPEC, and with a stabilization fund, was better pre-
pared to deal with the challenges of managing revenues from higher oil prices.
The government understood the role of oil in the country’s economy (see
table 3-10).

TABLE 3-10. Share of Oil Exports in the Total Exports of Venezuela, 1971-90

Averages for five-year periods (percent)

Oil exports 1971-75 1976-80 1981-85 1986-90
Share of oil exports in total exports 90.9 85.4 81.3 80.9

Source: Calculations are based on data from J. Salazar-Carrillo, Oil and Development in Venezuela during
the Twentieth Century (Westport, Conn.: Praeger, 1994); B. R. Mitchell, International Historical Statistics: The
Americas 1750-1993 (London: Macmillan Reference, 1998).
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Right after the jump in prices in 1973, Venezuela implemented a cautious
budget policy and did not permit a swift strengthening of the national currency.
However, it is even more difficult in a democracy than in an authoritarian
regime to withstand the wave of populism that arises with greater budget rev-
enues. A great number of ideas developed on how to use oil income. The col-
orful populist Carlos Andrés Pérez won the election in 1974 with such a
platform. He began a large number of investment projects based on the idea of
diversifying Venezuela’s economy and improving the infrastructure. The state’s
social obligations increased and taxes on non-oil sectors were reduced. But
changes in the world situation in the mid-1980s made this policy untenable.

Between 1950 and 1980 the per capita GDP in Venezuela grew by 234 per-
cent. Between 1980 and 1989 it shrank by 18.1 percent. The national currency,
which had been relatively stable for decades, fell tenfold in that period. By 1989
the annual inflation rate was 84 percent. The foreign debt, which was prac-
tically nonexistent in 1974, was 54 percent of the GDP in 1989, equaling the
country’s exports for three years. In the sixty years preceding 1980, the aver-
age growth of productivity in nonpetroleum sectors was 6.7 percent. Between
1920 and 1979 the average annual per capita growth in GDP was 6.4 percent.
In the twenty years after 1980, productivity in nonpetroleum sectors fell. By
the late 1990s it had reached 1950 levels. In 1978, Venezuela’s credit rating was
AAA. In 1983 it announced it would cease paying its foreign debt.®?

After several years of belt-tightening policies, the voters returned Pérez to
the presidency in 1989. They associated a period of prosperity with him, when
oil prices were high. But the situation had changed. The president himself
knew that the only option was a strict budgetary policy. He said that if the
government expenditures were not sharply curtailed, the country would
face a budget crisis.®> This was not what people had expected from him. The
attempted coup in 1992, led by Hugo Chavez, ended the period of stability in
Venezuelan democracy. Like many other countries, Venezuela illustrates the
difficulties resource-rich states have in dealing with the challenges created by
commodity price fluctuations.

In Search of a Way Out: A Response to the Dangers of Unstable
Commodity Pricing

That the supply of raw materials and their prices are unstable is not news.
Many resource-rich countries have grappled with the issue. Hedging risks and
signing forward/futures contracts is one possibility, rational from an economic
point of view but politically dangerous. When the pricing dynamic is better
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than what was presumed in the futures contracts, it is hard to explain to the
public why the budget has shortfalls. There will always be populist politicians
who claim that the government entered into a contract with the intention of
harming the national economy.®

This does not mean that these questions are insoluble. The most wide-
spread measure for regulating the problems stemming from price instability
is creating stabilization funds to which deposits are made in good times and
which are used when prices fall.®

By the late 1970s the Chilean balance of payments and the state budget
were strongly dependent on copper prices. In 1976 the revenues from copper
exports covered more than 50 percent of government expenditures. In the
1980s this share was still high (approximately 40 percent). Before the start of
the 1990s, payments from the state copper company represented 20 percent
of the budget revenues. Nevertheless, the Chilean government rejected large-
scale investment projects that would diversify the economy. Instead, it created
institutional bases for developing competitive products in the non-copper
sector, formed a well-managed stabilization fund, did not permit a sharp
strengthening of the national currency, and ensured conditions for economic
growth that were unprecedented in twentieth-century Latin America.

The management of the Norwegian stabilization fund is considered exem-
plary and is emulated by other resource-rich countries. The fund in Alaska,
the Kuwaiti Reserve Fund, the Fund for Future Generations, and the State
Reserve Fund in Oman are similar institutions.®® The motivation for creating
such funds is obvious: the governments understand the scale and seriousness
of risks related to unstable budgetary revenues in resource-rich states.

There are two types: funds to protect the country’s economy from price
fluctuations, and funds for future generations, created to support prosperity
when the resources are depleted. Sometimes their functioning is legislated by
a formula that establishes the scale of withdrawals in accordance with export
prices. In other cases, the deposits are determined with each annual budget.
A stabilization fund is an effective instrument for regulating the risks of price
instability. But its utility should not be overestimated.®”

Stabilization funds are limited when it comes to strengthening the real
exchange rate of the national currency and the concomitant problems of
developing other sectors. The growth of financial reserves invested in highly
liquid and reliable international funds raises the investment attractiveness of
national securities and stimulates an influx of short-term capital.

However, the political contradictions in the functioning of stabilization
funds are very marked. In nondemocratic states (which many resource-rich
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countries are) there is a great risk that money will be invested in ineffective
projects financed by the state. Much of it is embezzled. The history of the
Nigerian stabilization fund is a classic example.®

In democratic countries the large financial resources of stabilization funds
complicate the necessary limits on budget obligations required in view of
price instability. The competent and responsible minister of finance in
Venezuela said in October 1978: “The most important weapon of a minister
of finance who gets numerous budget requests is his ability to say ‘There is
no money’; but how can I say that when there is so much money available?”®
It is difficult but not impossible to say there is no money to heads of agen-
cies that spend budget monies, political lobbies, and parliament members. It
is much harder to prove that it should not be done because it will strengthen
the real exchange of the national currency, which in turn will undermine the
competitiveness of other sectors, which will create obligations that cannot be
met if the commodity market goes down.

Norway is a country that uses its oil revenues wisely and responsibly.
Twenty years after the discovery of its North Sea deposits in 1969, it main-
tained a lower share of state revenues in the GDP than Denmark, Finland, and
Sweden.”® The Norwegian stabilization fund is known to be transparent and
well managed. However, since it was established, no ruling coalition has ever
been reelected.

The rhetoric about the government sitting on pots of money and refusing
to solve important social issues is a powerful weapon in politics. In early Sep-
tember 2005, the United Nations Organization called Norway the country
with the highest standard of living. This did not help the ruling coalition get
reelected. The opposition campaigned on the idea that it was important to
spend money while oil prices were high and to fund various social programs.

Competing political parties in Norway have a long history and they are
politically responsible. After winning an election and forming the govern-
ment, they explain to the voters that they overestimated the potential for
spending the stabilization fund without risk. The new opposition can charge
them with breaking election promises and build its political platform around
that. In a stable economy with an effective democracy this is not terrible.
Unfortunately, not all resource-rich countries have such political systems.

Modern economic growth is without historical precedent and therefore dif-
ficult to predict. The changing conditions in world development create new
problems that require adequate answers and can change social institutions
and the forms of organizing public life. In countries where the economy
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depends on raw materials, their unpredictable pricing complicates decision-
making. Inflation levels, people’s incomes, and the ability to repay foreign
debt depend on the dynamics of the commodity price. This is a serious chal-
lenge. Not all countries are capable of handling it. This is one of the reasons
that economic growth is slower in countries with natural resource wealth than
in countries without it. The experience of solving problems created by unsta-
ble commodities markets has not yielded any easy recipes for handling future
problems. What it has shown is that the political elite must be prepared to
respond to changes in the world and must understand that those changes can
threaten their country’s security.

In the second half of the twentieth century and the early twenty-first, wars
have become more the exception than the rule. There have been no armed
conflicts between major powers in the past sixty years. But the military tra-
dition of the nineteenth century calls for having a “plan for the military
application of armed forces,” an elaborate program of actions to take in case
of attack or threat of attack from a potential enemy. Twentieth-century expe-
rience has shown that resource-rich countries facing a downturn must be
prepared and know what the government will do if prices fall, as well as what
consequences this will have for the budget, the balance of payments, and the
consumer market; they must have a plan for servicing foreign debt and for
stabilizing the banking system; the plan must be detailed and realistic. The
Soviet Union in the early 1980s did not have a plan. The consequences are
well known.



CRACKS IN THE
FOUNDATION

THE SOVIET UNION IN
THE EARLY 1980s

Something’s rotten in the state of Denmark.

—Shakespeare, Hamlet

The Roman Empire in the time of the fall

Appeared to be completely in order

The caesar was in place and his entourage with him

Life was wonderful, if you believed the reports.
—Bulat Okudzhava

AT THE END OF THE LEONID BREZHNEV era, the great
majority of Western observers who analyzed the unfolding situation in the
USSR were certain that the Soviet economic and sociopolitical system had lost
its dynamism and was inefficient but stable. Kremlinologists assumed that it
would continue to exist for a long time. The ability of Soviet analysts to dis-
cuss these issues was limited, for obvious reasons. But they, who knew better
than Westerners how the country’s economy functioned, also agreed that it
was inefficient but enduring.

The regime’s power depended on an efficient secret police. Moreover, the
hallmark of the Brezhnev era was social stability. Mass unrest that was forcefully
suppressed by the authorities had dwindled since the mid-1960s. In the period
1963-67 only occasional outbursts had to be put down with force—in Chen-
gen, Frunze, and Stepanakert in 1967, for example. In the flowering of the
Brezhnev era the authorities learned how to minimize the risks of anti-
government demonstrations. Seven of the nine mass demonstrations against
the Brezhnev regime occurred early in his administration. During Khrushchev’s
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administration, the government used weapons in eight of eleven riots, but in
Brezhnev’s it used them only three times. The regime learned how to manage
without resorting to violence, putting down open expressions of dissatisfac-
tion without gunfire.!

Of course, the mass construction of housing (the Khrushchevky) and land
allotments for personal gardens quickly led to the loss of the government’s
total control over people’s personal lives. The shift from communal life (as
depicted in Andrei Platonov’s novel The Foundation Pit and Alexei Guer-
man’s films My Friend Ivan Lapshin and Khrustalev, Get the Car!) to a life,
albeit Soviet, but separate from the state (Yuri Trifonov’s phrase) was made
in a decade. After much of the population had moved into private apartments,
a new space for the expression of free thought appeared—the kitchen. And
garden allotments that allowed people to grow their own produce removed
the average person from reliance on communal, state-organized labor.

Between the early 1950s and the mid-1980s, the information situation
changed radically. In 1950, only 2 percent of Soviet citizens had short-wave
radios. By 1980, half the population had access to them. The Soviet leadership
took measures to keep domestically manufactured radios from receiving
Western stations, which they jammed.2 But by the 1980s the world in which
all information that reached the people was centrally controlled had become
a thing of the past. Many Soviet citizens had access to sources of information
about current events besides the state-controlled channels. In the mid-1970s,
the KGB reported to the Central Committee of the CPSU that young people
were developing revisionist, reformist ideas. This was most widespread
among college students in the humanities, where the KGB had identified
forty-three groups under the influence of the ideology of revisionism and
reformism. The report stated:

An analysis of statistical data shows that the majority of people who have
demonstrated positions that would be politically harmful to the state are
under direct ideological influence from abroad. Such factors as listening to
Western radio programs, reading bourgeois newspapers, books, and other
printed materials sent into the USSR, and personal communication and
correspondence with hostile foreigners have influenced 47 percent (2,012
people). The main factor is the influence of foreign radio propaganda. . . . An
analysis of the materials suggests that there is widespread interest among
young people in foreign broadcasts. Thus, according to the research on
“Audiences of Western Radio Stations in Moscow,” done by the applied social
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research department of the Institute of Informatics Systems of the Academy
of Sciences USSR, 80 percent of university students and around 90 percent
in the upper grades of vocational and technical schools listen more or less
regularly. Most of the listeners to foreign radio do so habitually; 32 percent
of university students and 59.2 percent of all students listen at least once or
twice a week.’

And from a KGB memorandum to the Central Committee in December 1970:

An analysis of so-called samizdat literature circulating among the intelli-
gentsia and students shows that there have been qualitative changes in samiz-
dat in the last few years. Five years ago, we noted that it was primarily
ideologically flawed works of fiction that were being passed around; now doc-
uments of a programmatic political character are more widespread. Since
1965 more than 400 studies and articles on economic, political, and philo-
sophical questions have appeared, all criticizing from various point of view
the historical experience of socialist construction in the Soviet Union, review-
ing the foreign and domestic policies of the CPSU, and proposing various
kinds of programs for opposition activity. . . . Among the scientific, techno-
logical, and part of the creative intelligentsia documents are . . . those that
promote various theories of “democratic socialism.” . . . In late 1968 and
early 1969, a political nucleus formed from the oppositionist elements known
as the “democratic movement,” which as they see it has three necessary signs
of opposition: “it has leaders, activists, and the support of a significant num-
ber of sympathizers.” . . . The centers of distribution of uncensored materials
remain Moscow, Leningrad, Kiev, Gorky, Novosibirsk, and Kharkov.

Samizdat (literally, self-published) and tamizdat (literally, published over
there—that is, banned books smuggled into the Soviet Union) circulated
widely. (In the days before photocopying, banned literature was retyped, and
carbon copies were circulated among readers who would make more carbon
copies and pass them along.) At least among the educated residents of major
cities, it was considered downright indecent not to be familiar with the
banned works of Andrei Sakharov or Aleksandr Solzhenitsyn. But the dissi-
dent movement, for all its moral authority among the intelligentsia, posed no
serious threat to the regime. Closed borders and limited contacts with the out-
side world ensured political control and appeared to bar the organization of
an opposition movement that would endanger the authorities.

Between 1958 and 1966, 3,448 people were found guilty of anti-Soviet agita-
tion and propaganda. In the period 1967-75, there were 1,538. In 197174, to
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use KGB terminology, 63,100 people had been given “prophylactic work™—
meaning that Soviet citizens suspected of thinking differently had been han-
dled by the secret police. Potential dissidents were made aware that their
activities were known and that the alternatives were to go to prison or to
express loyalty.

Ethnic conflicts were still potentially dangerous. The main hot spots were
considered Kazakhstan, Armenia, and Abkhazia. On April 24, 1965, some-
where between three thousand and eight thousand people staged stormy
demonstrations in Armenia. The demonstrators demanded the return of
Nagorno-Karabakh to Armenia and the release of their Armenian support-
ers. Abkhazia saw riots and turmoil that lasted for two weeks in 1967.° How-
ever, things did not progress to an armed standoff.

Growing Problems and Bad Decisions

The USSR’s economic growth from the 1930s to the 1950s was due to the redis-
tribution of resources from agriculture to industry. Huge numbers of laborers
from the countryside were called into service in the construction trades. Cap-
ital investment as a share of GDP was anomalously high. In the 1930s agricul-
tural exports financed the purchase of imported equipment. In the late 1940s
and 1950s the newly created industrial base and the tense relationship with the
West stimulated greater use of domestic equipment in construction.

The development model the socialist system was trying to achieve was the
creation of major new enterprises. But such enterprises cannot be efficient if
there is no one to work in them. In the 1960s the supply of labor to industry
dried up. In a socialist system, it is not easy to replace labor with additional
investments. Subtle manipulation of investments to improve production
power is not its strong point. By the late 1960s, these problems were apparent
to the people who wrote the speeches of the high-placed party leaders.”

Recognition of looming problems related to the inefficiency of the Soviet
economy led in the mid-1960s to an attempt at economic reform. A resolu-
tion of the Central Committee and Council of Ministers dated October 4,
1965, announced an expansion of the rights of enterprises; greater discretion
for businesses in the use of funds for production and for worker incentives;
the introduction of a system in which wages would be based on individual
performance as well as the success of the enterprise; the development of direct
connections between manufacturers and consumers, based on the principle
of mutual financial responsibility; and a strengthening of the role of profit in
motivating workers.®
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The announced program was more cautious than the measures imple-
mented in Yugoslavia, planned in Hungary, and years later undertaken in
China. Nevertheless, this was the last serious attempt to change the man-
agement of the Soviet economy and restore the market mechanisms that
had been dismantled in the late 1920s and early 1930s before the socialist
system spiraled downward. It is difficult to assess the degree to which the
reform efforts helped, but the five-year period 1966—70 achieved the fastest
rates of economic growth in the final three decades of the existence of
the USSR.

Examples of the inefficiency of the Soviet economy are well known. The
Soviet Union mined eight times as much iron ore as the United States. That
ore yielded only three times as much pig iron, and the pig iron only twice as
much steel as was produced in the United States. Finally, from that steel it was
able to produce machines worth roughly the same as those produced in the
United States.

The use of raw materials and energy in the production of each final prod-
uct was, respectively, 1.6 and 2.1 times greater than in the United States. The
average construction time for an industrial plant in the USSR was more than
ten years, in the United States less than two years.” In manufacturing per unit,
the USSR in 1980 used 1.8 times more steel than the United States, 2.3 times
more cement, 7.6 times more fertilizer, and 1.5 times more timber.° The
USSR produced 16 times the number of grain harvesters, but harvested less
grain and became dependent on grain imports.!!

Mikhail Gorbacheyv, in his report to the Plenum of the Central Committee
of the CPSU on June 16, 1986, said: “Every unit of growth of the national
income and industrial and agricultural production in the current situation
demands more resources from us. . . . At the present time, in industry alone
there are around 700,000 unfilled jobs. And this is with one-shift use of the
equipment. At the coefficient of 1.7 shifts worked per day, the number of
vacancies in industry will exceed 4 million. Tens of billions of rubles were
spent to create them.”!?

Ideas for ambitious, large-scale projects, without consideration of their
costs, occurred to Soviet leaders with regularity. In 1963, when the country
had begun buying wheat abroad, Nikita Khrushchev returned to a project for
building roads between Komsomolsk-na-Amure and Sakhalin.!® Many of the
projects in which significant resources were invested turned out to be either
ineffective or pointless. A typical example comes from the land reclamation
construction industry, where investments were greater than in light industry
(see tables 4-1, 4-2).
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TABLE 4-1. Capital Expenditures on Soil Amelioration and Light Industry
as a Share of Capital Expenditures in the USSR Economy, 1971-85

Percent

Years Light industry Amelioration
1971-75 4.2 6.0
1976-80 4.3 5.6
1981-85 4.3 5.2

Source: Statistical Yearbooks Narodnoe khoziaistvo SSSR [USSR National Economy] and Sel’skoe khoziaistvo
SSSR [USSR Agriculture] (Moscow: Finansy i statistika, various years).
Note: The data for the share of capital expenditures in light industry from 1976 are given for consumer goods.

In 1986-90, there was a plan to produce 35,000 excavators, 32,000 bull-
dozers, 10,000 K-700 tractors, 4,400 tractors that could haul 10 tons or more,
22,000 scrapers, and 6,300 cranes to improve land reclamation capabilities.
National and local newspapers, the State Radio and Television Committee,
and the State Cinematography Committee were ordered to cover the achieve-
ments in construction as part of the Agricultural Program of the USSR.!* The
results of all this activity were modest. Over time, the acreage of failed irriga-
tion and drainage projects grew to almost equal the amount of newly intro-
duced acreage (see table 4-3).1>

A textbook example of a large-scale project in the USSR in the last decade
of its existence is the separation of the Kara-Bogaz-Gol Bay from the Caspian
Sea. A dam was built to keep the level of the sea from falling. It soon became
clear that the Caspian was rising and the dam was interfering with the work
of the Kara-Bogazsulfat plant, which was important for the national econ-
omy. The dam was opened and water allowed to return to the bay.'®

After the decision to stop trying to reverse the course of northern and
Siberian rivers to flow south, the government had to pass a resolution writing

TABLE 4-2. USSR Investments in Soil Amelioration, 1971-85

Expenditures 1971-75 1976-80 1981-85

Capital expenditures for soil amelioration activities 29.6 40.0 439
(billions of rubles)

Capital expenditures for soil amelioration activities 1.3 1.4 1.2
(percent of GDP)

Source: Statistical Yearbook Sel’skoe khoziaistvo SSSR [USSR Agriculture] (Moscow: Finansy i statistika,
1988). GDP shares calculated using figures in S. G. Sinelnikov, Budzhetnyi krizis v Rossii [Budgetary Crisis in
Russia] (Moscow: Eurasia, 1995).
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TABLE 4-3. Increase in the Area of Drained and Irrigated Land in the USSR,
Various Periods between 1971 and 1987 (difference between commissioning
of land improvements and the end of the land’s usefulness)

Millions of hectares

Type of land 1971-75 1976-80 1981-85 1986 1987
Drained land 4.4 3.6 3.5 0.70 0.63
Irrigated land 4.5 3.8 33 0.61 0.55

Source: Statistical Yearbook Sel’skoe khoziaistvo SSSR [USSR Agriculture] (Moscow: Finansy i statistika, 1988).

off the enormous expenses to develop the project.’” Formally, all these
expenses added to the official Soviet GDP.

Acute ecological problems were created, for example, by the long-term and
large-scale use of DDT (dichlorodiphenyltrichloroethane) after it was banned
in developed countries.'® The widespread use of pesticides in Soviet agricul-
ture is a typical reflection of the country’s systemic problems. After signing a
ban on chemical warfare, the state had excess chemical production facilities
that had been created in the 1940s and 1950s, which it then used in other
industries, including food production. Research in the 1980s revealed that
tens of millions of people became victims of pesticide poisoning through con-
taminated food products produced in those plants.' This catastrophe affected
the nation’s health and influenced the demographic situation for decades.
But these problems did not threaten the regime’s stability in the short term.

The command system as it was constituted from the 1930s to the 1950s
worked as long as it was based on mass fear, the threat of harsh sanctions,
throughout society. After 1953, when Stalin’s death reduced the public’s
fear of repression, the effectiveness of traditional socialist methods of gov-
ernance declined. Labor discipline suffered as well. Khrushchev, after a visit
to the Donbass region, described the situation at a meeting of the Presidium
of the Central Committee with a curt and exhaustive comment: “They’re
stealing everything.”?

Growing alcoholism, which from the early 1960s reduced the life expectancy
of men, combined the worst aspects of alcohol abuse in the city and the coun-
try. Urban alcoholic behavior reached the villages: the typically episodic drink-
ing pattern in country villages (usually on holidays) took on a daily aspect. In
turn, the village traditions of lengthy eating and drinking parties punctuated
by arguments and fights permeated city culture. The percentage of alcohol
consumed in socially controlled places (cafes, restaurants, and bars) in the
USSR in 1984 was 5.5 percent, as compared to 50-70 percent in developed
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countries. When the habit of street drinking took root, the probability of
arrests for illegal conduct increased by 2.3 times, without a change in the
amounts of alcohol consumed. In twenty years, the per capita consumption
of spirits more than doubled; the number of crimes connected to alcohol
abuse rose by 5.7 times; and the number of patients treated for alcoholism
increased sevenfold.?! Approximately 90 percent of missed workdays were
due to drinking.?? In 1986 there were 4 million officially registered alcoholics
in the USSR. Close to 9 million people received alcohol treatment annually.?

Discipline in planned work continued to fall. When an industry or enter-
prise cannot fulfill a plan, it receives fewer commissions. The former chairman
of Gosplan USSR, Nikolai Baibakov, wrote, “Returning from the Kremlin,
I recalled the meetings with Stalin that I, as a people’s commissar, had
attended. Questions were put bluntly, members of the Politburo spoke their
minds, and deadlines were set and people responsible for meeting them were
appointed. We knew that if Stalin gave us an assignment, it was law for us.
You would do it, no matter what. So why are the government’s resolutions so
poorly executed? Where does this irresponsibility come from?”** This should
not have come as a surprise. If you remove the linchpin from an economic
system that is built on fear of the regime, it will stop working well.?®

Gradually, beginning in the late 1950s and early 1960s, the economic sys-
tem was transformed into what Vitaly Naishul called “an economy of argu-
ment and reconciliation.” I called it a “system of hierarchical deals.”” The
benchmarks for production and the system of resource allocation were not
dictated from above but were a product of internal negotiation among the
organizational hierarchy. The more influential agencies could allocate
resources and impose sanctions on subordinate managers. The knowledge
they possessed about production problems and how to deal with them
was only rarely shared with authorities.

Declassified documents show that even in the 1930s the system was not a
purely command one and that some negotiations occurred within the hierar-
chy.2® T am not talking about qualitative differences but about a gradual evo-
lution, how over time the ability of the upper echelons of power to impose
their will was reduced. But a stronger role for those in lower management
could not improve the efficiency of the socialist system or solve the problems
caused by a lack of market instruments.

Attempts to improve the efficiency of the Soviet economy through admin-
istrative methods failed. Planning discipline eroded. It was impossible to
compensate for inadequate labor resources with increased capital invest-
ments. The deputy chairman of Gosplan, Lev Voronin, wrote to the Council
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of Ministers on February 23, 1984, that the labor shortage caused by a steady
overcreation of jobs was reducing labor efficiency.”” Economists Stanley
Fisher and William Easterly believed that a system that did not allow for cap-
ital investments to compensate for reductions in the work force was the main
factor in the crash of the Soviet economy.?® These problems were real, but
they extended over time, and the difficulties accumulated over decades. Ex-
trapolating from these trends would allow us to predict economic decline and
stagnation, but not a crash.

Economic growth was slowing down, but the slowdown did not threaten
the economic and political structures. Calculations made in the USSR
about the long-term economic development of the Soviet economy predicted
that this trend would continue. Although it was risky to include predictions
of fading growth in the final version of documents intended for the leaders of
the country, that is how the professional economic community saw the pic-
ture. That was also close to the view of most Western specialists studying the
Soviet economy in the late 1970s and early 1980s. According to that vision,
economic growth in the USSR would stop in twenty to thirty years.>!

Here is an evaluation of the Soviet economy by one Communist Party ide-
ologue in the second half of the 1980s, Vadim Medvedev, secretary of the
Central Committee and member of the Politburo:

The eighth five-year plan (1966—71) was perhaps the last successful period in
the country’s socioeconomic development. Economic development influ-
enced by reforms in the 1960s and more or less beneficial foreign economic
factors turned out to be even greater than in previous years. . . . Subsequently,
economic development worsened quickly and inexorably. The following
two five-year plans, including their social programs, were ruined. From time
to time, the economic state of affairs was sustained by high world prices for
fuel, energy, and raw materials. Only one sector of the economy steadily
flourished—the military industrial complex. The country was staggering
under the burden of military expenditures.*?

The effectiveness of the Communist ideology had been undermined by
then. The country’s leaders treated the ideological formulas and slogans as
inherited rituals that had to be observed. The public either overlooked them
completely or used them as the butt of jokes. The move to deintellectualize
the Communist leadership, under way for years, had by the end of the 1970s
produced an aging Politburo incapable of making rational decisions.* But
when things run on momentum with the same old rules in effect, a high intel-
lectual level is not needed to manage the country.
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Food Supply Problems

Socialism, as was noted long ago, is the economy of deficit.* It is not easy to
explain how it works to people who have not encountered it firsthand. Some-
one who has not lived in a socialist society will have trouble picturing the
socialist hierarchy of access to deficit resources, or how important it is for a
family to have a friend who works in a store, or even better, who is a depart-
ment manager. After making a monthly trip of two or three hundred kilome-
ters to a city with privileged food supplies and spending several hours in line,
no normal person will limit himself to buying only 300 grams of sausage, but
will buy as much as he can afford.

Research has shown that shortages of consumer goods and related prob-
lems intensified in the second half of the 1960s. The transition from the
entrenched deficits of the late 1970s and early 1980s, coupled with the gov-
ernment’s inability to meet its obligations to deliver resources even through
rationing, led to a real crisis in the food supply in the late 1980s and was the
most important economic reason for the public’s loss of confidence in the
regime and its collapse.

Getting food to large cities was a major economic and political problem
that began with the tsarist regime during World War I. The regime’s inabil-
ity to solve it resulted in the revolution of 1917. Food supply issues were para-
mount during the Civil War of 1918-21. By introducing food reallocation and
spilling rivers of blood, the Bolsheviks showed that they knew how to mobilize
food resources.

Atthe end 0f 1928 and in early 1929, the crisis of food supply to cities again
became the center of fierce economic and political debate. Stalin’s choice—
dekulakization, collectivization, and a return to food rationing—set the tra-
jectory of the country’s development for decades.

Contrary to Karl Marx’s famous line about history repeating itself, first as
tragedy and then as farce,* events in the USSR showed that history can repeat
itself more than once and not necessarily as farce. In the second half of the
1980s, supplying food to large cities became a key issue in economic policy yet
again. The fate of the country hung on its resolution. But before moving to an
analysis of the crisis, we must understand its causes.

In countries where industrialization began in the late eighteenth and early
nineteenth centuries, industrial growth was preceded by a process known as
the “agrarian revolution.” Europe in that period still used traditional tools, but
new agricultural methods and techniques for handling soil and seeds spread
quickly through books and articles. The efficiency of agricultural production
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TABLE 4-4. Average Annual Grain Production in Russia, 1891-1913

Period Yield (million tons)
1891-1900 47.7
1901-10 55.6
1911-13 74.6

Source: P. I. Liaschenko, Istoriia russkogo narodnogo khoziaistva [History of the Russian Economy]
(Moscow: Gosudarstvennoe izdatelstvo, 1930).

leaped ahead and in turn brought advances in food production and delivery
to the growing urban populace. The growth rate in agricultural production
was slower than in industry. But for the time, both were high and sustained.*

The state had a limited role in financing industrialization in countries
that had started on modern economic growth. There was no consideration
of supporting it through taxation of the peasantry or mobilizing resources
for government investments. The eldest son of a peasant continued to run
the household while his younger brothers sought work in the city. The large
immigration from Europe across the ocean was predicated in large part on
people’s desire to remain farmers rather than join the industrial workforce
during the first decades of industrialization.

In countries where industrialization was catching up, events unfolded dif-
ferently. There the role of the state was greater. State investments needed to
be financed. If the majority of economic activity was concentrated in the
countryside, then the peasantry was the natural object of taxation in order to
realize state investment projects.

The degree to which overtaxing the peasantry held back agrarian develop-
ment in Russia between 1870 and 1913 has long been a topic of discussion
among economic historians. However, the connection is obvious between
preserving the obshchina, or communal village structure, for decades after the
repeal of serfdom and using the dues of the obshchina as a form of taxation to
help pay for railroad construction.

The model of delayed industrialization created political risks. These were
fully manifest in early twentieth-century Russia. However, the policy of the
tsarist government did not lead to an agrarian crisis because industrial pro-
duction grew as agricultural production diminished. The decades-long aver-
age grain harvest grew steadily. Russia remained the major exporter (see
tables 4-4, 4-5).

The socialist model of industrialization that was formed in the USSR in
the late 1920s and early 1930s at first appears to continue the government
policy traditional in Russia of the late nineteenth and early twentieth centuries
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TABLE 4-5. Average Annual Grain Exports, 1896-1913

Million tons

Exporting country 1896—1900 1901-05 1906-10 1911-13
Russia 5.21 6.81 7.54 6.76
United States 2.88 2.45 1.77 1.70
Canada 0.35 0.71 1.24 2.76
Argentina 0.98 1.68 2.19 2.58

Source: Data for Russia from P. Liaschenko, Istoriia russkogo narodnogo khoziaistva [History of the Russian
Economy]| (Moscow: Gosudarstvennoe izdatelstvo, 1930). Data for other countries from B. R. Mitchell, Inter-
national Historical Statistics (London: Macmillan Reference, 1998).

of a delayed industrialization that was organized by the state and financed at
the expense of the countryside. But the process of taking resources from the
countryside grew and intensified, eventually leading to a different type of
development.

Collectivization took away the peasants’ freedom to choose where they
lived and worked and forced them into unpaid labor. Growing their own food
on private lots was the only way for them to feed their families, though they
were heavily taxed in produce and money in the second half of the 1940s. The
system became tantamount to a restoration of serfdom. The only difference
was that the state was not one of many slave owners, but the only one. Mod-
ern methods of enforcement, the absence of moral scruples, and the author-
ities’ conviction that whatever happened in the countryside was not nearly as
important as investments in industry removed the usual limitations in agrar-
ian societies on taking away resources from the peasantry; the resulting redis-
tribution of wealth from the countryside to the cities was unprecedented in
world history.

Once work in state agriculture became compulsory and turned into a
form of barshchina—a system known to generations of Russian peasants that
required them to perform a certain number of days of work for a landlord—
the mores of pre-emancipation Russia, described in Russian literature, became
the norm. Working for a landlord was a job to be avoided, and in the serf sys-
tem, quite rationally so. In Eastern European countries that went through a
second serf system in the fifteenth through nineteenth centuries peasants had
shared a similar attitude. In Russia, it was reflected in such proverbs as “Work
isn’t a wolf; it won’t run away into the woods” and “Work loves fools” and in
the etymology of the words for slave, rab, and work, rabota, which have the
same root. There are many examples of the wisdom of avoiding compulsory
labor in Russian and East European folklore.



CRACKS IN THE FOUNDATION

In the early 1930s, the work ethic that had developed in Russia from the
1860s to about 1920 began eroding. Strong peasants working for themselves
and their families recognized that this labor was not the same as working for
the landlord and that they could become prosperous even while being part of
the obshchina; they understood that they had to work hard, teach their chil-
dren, and master new technologies. The destruction of this stratum was an
unprecedented blow to the fragile work ethic of the peasantry, which only
began after their emancipation in 1861. The long-term consequences of the
decision made in 1928-29 are obvious today to scholars of the socioeconomic
issues of the Russian countryside.

In the decade between 1928 and 1938, the factor productivity of Soviet
agriculture fell by approximately one-fourth in comparison with the “inertia
scenario” of development (1 percent growth annually). Nothing like this had
ever happened in the history of modern economic growth. The grain harvest
did not reach 1925-29 levels again until 1950-54. Such a long period of stag-
nation was also unprecedented for countries that had begun the process of
modern economic growth.>”

The social position of peasants in that period was markedly on the wane,
unlike that of industrial workers. Kolkhoz (collective farm) workers in the
USSR, who from the 1930s to the 1950s made up the majority of the popula-
tion, were discriminated against as a class. Their annual income was close to
an industrial worker’s monthly wage. In the 1940s, additional high taxes in
money and in kind were imposed on individual allotments in order to force
peasants to give more attention to their work in the kolkhozes. Peasants started
giving up their cows and chopping down their fruit trees. By 1950, 40 percent
of peasant families no longer kept dairy cattle.’®

In countries that were leaders of modern economic growth, there were dif-
ferences in lifestyle and work but not in the average incomes of peasants and
industrial laborers; in the USSR the income gap was huge. The income dis-
parity is the source of the difference between the USSR and other countries in
migration to the city and the makeup of the participants in that process.

In the more advanced economies, the choice to work in agriculture was not
predicated on a lack of ability or willingness to work hard and adapt to new
circumstances. The eldest sons, who usually remained on the farm, were
brought up in the same way as the younger ones who moved to the city. The
“choice” was determined by birth order. The traditional work ethic in the
countryside had not been undermined. Industry grew, but agriculture devel-
oped dynamically as well. Many of the leaders of modern economic growth
remain large net exporters of food (see table 4-6).
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TABLE 4-6. Balance of Trade for Food Products in the United States,
Canada, Australia, and France, Annual Averages, 1961-90

Millions of dollars in nominal terms Millions of year 2000 dollars
Country 1961-70 1971-80 1981-90 1961-70 1971-80 1981-90
United States 1,395 11,768 15,504 6,042 27,858 22,604
Canada 511 1,159 2,563 2,200 2,900 3,746
Australia 1,830 4,710 7,882 7,800 11,596 11,185
France =730 923 5,625 3,227 2,232 7,777

Source: UN Food and Agriculture Organization, FAOSTAT data, 2005.

In the Soviet Union, for all of its limitations, there were always ways of
migrating to the cities. The people who remained in the villages and those who
left were different from those in countries that had not gone through socialist
industrialization. The socialist model prompted the most educated and ener-
getic peasant children to find a way to get out of the villages at any cost.

The problems of agricultural development created by migration from the
countryside existed in countries that had not been through socialist indus-
trialization. But their scale was not comparable to those that had formed in
the USSR by 1950. In the late 1940s, flight from the villages increased. A 1932
law forbidding peasants to leave without special permission was in force, but
people knew how to get around it. Industry and construction needed a work-
force. Only the countryside could provide it.

Food Shortages—A Strategic Challenge

By the time of Stalin’s death in 1953, the weakness of Soviet agriculture was
apparent. It was understood by the party leadership. This is how Nikita
Khrushchev characterized it:

Let me cite a few figures. In 1940, the grain yield was 2,225 million poods, and
in 1953 it was only 1,850 million poods, that is, 375 million poods less. At the
same time, in connection with the general increase of the economy, the sig-
nificant increase of the urban population, and the rise in real income, the
demand for bread products has been growing yearly. . . . The demand for
grain for export is increasing not only for food but also for animal feed, but
because of the insufficiency of grain we could only earmark 190 million poods
(3.12 million tons) for export in 1954, while the demand was determined to
be 293 million poods (4.8 million tons).*
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At that point the government was not discussing whether to increase aid to
agriculture. Everyone agreed that doing so was necessary. But opinions dif-
fered about priorities. Two proposals were on the table: send additional
resources to the traditional agrarian regions or start a large-scale program to
use virgin and fallow lands. It was decided to do the latter.

The program to develop virgin lands as a method of solving grain prob-
lems and mobilizing the grain for state needs was first discussed in the late
1920s. Stalin supported it then. He liked the idea of applying industrial
methods to agriculture: concentrating resources, organizing production on
alarge scale, and creating a privileged sovkhoz (state farm) sector in agricul-
ture. He dismissed the doubts expressed by specialists, who were concerned
that the use of virgin lands would make harvests even less reliable and hard to
predict.

The sharp fluctuations in yield and state purchases of grain on virgin lands
would later cost the Soviet Union dearly. But in the first stages of cultivation,
the virgin lands increased the volume of grain in the hands of the state. By the
end of the first five-year plan, the share of grain sold by sovkhozes was almost
10 percent of the total.*

Khrushchev’s initiatives in the early 1950s corresponded to the tradition
of economic development in the Soviet Union. In the logic of the socialist sys-
tem, this made sense. Improving the lands that were not in the chernozem
(black soil) belt and had been depleted by decades of Soviet agrarian policy
required liberalizing agriculture, increasing the material incentives of the
peasants, and probably breaking up the kolkhozes. The Chinese took a similar
path in the late 1970s. The development of the Russian economy at the time
they were cultivating virgin soil in the 1950s was higher than in China after
the death of Mao Zedong. The development indicators for the USSR in the
1930s and for China in 1980 were the same. But in 1950, the USSR’s were very
different (see table 4-7). Per capita GDP in the USSR was twice that of China
in 1980. And yet most of the population was still in the countryside.

The kolkhoz system had existed for one generation. The work ethic had
been perverted by the new serfdom, but there were still tens of millions of
people living in the villages who remembered individual farming and had
not lost their skills. But in the USSR in the early 1950s, when decollectiviza-
tion was outside the range of political discourse, only poor results could be
expected from throwing resources at the non-chernozem lands. This was con-
firmed in the 1970s and early 1980s, when the USSR got very little for its huge
expenditures.
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TABLE 4-7. GDP per Capita among Those Employed in Agriculture
and Urbanization in the USSR and China in the Years of Selecting
a Development Strategy

GDP per capita Urban population’s share
Country Year (international dollars in 1990) (percent)
USSR 1930 1,448 20.0
1950 2,841 44.7
China 1980 1,462 19.6

Source: GDP per capita from A. Maddison, Monitoring the World Economy 1820—1992 (Paris: OECD, 1995);
A. Maddison, The World Economy: Historical Statistics (Paris: OECD, 2003).

Data for 1950, 1960, from United Nations, DESA, Population Division, Population Estimates and Projec-
tions, United Nations Statistics Division (http://unstats.un.org/unsd/cdb); Paul Bairoch, Cities and Economic
Development: From the Dawn of History to the Present (University of Chicago Press, 1988).

By choosing to cultivate virgin lands, they could make large-scale capital
investments in priority regions and grant those who did the work the same
privileges that industrial laborers had, as opposed to kolkhoz workers. They
could redistribute part of the flow of labor from the country to the city, born of
the socioeconomic inequality of laborers and peasants, to work on this project.

These changes produced the hoped-for results. Grain yield went up. The
new territories were large producers; the state could use their harvests to com-
pensate for the falling production in traditional agrarian regions. These were
the arguments Khrushchev used in 1958 to prove the correctness of the agri-
cultural policy choices.*!

Much of the virgin land was in risky agricultural zones. The weather was
unreliable, but the harvests depended on favorable weather much more than
in the traditional agricultural regions of Russia and Ukraine. The harvests
stopped increasing on the virgin lands after 1958 and fell sharply in 1963. The
per capita yield in 1963 was lower than in Russia in 1913: 483 kilograms and
540 kilograms respectively.*? The unreliability of harvests increased the risk
that the food supply to the major cities would be insufficient. The territories
capable of cultivation were limited. But the growing demand of an urbanized
society for agricultural products is a long-term process that does not end with
the cultivation of virgin lands.

Despite all their efforts, state grain reserves continued to decrease from
1953 to 1960, as more was used each year than was purchased. The Soviet
leadership was worried.

One might think that the natural response to such food supply difficulties
would be to tap the state’s industrial potential by increasing investment in the
agricultural sector. This approach began to dominate in the late 1950s and
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TABLE 4-8. Capital Expenditures in Agricultural Production Facilities
as a Share of the Capital Expenditures in the USSR Economy, 1946-90

Years Share of capital expenditures in agriculture (percent)
1946-50 11.8
1951-55 14.3
1956-60 14.3
1961-65 15.5
1966-70 17.2
1971-75 20.1
1976-80 20.0
1981-85 18.5
198690 17.1

Source: Statistical Yearbook Narodnoe khoziaistvo SSSR [USSR National Economy] (Moscow: Finansy i
statistika, various years).

early 1960s.*> The share of capital investment for agriculture grew steadily
from the early 1950s until the early 1980s (see table 4-8).

By increasing investment in the countryside, the state tried to make up
for the damage its policies had caused from the late 1920s through the early
1950s. But it proved impossible to use the investments effectively. The
country would be paying for many years for the destruction inflicted in the
early stages of socialist industrialization. The deterioration of village social
structures led to unsatisfactory results from the capital expenditures there.
The decisions made in the late 1920s and early 1930s had consequences for
decades to come.

Grain consumption continued to deplete the reserves. In 1960, the har-
vest, consumption, and state reserves of grain were respectively 46.7, 50.0,
and 10.2 million tons, and in 1963, 44.8, 51.2, and 6.3 million tons.* In the
1960s, agricultural production grew approximately 3 percent a year; in the
1970s the growth rate was 1 percent.* Between 1971 and 1985, state capital
investments in the agro-industrial complex were 579.6 billion rubles. Still,
agricultural production was flat.*® Average grain harvests in 1981-85 and in
1971-75 were the same (161.7 million tons).*’

In his memoir, Georgy Shakhnazarov recounts a conversation he had with
Yuri Andropov in the mid-1960s. I quote Andropov from the book: “You
know, the Politburo is becoming convinced that our economic sphere needs
a good shakeup. It’s particularly bad in agriculture: we can’t settle anymore
for not being able to feed the country and every year having to buy more and
more grain. If things continue this way, we’re going to have to go on starva-
tion rations soon.”*
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TABLE 4-9. Urban Population in the USSR, 1956-90

USSR urban population Share of urban population in the USSR
Year (in millions) (percent)
1956 88.2 45.0
1970 136.0 56.0
1975 151.9 60.0
1980 167.3 63.0
1985 180.1 65.2
1990 190.6 66.0

Source: Statistical Yearbook Narodnoe khoziaistvo SSSR [USSR National Economy] (Moscow: Finansy i
statistika, various years).

By the mid-1960s meat was no longer readily available in most of the coun-
try. Except in the capital and other privileged cities, it could only be bought
in co-operatives or at a kolkhoz market at much higher than state prices.’

The growth of demand for animal feed on farms reduced the ability of the
state to take grain from the kolkhozes and sovkhozes. This was one of the great
socioeconomic issues of the late 1960s. In 1969, Leonid Brezhnev said, “So, in
1966, of the harvested 171 million tons we left more than 95 million tons in
the kolkhozes and sovkhozes; in 1967, the harvest was only 147.9 million tons
and still close to 90 million tons were left; in 1968 around 100 million tons were
left in the villages out of 169.5 million tons; and in 1969 over 100 million tons
were left out of 160.5 million tons.”*® As urbanization continued, the share of
the population that could feed itself from private sources shrank even more
(see tables 4-9 and 4-10).

Supply for the urban populace in a socialist economy depends on state
agricultural reserves. The role of market mechanisms—the kolkhoz market,
demand cooperation—was limited in major cities. State supplies stopped
growing, and their instability became an acute problem for the country’s

TABLE 4-10. Urban Population in the Russian Federation, 1956-90

Urban population in the Share of urban population in the
Year Russian Federation (in millions) Russian Federation (percent)
1956 54.6 48
1970 81.0 62
1979 95.4 69
1990 109.8 74

Source: Statistical Yearbook Narodnoe khoziaistvo SSSR [USSR National Economy] (Moscow: Finansy i sta-
tistika, various years).
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leadership.*! Supplying food to the cities became a key topic of economic and
political discourse in subsequent decades.

The USSR as the Largest Importer of Food

The crisis in agricultural production and its inefficiency would have created
problems even in a market economy. Disproportionate demand and supply
led to price increases on food products and to slower growth in the rate of con-
sumption, and in the worst circumstances to a disappearance of food on the
market. While not pleasant for the public and the regime, in industrial coun-
tries this rarely leads to an unmanageable crisis. Starvation in highly developed
societies is not the result of crop failure. If it does occur, it is related to a failed
system of delivery, civil or external war, a lack of money circulation that leads
to paralysis in trade between village and city, or a deficit in the balance of pay-
ments. A lack of sufficient food by itself does not lead to mass starvation.

The socialist system does not use market mechanisms to regulate inequali-
ties between food supply and demand. The inefficiency of Soviet agriculture is
aresult of the socialist model of industrialization, which also leads to a greater
demand for food by the growing urban population. If the USSR had been iso-
lated from the world economy in the early 1960s, the government could have
done nothing but watch the food shortage unfold, observing the growing gap
between the state’s performance and the public’s expectations: the greater
number of hours average citizens spent in lines, the growing number of cities
with consumer goods rationing, and the longer list of goods the state could
not produce according to the planned norms. It would have watched all this
and waited for the sociopolitical situation to become unmanageable.>

It was unthinkable for the USSR to even consider the natural response in a
market economy to such a structural problem—a change in retail pricing. From
the 1930s to the early 1950s the basis of the Communist regime’s stability had
been public fear of the authorities. It had been created by mass repression that
paralyzed people and kept them from expressing their dissatisfaction even at
home, much less through protest actions. Also, in those years, the Communist
ideology still appealed to many people. In the 1960s, the fear of mass repression
was a thing of the past. By rejecting state terror, which would have been in its
own interest, the political elite tried to avoid the fate of its predecessors, who
were its victims from the 1930s through the early 1950s. This eventually had an
influence on public attitudes. The regime was seen as a necessary evil, but it no
longer instilled blind horror. It could be discussed in the kitchen without fear
of harm to the family. Its messianic ideology seemed less convincing.
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The myth of the rule of the workers, the dictatorship of the proletariat, as
the basis of the regime’s legitimacy was one of the sacred myths still believed
by Soviet leaders in the late 1950s. It was evident in discussions by the Presi-
dium of the Central Committee of the Hungarian revolution of 1956. Until
the very last moment, the Central Committee was sure that the situation could
be saved without using Soviet armed forces by calling on the support of Hun-
garian workers. Only when they realized that this strategy would not work did
they decide to use the army to put down the rebellion.>

How to use the peasant army to force peasants to give their grain to the
state at below-market prices was a key topic, not always expressed publicly but
understood in the economic and political discourse of 1928-29.> Stalin, cer-
tain that the troops were reliable and that they would shoot when ordered,
had been right. The regime, using the loyalty of the peasant army, had enslaved
the serfs once again, taking as much grain as it deemed necessary and contin-
uing to export it even when there was famine in the country. But industrial-
ization, changes in the social structure, and a higher level of development
prevented the regime from using force against its own people.

A new contract between rulers and society took the place of the legitimacy the
regime had once enjoyed. No one signed it, but the deal was understood: you,
the regime, promise us, the people, that you will not repeal existing social pro-
grams even when they cost more, and you guarantee the stability of retail prices
on the most important consumer goods. For this we are prepared to tolerate you
and accept you as a necessary evil. What happened when the contract was vio-
lated can be seen in the events of 1962 in Novocherkassk that followed the deci-
sion to raise prices, moderate considering the scale of the disparity between
wholesale and retail prices. Prices of meat and meat products went up an aver-
age of 30 percent and butter an average of 25 percent on June 1, 1962. The head
of the budget statistics department reported to the Central Committee:

The reduction in meat and meat product purchases, as reported above, is
explained primarily by the increase in retail prices for these products. . . .
Price increases on meat and butter had the greatest effect in families with a
relatively low per capita income, which is evident in the following data
grouping the budgets of industrial workers by income for May and June
1962. . . . In families of industrial workers with an income below 35 rubles
per family member a month, the use of meat and meat products in June
1962 went down by 15 percent compared with May, while in families with
income of 50-75 rubles per family member the decrease in meat consump-
tion was 8 percent.”
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Riots involving thousands of people broke out in Novocherkassk. Here is
a description of the events on June 1 in Novocherkassk based on eyewitness
accounts: “By the end of the workday the first units from the Novocherkassk
garrison appeared on the square in front of the factory. They were unarmed.
As they approached, the columns of soldiers were instantly swallowed up by
the mass of people. Strikers and soldiers embraced and kissed. Yes, yes, they
kissed. The officers managed to extricate the soldiers from the crowds, col-
lect them, and lead them away from the strikers.” The army troops were
deemed unreliable, and troops from the Ministry of the Interior were sent
from Rostov-na-Donu. Only after they received direct orders from Moscow
did these troops fire to kill.>

The official Soviet press did not carry a single word about these events.
But the leaders knew about it and understood that if it could happen in
Novocherkassk, it could happen elsewhere. Chairman of the KGB Vladimir
Semichastny reported on 1962:

In the first six months of the current year, 7,705 anti-Soviet leaflets and
anonymous letters were distributed . . . twice as many as in the same period
in 1961. . . . After the promulgation of the decision of the CC CPSU and the
Council of Ministers USSR on raising prices on meat products, the influx of
anonymous letters increased. In June alone, 83 instances were recorded of
distribution of anti-Soviet leaflets and signs. At the same time, 300 anti-Soviet
anonymous letters were handed to the KGB from Party and Soviet institu-
tions, from newspapers and magazines, which expressed dissatisfaction with
the living standards in our country and called for the organization of mass
protests, strikes, demonstrations, rallies, and boycotts demanding a reduction
in food prices and increases in wages. The distribution of such documents is
noted primarily in the country’s industrial centers.>’

After Novocherkassk, the fear of the Soviet rulers that soldiers would refuse
orders to fire at protesters and would join them, as happened in February
1917, became the most important factor in their deliberations. The mass
unrest that followed price increases in Poland in 1970, 1976, and 1980 con-
vinced the Soviet leadership that they could not risk this occurrence under
any circumstances.’®

Problems increased in the monetary system.* Experts on the state of the
consumer market of the USSR argued over when the overhang of financial
demand over total supply of goods became evident.® in its analysis of
unmet demand, Goskomstat (the State Committee for Statistics), assumed
that the problem appeared in 1965 and that before then supply and demand
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TABLE 4-11. Involuntary Savings by the Population (Unmet Demand)

Unmet demand Rate of annual increase Unmet demand
Year (billions of current rubles) in unmet demand (percent) (percent of GDP)
1970 17.5 . 4.6
1980 29 5.2 4.7
1985 60.9 16.0 7.8

Source: Russian Federation State Archive, F. 5446, Inv. 163, S. 185, P. 100; GDP shares calculated using data
in S. G. Sinelnikov, Budzhetnyi krizis v Rossii [Budgetary Crisis in Russia] (Moscow: Eurasia, 1995).

for consumer goods had been balanced. See table 4-11 for that agency’s cal-
culations of unmet consumer demand. It is clear to everyone that the prob-
lem grew more acute after the mid-1960s.%!

The shortages were increasing, but so were prices. In 198185, the aver-
age retail price of bread rose by 6.6 percent, potatoes 7.9 percent, vegetables
4.4 percent, and baked goods 11.6 percent. Prices of nongrocery items also rose
over the same period: cotton textiles 17.9 percent, television sets 10 percent.

On July 1, 1979, the Secretariat of the Central Committee passed a resolu-
tion to raise prices for gold jewelry 50 percent, silver 95 percent, natural fur
garments 50 percent, carpets and rugs 50 percent, cars 18 percent, and
imported furniture 30 percent. The Ministry of Trade and the ministries and
agencies supervising public eating establishments were instructed to increase
prices in restaurants and cafes by 100 percent in the evenings. A note from the
Secretariat of the Central Committee to the first secretaries of the party in
the Union republics, regions, and oblasts read: “The Central Committee and
the Council of Ministers were forced to take these measures in view of the dif-
ficulties of balancing the rise in the population’s monetary income with the
volume of production of consumer goods and services, and also in order to
regulate trade in deficit items and to increase the war on speculation and
bribery. As is known, despite the previous price increases on items of gold and
silver, carpets, furs, cars, and imported furniture, the demand for them is not
being met. These items are sold in conditions of long queues and often in vio-
lation of trade regulations.”®? But for nonluxury items the state tried to avoid
unpopular decisions that would have political repercussions.

A survey in the 1980s revealed the different conditions of access to food in
the USSR. At that time, 97 percent of purchasers in Moscow and Leningrad
used state stores, where the prices were lower, and 79 percent did so in the
republic capitals. There 17 percent shopped in co-operative stores and 10 per-
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cent bought food in kolkhoz markets (people could list several sources, so the
numbers do not add up to 100 percent). In oblast centers, only 36 percent
said they could buy meat and sausages in state stores, 37 percent used co-
operative stores, and 35 percent shopped in markets. The higher the average
family income, the more meat it bought in state stores (most often in those
open only to employees of government agencies, military enterprises, and the
like) at subsidized prices.®> The system was outrageously unfair. Politburo
member Konstantin Chernenko told the Secretariat of the Central Commit-
tee (February 1981):

Letters from citizens report, often in sharp terms, temporary disruptions in
the delivery of bread and baked goods, a smaller selection and lower quality
of baked goods. . . . Reports have been confirmed about failure of delivery of
bread to workers and its low quality in the past year from the cities of Irkutsk,
Uralsk, Chelyabinsk, Artem (Primorksi Krai), Minusinsk (Krasnoyarsk Krai),
Umani (Cherkassk Oblast), Roslavl (Smolensk Oblast), Uryupinsk (Volgograd
Oblast), Belogorsk (Amur Oblast), Kirov (Kaluga Oblast), Kulebaka (Gorky
Oblast), the village of Yurino (Mariisk ASSR), and many others.*

The USSR’s political leadership was trapped, with no way out. It was
impossible to speed up agricultural production sufficiently to meet the grow-
ing demand. Bringing demand in line with supply without raising prices, and
also a decision to raise prices, would violate the unwritten contract between
the regime and the people. As the gap between the wholesale prices of agri-
cultural products and their retail prices kept growing, budget problems grew
as well. The forced increase in agricultural expenditures as a share of capital
investments limited the development of high-tech sectors.

The traditional Soviet responses to unrest in the satellite states of Eastern
Europe had included using force and increasing economic aid.% In the 1950s,
the Soviet Union supported the Eastern European socialist countries by pro-
viding grain. As the crisis in Soviet agriculture increased, it was able to supply
less and less, but continued providing some assistance until the early 1960s
(see table 4-12).

These deliveries were politically motivated, part of the payment for stabil-
ity in the Eastern European empire. Characteristically, after the events in
Poland in 1956, grain shipments to that country remained at former levels
despite the general cutback in exports to Eastern Europe. It was only in 1963
that the USSR, faced with a major crisis in its food supply, ceased exporting
food and grain to all of the Eastern European countries.
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TABLE 4-12. Soviet Grain Exported to the Socialist Countries
of Eastern Europe, 1955-63

Thousand tons

Year Exports
1955 1,624
1956 995
1957 4,677
1958 2,926
1959 4,439
1960 4,162
1961 2,743
1962 2,793
1963 2,602

Source: USSR Agricultural Trade (Washington: U.S. Department of Agriculture, 1991).

At a meeting of the Presidium of the Central Committee on November 10,
1963, Khrushchev spoke about a letter that had to be sent to the leaders of the
European socialist bloc:

I think it should be written this way. Dear comrades, as you know this year
was a very difficult one for agriculture in the Soviet Union (present argu-
ments: such-and-such a winter, a summer drought), and your countries also
suffered. . . . We are left without reserves, and when such poor conditions
developed for agriculture in the Soviet Union, it became evident to you as
well. Your agriculture in Rumania has been unable to meet your needs for
many years, so in the past you turned to us and we always agreed to satisfy
your request—when you came to us in accordance with our agreements and
above and beyond them—and that caused our reserves to melt away. This
year, when we used some of our last reserves in order to satisfy your request,
we had hoped that good conditions would enable us to replenish our reserves,
but now the situation is such that we do not have enough for ourselves and
therefore have had to buy around 12 million tons on the world market. This
created excitement on the international grain market. But we have difficulties
not only in buying up grain but also in transporting it. It is clear to all that we
cannot continue treating this situation in this manner; therefore we want to
tell you our thoughts, not only in the interest of our own country but in your
interest as well. (Do the math.) Perhaps for three or four years, and please
understand us, we will not be able to take on any obligations in supplying
grain and cotton. We will start by satisfying our own demand and setting aside
areserve, and that will be a reserve not only for the Soviet Union but for you
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as well. In the process of building up the reserve we will be able to ensure that
the countries that cannot feed themselves buy grain on the world market right
away, so that there will be no repetition of the situation we face today. So now,
at the expense of other industries, we are adding capital investment to raise
the production of mineral fertilizers in order to raise yields and guarantee a
wholesale harvest that will meet the demand and create conditions for setting
up a reserve. Without that we can no longer live.*

In 1963 another bad harvest and the depleted state grain reserves forced
the Soviet government to buy abroad, using 372.2 tons of gold—more than
one-third of the USSR’s gold reserves.®” The leaders considered the move
humiliating, but no more than an accident caused by the whims of nature.
At the same meeting of the Presidium, Khrushchev said, “We must have a
year’s supply of grain in seven years. The Soviet regime cannot bear such
shame again.”®

In subsequent years, buying grain abroad was the natural result of the
choices made in handling the economic crisis in agriculture. In 1965 the
Soviet government had to spend another 335.3 tons of gold to finance food
purchases.® In the early 1970s agricultural exports and imports in the USSR
were still more or less balanced. By the start of the 1980s, imports exceeded
exports by more than $15 billion.

Imports of grain and other agricultural products fluctuated annually because
of weather conditions, but grew steadily in the long term (see table 4-13 and
figure 4-1). Soviet purchases of grain, 2.2 million tons in 1970, had grown to
29.4 million tons in 1982 and reached their highest point in 1984, 46 million
tons. Russia had been the largest exporter of grain at the beginning of the
century and by the mid-1980s had become the world’s largest importer (see
table 4-14).

In the 1980s, the Soviet Union bought more than 15 percent of the world’s
imported grain. In wheat purchases, the country was far ahead of other major
importers (see table 4-15). By the mid-1980s, every third ton of baked goods
was made from imported grain. Cattle production was based on grain
imports. The USSR was forced to make long-term contracts on grain deliver-
ies, guaranteeing the annual purchase of no less than 9 million tons from the
United States, 5 million from Canada, 4 million from Argentina, and 1.5 mil-
lion tons from China.”

Unlike many other commodities that could have been obtained through
barter with Comecon countries, grain had to be paid for in convertible cur-
rency. The combination of large costs of importing grain (which could not be
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TABLE 4-13. USSR Balance of Trade for Grain and Agricultural Products,
1961-90

Grain Agricultural products Grain Agricultural products
(millions of (millions of (millions of year (millions of year
Year dollars) dollars) 2000 dollars) 2000 dollars)
1961 445 -114 2,091 —536
1962 505 88 2,341 408
1963 188 —144 862 —661
1964 -353 -1,027 -1,595 —4,641
1965 —-160 —-1,061 =710 —4,707
1966 -303 -829 -1,307 -3,576
1967 252 —247 1,055 -1,034
1968 255 -213 1,024 —855
1969 443 —284 1,694 —1,086
1970 285 —1,006 1,035 —3,654
1971 391 -798 1,352 -2,760
1972 -571 -1,969 -1,892 —6,524
1973 -1,038 -3,236 -3,259 -10,160
1974 162 —2,602 466 —7,492
1975 —2,228 —6,791 -5,863 -17,871
1976 -2,808 —7,450 —6,985 —18,532
1977 -982 —6,725 —2,297 —15,731
1978 -2,313 -8,116 —5,055 -17,736
1979 -3,107 —10,824 —6,270 —21,845
1980 5,183 —14,923 -9,591 —27,615
1981 -7,712 -18,199 —13,045 -30,783
1982 —6,255 -16,970 -9,971 —27,052
1983 -5,038 —16,182 -7,726 —24,815
1984 —6,602 —16,941 -9,759 —25,042
1985 -5,750 —15,695 —8,248 -22,515
1986 -2,776 -12,914 -3,896 -18,125
1987 —2,445 —13,352 -3,340 —18,240
1988 -3,838 —14,556 =5,071 —19,231
1989 —-5,043 -17,052 —6,419 -21,706
1990 —4,606 -17,117 5,645 -20,979

Source: UN Food and Agriculture Organization, FAOSTAT data, 2005.

reduced because they were the result of long-term problems in domestic agri-
culture and weather conditions), an uncompetitive manufacturing sector,
and the unpredictability of raw materials prices (which could have been used
to offset the food imports) became the Achilles” heel of the Soviet economy
by the mid-1980s. In the period 1981-85, under the influence of increasing dif-
ficulties in supplying food, the share of machinery and equipment imported
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FIGURE 4-1. Balance of Trade for Grain in the USSR and Member
Countries of the Organization for Economic Cooperation and
Development (OECD), 1961-90
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Source: UN Food and Agricultural Organization, FAOSTAT data, 2005.

from the capitalist countries was reduced from 26 percent to 20 percent, and
the share of imported food and consumer goods rose to 44 percent.

The sale of gold was the most immediate way of solving the problems that
arose from bad harvests. Its sale abroad increased sharply in 1973, 1976, 1978,
and 1981. After the collapse of the Bretton Woods accords in the early 1970s,

TABLE 4-14. Grain Exported by Russia in the Early Twentieth Century
and Grain Imports by the USSR in the Late Twentieth Century?

Exports/Imports Share (percent) Global ranking
Global grain exports, 1907-13 45.0 1
Global grain imports, 1980-90 16.4 1

Source: Calculations based on data in B. R. Mitchell, International Historical Statistics: Europe 1750—1993
(London: Macmillan Reference, 1998); B. R. Mitchell, International Historical Statistics: The Americas 1750—1993
(London: Macmillan Reference, 1998); B. R. Mitchell, International Historical Statistics: Africa, Asia & Oceania
1750-1993 (London: Macmillan Reference, 1998); UN Food and Agriculture Organization, FAOSTAT data, 2004.

a. The share of Russia’s exports in global exports has been calculated as an average for the period, using data
on grain exports by Russia, Denmark, France, Hungary, and Romania, and data on wheat exports by Canada,
the United States, Argentina, India, and Australia (net exports). The set of countries corresponds to the largest
grain exporters in early twentieth century (1907-13). Data for this period are for all grain exports by European
countries. For the countries of Asia and the Americas data are available only for wheat exports, the mainstay of
their grain exports.
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TABLE 4-15. Grain Imported by the USSR, Japan, Italy, West Germany,
Egypt, and China

Million tons

Year USSR Japan Italy West Germany Egypt China
1970 2.2 15.8 6.7 8.1 1.3 5.4
1975 15.9 19.0 7.2 6.8 3.8 3.7
1980 29.4 24.7 7.8 5.2 6.1 13.4
1983 33.9 25.5 6.4 4.5 8.0 13.4
1984 46.0 27.2 7.3 4.8 8.7 10.4
1985 45.6 26.9 7.5 7.0 8.9 6.0

Source: Statistical Yearbook Sotsialisticheskie strany i strany kapitalizma v 1986 godu [Socialist Countries
and the Countries of Capitalism in 1986] (Moscow: Finansy i statistika, 1987).

higher gold prices helped the Soviet Union to finance its grain purchases. But
even with higher gold prices in 1974-75, the USSR became a debtor on the
international financial markets. A high percentage of its loans were short
term, up to a year. In 1975, when the bad harvest forced the USSR to increase
its imports of grain, it was forced to take on large international loans and to
use its own hard currency reserves.”!

Neither gold mining in the USSR, nor the country’s gold reserves, nor for-
eign loans could serve as stable sources of funding for agricultural imports.
From the late 1960s to the early 1980s, the Soviet Union sold gold only in years
of bad harvest, when the demand for imported grain increased. It would have
been impossible to use gold for regular purchases of millions and then tens of
millions of tons of grain.

From the 1930s to the early 1950s the resources appropriated from the
countryside helped to form the industrial base of the USSR. Large amounts
of money were invested, particularly in the construction of manufacturing
facilities. Manufactured goods are the foundation of international trade.
When the USSR needed to finance the import of food in the early 1960s, the
leadership might have hoped to pay for the imports by exporting manufac-
tured goods. But that was not even considered. They knew that the production
of machinery and heavy equipment was not competitive on the world market
(see table 4-16). They could supply military technology to other Eastern bloc
countries, but there was no hope of being paid in hard currency.

The USSR, like Russia before it, had throughout its history been a major
supplier of traditional raw materials. Before the mass import of grains, these
commodities along with agricultural production had guaranteed enough
money to buy machinery and equipment for hard currency.
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CRACKS IN THE FOUNDATION

The USSR sold metals to capitalist markets but at the same time imported
high-quality metallurgical products. This was also the case in many other
industrial sectors. These mutual ties were built into the structure of Soviet for-
eign trade and the economy. It was difficult to create a sharp increase in the
volume of non—raw materials exports. Refusing to buy imported equipment
only increased the technology gap with the countries that were leaders of
modern economic growth.

The USSR’s transition in the 1960s to become the largest net importer of
food created enormous problems. They were compounded by the fact that the
Soviet Union had never maintained large hard currency reserves, instead
choosing to maintain them at a level to service current trade.

The Soviet leaders realized the threat inherent in depending on countries
that were potential enemies for their food supply.” But the agricultural crisis
and the noncompetitiveness in heavy equipment manufacturing were givens.
The government could do very little to solve problems that had accrued over
decades.

Oil in Western Siberia: The Illusion of Salvation

The Soviet Union had started exporting oil in significant amounts in the
1950s. Between 1950 and 1960 oil production in the Volga Oil Basin grew
sharply. However, at that time, the USSR was supplying the socialist countries
and selling only limited amounts for hard currency. The discovery of oil
deposits in Western Siberia in the 1960s seemed to be the answer to the food
supply issue: oil exports would pay for food imports.

The first oil well in Western Siberia was opened in September 1953.73
Large-scale geological discoveries came in the period 1961-65: in 1961, the
Megionskoe and Ust-Balykskoe deposits; in 1963, Fedorovskoe; and in 1965,
Mamontovskoe and Samotlor. They were characterized by high production
levels, as a rule, exceeding 100 tons a day per well, at accessible depths of
1.8-2.5 kilometers.” From 1972 to 1981, oil production in the Western-
Siberian Oil and Gas Province (ZSNGP) grew from 62.7 million tons to
334.3 million tons, more than 500 percent (see table 4-17). The increases in
oil production in the USSR in those years were unusually high (see figure 4-2).
Many of the deposits were unique by international standards, producing
extraordinarily high yields.

The Soviet Union quickly developed a market for its oil in capitalist coun-
tries. Its need for hard currency prompted the use of methods that gave quick
results but risked creating much lower yields in the following years. At the end
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TABLE 4-17. Oil Production in Western Siberia, 1965—-84

Million tons

Year Glavtyumenneftegaz Tomskneft Total
1965 1.0 o 1.0
1966 2.8 0.05 2.8
1967 5.6 0.2 5.8
1968 11.7 0.5 12.2
1969 19.8 1.5 21.3
1970 28.0 3.4 31.4
1971 40.0 4.7 44.7
1972 56.8 5.9 62.7
1973 81.0 6.7 87.7
1974 109.8 6.6 116.4
1975 141.4 6.6 148.0
1976 175.0 6.7 181.7
1977 211.2 7.1 218.3
1978 245.7 8.4 254.1
1979 274.4 9.1 283.5
1980 302.8 9.8 312.6
1981 323.5 10.8 334.3
1982 341.5 11.4 352.9
1983 358.2 11.9 370.1
1984 365.4 12.5 377.9

Source: M. V. Slavkina, Triumf i tragedia: razvitie neftegazovogo kompleksa SSSR v 1960—1980-¢ gody
[Triumph and Tragedy: The Development of the USSR Oil and Gas Industry, 1960-1980], p. 69.

FIGURE 4-2. Oil Production in the USSR, 1960—-84
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Source: Statistical Yearbook Narodnoe khoziaistvo SSSR (Moscow: Finansy i statistika, various years).
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of the 1970s and in the early 1980s, Soviet officials responsible for the econ-
omy and those involved in developing the ZSNGP discussed how quickly pro-
duction could be increased without causing irreversible damage to the
long-term prospects for the deposits. Sometimes the discussions grew heated.
Valentin Shashin, oil minister, told Gosplan and party officials repeatedly,
according to his colleagues, that they were overstraining the production capa-
bilities and not considering the consequences.”

However, continuing food supply difficulties pushed the Soviet leadership
toward a strategy of forced exploitation of deposits. Chairman of the Coun-
cil of Ministers Alexei Kosygin repeatedly appealed to Viktor Muravlenko,
head of Glavtyumenneftegaz, the agency overseeing oil and gas production
in Tyumen, in approximately this form: “Things are bad with bread, give me
3 million tons over the plan.””® Over the period 1974-84, expenditures to
extract an additional ton of oil increased by 70 percent. Expenditures for
extracting fuel doubled from the early 1970s to the early 1980s.”

The need to increase oil production led to a concentration of efforts on the
largest projects. Using methods that allowed for a quick increase in produc-
tion but created unpredictable risks meant focusing on a few unique sites.”
The foreign trade balance, the balance of payments, the food supply, and the
preservation of political stability all depended on the weather on the virgin
land and the situation at the oil wells. As the basis for economic and political
stability of a superpower, that’s not much.

Along with the discovery of large petroleum deposits, the unprecedented
rise in world oil prices in 1973-74 and the jump in prices in 1979-81 provided
significant boosts to the Soviet economy. As oil exports increased, the influx
of hard currency was greater than ever beginning in 1973 (see figure 4-3). The
hard currency from oil exports stopped the growing food supply crisis,”
increased the import of equipment and consumer goods, ensured a financial
base for the arms race and the achievement of nuclear parity with the United
States, and permitted the realization of such risky foreign policy actions as the
war in Afghanistan.®

Typically, in this period of great oil production, exports, and high prices
from the mid-1970s to the 1980s, the Soviet government still did not create
hard currency reserves or invest the income in liquid financial instruments
that could be used in case of trouble on the oil market. The USSR had only
enough hard currency on hand to meet its trade needs. Moreover, the Soviet
Union increased its borrowing, despite the huge rise in oil revenues.®! The
only rational explanation for this policy is that the authorities were counting
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FIGURE 4-3. Exports of Oil and Oil Products from the USSR to OECD
Countries, 1972-85
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Source: Statistical Yearbook Vneshniaia torgovlia SSSR (Moscow: Finansy i statistika, various years).
Note: Data for OECD countries do not include Portugal and the territory of West Berlin.

on oil prices to remain high. The Soviet leadership clearly did not think about
what would happen if prices fell.®

For all the high oil prices, the USSR had to deal with the problem of financ-
ing the deficit in the balance of payments. The cause was, as usual, agricultural:
three years of bad harvests and a concomitant need to increase grain imports.

By 1980, oil and gas made up 67 percent of USSR exports to OECD coun-
tries. At the same time, prices remained high but stopped rising. The short-
age of consumer goods increased, more money was printed, and prices in the
kolkhoz markets went up. Budget expenses were financed primarily by the sav-
ings and investments of the population. The increase in financial imbalance
in the economy, the growth of financial disparities, and the consumer goods
shortages stimulated attempts to compensate for the lack of production by
lowering product quality (for example, by increasing the amount of water and
starch in sausage). Beginning in the mid-1970s, approximately half the increase
in commodity circulation came from a reduction in quality and an increase in
prices. Gosplan’s report on this issue was distributed to the deputy chairmen
of the Council of Ministers. The next day the copies were appropriated and
destroyed.®® This all took place against a background of increasing economic
crime and corruption.®
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The Soviet government always regarded foreign trade and paying out hard
currency as a political instrument. Maintaining economic relations with like-
minded people abroad, supporting their political goals, and stabilizing satellite
regimes in Eastern Europe were closely intertwined. The USSR used its politi-
cal influence actively and not unsuccessfully to manipulate decisionmaking on
key political issues in developed democratic countries. The authorities were
prepared to exploit foreign trade contracts in order to turn over the revenues
to friends.®® For example, the decision of the Secretariat of the Central Com-
mittee dated August 26, 1980, ordered the Ministry of Foreign Trade to work
with Gosplan and other ministries to develop and implement measures to
expand trade and economic ties with companies belonging to French friends.5¢
On December 12, 1980, the deputy head of the International Department of
the Central Committee, Anatoly Chernyaev, wrote to the leadership of the
Central Committee:

The firm Magra GmbH belongs to the French Communist Party and for the
last fifteen years has been buying bearings from V/O Stankoimport for sale
in the FRG. There is an outstanding debt of 2.8 million rubles in connection
with the company investing that sum to expand its plant and the reduced
demand in the FRG for bearings. In the opinion of the Ministry of Foreign
Trade, if Magra GmbH is given an extension on its loan, it will be able to
increase the sales of Soviet bearings in the FRG very quickly to levels that will
allow it not only to repay the debt but also to guarantee future revenues in hard
currency. At the same time, insistence on payment of the debt will lead to the
firm’s bankruptcy, to hard currency losses for us, and to other unwanted con-
sequences. The leadership of our French friends supports the firm’s request
to extend the deadline for repaying its debt (telegram from Paris, No. 3922,
9 December 1980).87

Likewise, a Politburo resolution on January 18, 1983, ordered the Ministry of
Foreign Trade (minister, Comrade Patolichev) to sell to Interexpo (president,
Comrade L. Remiggio) 600,000 tons of oil and 150,000 tons of diesel fuel at a
price discounted approximately 1 percent and to extend payment for three or
four months so that the friends could make some $4 million on this deal.®
The CPSU leadership heard about the ineffectiveness of such politically moti-
vated contracts at a Politburo meeting on November 30, 1987:

Many firms controlled by Communist Parties are economically weak, with
limited ties and capabilities for trade, and some are even losing money.
Companies of only a few fraternal parties—French, Greek, Cypriot, and
Portuguese—are capable of developing cooperation with a tangible benefit
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for themselves with Soviet foreign trade organizations. The percentage of
their profits that the companies turn over to the party budgets is usually
quite small—from 1 percent to 5 percent of profits or signed contracts.®

On March 1-2, 1982, a Polish party and state delegation visited Moscow.
During a meeting with the Soviet leaders, Wojciech Jaruzelski, first secretary
of the Polish Communist Party, spoke about the difficult situation in the Pol-
ish economy: it was using only 60 percent of its industrial potential, and there
was a real threat of unemployment for 400,000 industrial workers and
200,000 construction workers. The Polish comrades thanked the Soviet
Union for its emergency economic aid, which in 1980-81 was approximately
4 billion convertible rubles, including around $3 billion in hard currency.
They agreed to a Soviet loan of 2.7 billion rubles for 1982—-83. The Polish del-
egation asked about additional wide-ranging economic aid. On October 4,
1980, the Secretariat of the Central Committee examined the question of the
influence of Polish events on domestic political developments in the USSR.
Materials prepared by the apparat of the Central Committee read:

Analysis of bourgeois propaganda, particularly radio broadcasts to the Soviet
Union, relating to the Polish events shows that they are actively being used in
attempts to compromise the principles of socialism, primarily to question the
leading role of the party in socialist and Communist construction. . . . Some
negative processes in Poland’s mass media evince the possibility of an ideo-
logical disarray that will create additional difficulties for our informational-
propaganda influence on the Polish populace. A weakening of control by the
Central Committee of the Polish party over newspapers, radio, and television
is evident. The press publishes with greater frequency controversial or simply
dubious materials that in no way help the efforts of the Polish party to stabi-
lize the situation.

In December 1980, the Secretariat took measures to limit the spread of infor-
mation in the USSR about the events in Poland. The Chief Directorate on
State Secrets in the Press, under the Council of Ministers of the USSR, was
instructed to confiscate from stores such periodicals and other publications
and send them to special warehouses.”® As time passed, the costs of foreign
policy activity and preserving the empire continued to rise.

A Drop in Oil Prices: The Final Blow

In the period 1981-84, the government of the USSR had only one instrument
to handle the growing difficulties in foreign trade—increasing oil production.
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Production rose from 93.1 million tons in 1975 to 119 million tons in 1980
and 130 million tons in 1983.%! But the rate of growth in oil production went
down in the late 1970s.

One would have expected the Soviet Union to know that the oil market is
affected not only by economic factors, but also by political ones. It had taken an
active part in manipulating the market. Chairman of the KGB Yuri Andropov
wrote to Leonid Brezhnev on April 23, 1974:

The KGB has maintained secret working contact with Wadia Haddad,
Politburo member of the People’s Liberation Front of Palestine (PLFP),
head of the PLFP’s external operations section. In a confidential conversa-
tion at a meeting with the KGB resident in Lebanon in April of this year,
Wadia Haddad outlined a prospective program of sabotage and terrorism
by the PLFP, which can be defined as follows. The main aim of special activ-
ity by PLFP is to increase the effectiveness of the struggle of the Palestinian
movement against Israel, Zionism, and American imperialism. Arising from
this, the main thrusts of the planned sabotage and terrorist operations are:
employing special means to prolong the “oil war” of Arab countries against
the imperialist forces supporting Israel; carrying out operations against
American and Israeli personnel in third countries with the aim of securing
reliable information about the plans and intentions of the USA and Israel;
carrying out acts of sabotage and terrorism on the territory of Israel; orga-
nizing acts of sabotage against the Diamond Center [in Tel Aviv], whose basic
capital derives from Israeli, British, Belgian, and West German companies.
In order to implement the above measures, the PLFP is currently preparing
a number of special operations, including strikes against large oil-storage
installations in various countries (Saudi Arabia, the Persian Gulf, Hong
Kong, and others), the destruction of oil tankers and supertankers, actions
against American and Israeli representatives in Iran, Greece, Ethiopia,
Kenya, an attack on the Diamond Center in Tel Aviv, etc. W. Haddad asks
that we help his organization with the procurement of several kinds of spe-
cial technology necessary for carrying out certain sabotage operations. . . .
In view of the above, we feel it would be feasible, at the next meeting, to give
a generally favorable response to Wadia Haddad’s request for special assis-
tance to the PLFP.*

The invasion of Afghanistan was perceived as a threat by the Gulf states,
particularly Saudi Arabia, and was one of the factors in its radical change in
attitude toward the United States, for its potential military support. America



CRACKS IN THE FOUNDATION

TABLE 4-18. Oil Exported from the USSR, 1980-86

Million tons

Oil exports 1980 1983 1984 1985 1986
To socialist countries 84.8 80.0 80.6 77.9 85.3
To developed capitalist countries 30.7 44.8 44.0 33.3 37.6

Source: Statistical Yearbook Sotsialisticheskie strany i strany kapitalizma v 1986 g. [Socialist Countries and
the Countries of Capitalism in 1986] (Moscow: Finansy i statistika, 1987).

needed lower oil prices. The two countries’ mutual interest was first dis-
cussed on a high level in April 1981 during CIA chief William Casey’s visit to
Saudi Arabia.”

In the fall of 1981, prompted by serious balance-of-payments problems,
the Soviet Union had to inform the socialist countries of Eastern Europe of a
10 percent decrease in the annual deliveries of oil and its intention to use the
difference to increase exports to OECD countries. But even then, it was
impossible to ignore political considerations. The critical situation in Poland
kept the USSR from substantially reducing oil deliveries to its largest Eastern
European satellite. The aid obligations had to be kept in mind if preservation
of the Eastern European part of the empire was the goal.* In 1985, when oil
production began to fall for the first time in Soviet economic history, supplies
to the capitalist countries went down for the first time (see table 4-18). The
Soviet Union was unwilling to decrease supplies to the Comecon countries.

Richard Pipes wrote a note to the American authorities in the early 1980s
recommending using the dependence of the Soviet economy on oil prices to
destabilize the Communist regime. William Casey, appointed CIA director by
Ronald Reagan, had experience analyzing and using the enemy’s economic
weaknesses. He worked on this during World War II, trying to maximize the
economic damage to Nazi Germany by the Allies. On March 26, 1981, there
is an entry in Reagan’s personal diary about a briefing on the state of the
Soviet economy and its problems related to dependence on Western loans.
In November 1982, President Reagan signed a directive on national security
(NSDT-66), which set damage to the Soviet economy as a goal.”> Naturally,
the idea was to weaken the USSR in an economic and political sense. No one
in the American leadership in those years even dreamed of using its economic
vulnerability to destroy the USSR.

If this version of events is accurate, it is very telling about the intellectual
level of the Soviet leadership in the early 1980s. It would take a long time to
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recruit leaders who were so incompetent as to make the economy and policy
of a superpower dependent on the decisions of their potential enemy (the
United States) and their main rival in the oil market (Saudi Arabia, where
Wahhabism, the branch of Islam that regards the holy war against infidels as
an unassailable requirement for an orthodox Muslim, is the official religion),
and wait for them to come to terms.

The financial situation of the Eastern European countries was becom-
ing more dire. Here is a letter from the Currency-Economic Directorate of
Gosbank USSR:

The socialist countries began widely using loans from Western banks in the
early 1970s in political détente, the significant expansion of trade between
East and West, the growth of the world economy, and the rise in prices for
energy resources and raw materials. However, the growth of the world
economy began to slow in 1981, and the general level of unpaid debt of the
socialist countries reached a record for the time of $127 billion, and the
ability of some of them to pay is very low. In 1982-83, the syndicated loans
of socialist countries, with the exception of Hungary, were not addressed.
In these conditions, the socialist countries were forced to reduce imports
for hard currency, leaving exports at the previous level or increasing them
slightly.>

In early 1984, the Academy of Sciences informed the Council of Ministers
about the instability of the oil market:

After a brief stabilization of the oil market in the third quarter, the situa-
tion in the fourth quarter has once again become complicated for export-
ing countries. The slow and erratic development of the capitalist economy,
the effect of measures on energy saving, the unspoken violation of produc-
tion quotas by a number of OPEC members, and the warm winter led to a
surplus of oil reserves. The demand for oil on the capitalist market in the
fourth quarter has fallen by 1 percent, and even though most official prices
have not changed, the prices of one-time deals on the free market have
fallen and by the middle of December broke away from the official ones for
North Sea oil, like Brent at $9.70 a ton. ... This course of events has
increased disputes within OPEC, which was apparent at the last conference
in Geneva in December. Nigeria, Iran, Iraq, and Venezuela demanded an
official increase in their production quotas and also amendments in their
favor in the existing structure of discounts and surcharges for various oils.
And even though the conference decided to retain the existing previous
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prices, the individual quotas, and the general volume of oil production in
OPEG, it could not impose sanctions or preventive measures against violators
of these agreements.

At that time, official documents showed the unpredictability of prices on
the most important raw materials. Thus the next report of the Academy of
Sciences spoke of stabilization on the oil market:

Specialists believe that at this time the possibility of further decreases in the
absolute volume of oil consumption, especially in Western Europe, has been
exhausted and that the demand for oil in 1984 will grow by 1.5-2 percent,
which will keep OPEC’s official prices at the same level throughout 1984.
Prices on the free market for the first quarter have almost reached the level of
official prices. Consultations between OPEC and other oil-exporting nations
continued on questions of maintaining existing prices. The strengthening of
the market was also related to the increased conflict between Iran and Iraq
and worries about the shutdown of the Strait of Hormuz.

Subsequent memos from the Academy of Sciences to the government reflected
concerns about a sharp fall in oil prices and a sober recognition of the impos-
sibility of accurately predicting that parameter’s dynamics.”

In 1985, expenditures to develop new wells and to support yields on active
wells, combined with a lack of resources, led to a fall in production of 12 mil-
lion tons in the USSR. At the same time, the slow decrease in the real cost of
oil, which began in 1981-84 after the decision of Saudi Arabia to more than
triple production (see chapter 2), met with an unprecedented collapse in
prices. In 1985-86, prices on resources that supported the Soviet budget, its
foreign trade balance, the stability of its consumer market, as well as its abil-
ity to buy tens of millions of tons of grain a year, to service its foreign debt,
and to finance the army and military-industrial complex, fell severalfold.

These problems did not cause the collapse of the socialist system. That had
been preordained by the fundamental characteristics of the Soviet economic
and political system: the institutions formed in the late 1920s and early 1930s
were too rigid and did not permit the country to adapt to the challenges of
world development in the late twentieth century. The legacy of socialist
industrialization, the anomalous defense load, the extreme crisis in agricul-
ture, and the noncompetitive manufacturing sector made the fall of the
regime inevitable. In the 1970s and early 1980s these problems could have
been managed if oil prices had been high. But that was not a dependable foun-
dation for preserving the last empire.
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The Collapse of the USSR: The Unexpected Becomes the Rule

In 1982, summing up the results of CIA reports on the state of the Soviet econ-
omy, Senator William Proxmire said, “It is worth highlighting the three prin-
cipal findings of the study: First, Soviet economic growth has been steadily
slowing down. However, there will be continued positive growth for the fore-
seeable future. Second, economic performance has been poor, and there have
been many departures from standards of economic efficiency. But this does
not mean the Soviet economy is losing its viability or its dynamism. And third,
while there has been a gap between Soviet performance and plans, an eco-
nomic collapse in the USSR is not considered even a remote possibility.”®

Most observers had overlooked the radical change in the relationship
between the USSR and the world that took place in the 1960s and 1970s. At
that time, the Soviet economy, formally still closed, had in fact become deeply
integrated into the system of international trade and dependent on world
markets (see table 4-19). This change, as a rule, was noticed only by
researchers concerned with grain and oil markets. The majority of analysts
studying the socialist system considered its foundation to be solid.*”

Some publications spoke of risk factors that could undermine the stability
of the Soviet regime. But they were exceptions, and their influence on the
future image of the USSR was limited.!®° In 1985 almost no one imagined that
six years later there would be no Soviet Union, no ruling Communist Party,
no Soviet economic system.

The unexpected collapse of the political and economic construction that
had existed for many decades was a bombshell that cast a shadow on the rep-
utation of specialists in Soviet economics and politics.!”! The fact that the CIA
did not see signs of the looming crisis and collapse was considered one of its
great failures. Many Sovietologists reacted defensively to criticisms of their
work—if we were mistaken, they seemed to say, it was because it was impos-
sible to predict the economic crisis in the USSR. This group shared a wide-
spread idea of the subjective nature of the causes of this event and the errors
of the Soviet leadership since 1985.1%2

This point of view is close to that of those who consider the collapse the result
of international intrigue. In Russia, it is presented by those who believe in a
world conspiracy against Russia. Accepting that position, it is not difficult to
explain what happened in Russia in the late 1980s and early 1990s. We must take
into account a long-standing tradition of blaming outsiders for Russia’s woes.

The widespread image of the CIA’s demonic powers in Russia is the mir-
ror image of Washington’s conviction that the CIA showed total ineptitude
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TABLE 4-19. USSR Foreign Trade with OECD Countries, 1950-89°

Millions of rubles Millions of
in nominal terms Millions of dollars year 2000 dollars
Year Exports Imports Exports Imports Exports Imports
1950 236 204 262 227 1,586 1,371
1960 913 1,004 1,014 1,116 4,822 5,302
1965 1,347 1,469 1,497 1,632 6,640 7,241
1970 2,154 2,540 2,393 2,822 8,694 10,251
1975 6,140 9,704 8,535 13,489 22,459 35,496
1976 7,834 10,824 10,419 14,396 25,918 35,811
1977 8,817 9,925 11,815 13,300 27,637 31,110
1978 8,701 10,979 12,703 16,029 27,761 35,029
1979 12,506 13,248 19,009 20,137 38,364 40,640
1980 15,862 15,721 24,427 24,210 45,203 44,801
1981 17,247 18,112 23,973 25,176 40,550 42,584
1982 18,849 18,892 26,012 26,071 41,466 41,561
1983 19,653 18,719 26,532 25,271 40,686 38,753
1984 21,349 19,574 26,259 24,076 38,816 35,589
1985 18,581 19,294 22,297 23,153 31,986 33,213
1986 13,109 15,853 18,615 22,511 26,126 31,595
1987 14,186 13,873 22,414 21,919 30,620 29,944
1988 14,666 16,321 24,199 26,930 31,971 35,579
1989 16,392 20,497 25,899 32,385 32,968 41,224

Source: Statistical Yearbook Vneshniaia torgovlia SSSR [USSR Foreign Trade] (Moscow: Finansy i statistika,
various years).
a. Calculation into dollars based on the official rate of the USSR Gosbank.

about the events of the late 1980s and early 1990s in the USSR and then in
Russia.

There is one more theory about the nature of the collapse of the Soviet
economy. It is related to the intensification of the arms race that came with
the Reagan administration, when the USSR could not handle the burden of
increased military spending.' In order to judge the accuracy of that view, we
must understand the mechanism of decisionmaking on military spending and
arms purchases in the USSR in the late 1970s and early 1980s.

Along with helping foreign socialist countries, military spending was an
important priority.!* Its share of the GDP was not known to the leaders of the
country and the armed forces. This is clear from the contradictory data cited
by the last president of the USSR, Mikhail Gorbachev, and the head of the
General Staff, General Vladimir Lobov.! The data cannot be compared
because they went through different budget lines. It is not clear to what extent
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Soviet prices for military technology reflected economic reality. But obvi-
ously, by any international standard, military expenditures made up a large
share of the GDP. If a country with an economy about one-fourth the size that
of the United States manages to support military parity with the United States
and its allies and at the same time can finance forty divisions on the Chinese
border, common sense tells us that the military was expensive. The scale of
military expenditures was held back by the development of the civilian sector
of the Soviet economy.!* But even without the military burden, invest-
ments in the economy in the 1980s were not effective.

There is little convincing evidence that when the Soviet Union faced more
intense military competition with the United States in the early 1980s it
increased military spending significantly.!”” Inertia was the primary charac-
teristic of the Soviet military-industrial complex. The production of weapons
was not determined by military needs but by production capabilities. If tech-
nologically there was a possibility of increasing production, a justification for
doing so was always found. When Georgy Shakhnazarov, an aide to General
Secretary Mikhail Gorbachev, asked, “Why do we need to make so many
weapons?” Chief of the General Staff Sergei Akhromeyev replied, “Because
through enormous sacrifice we have created first-class plants that are no
worse than what the Americans have. What, are you going to tell them to stop
working and make pots and pans instead? That’s simply Utopian.”!%

An example of decisionmaking about the volume of arms production in
the USSR is provided by the history of Soviet tanks. In the 1970s, the USSR
made twenty times more tanks than the United States. After the Arab-Israeli
War, when the Israeli army needed large numbers of new tanks, the United
States increased production over a few years to approximately a quarter of
what the USSR produced. The Soviet army had more than 60,000 tanks, many
times more than the United States and its allies.

An attempt to analyze military construction in the 1970s and early 1980s
from a military strategy point of view would lead Western experts observing
the speed at which tank armadas were being created to the natural conclusion
that the USSR was preparing for an invasion in Western Europe toward the
Bay of Biscay. In fact, that was not the case at all. We now know that the main
argument for continuing the production of tanks in unprecedented numbers
during peacetime was the conviction that the United States had a greater
capability to increase tank production in wartime. The General Staff analysts
maintained that losses of Soviet troops in tanks could be extremely high in the
first months of war. Hence the conclusion: we must produce as many tanks
as possible in peacetime.'®”
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They did not accept the reasoning that in the decades since World War II
the equipment had become so complex that it would be impossible for the
United States and its allies to quickly speed up production of tanks. The main
factor in discussions of this issue was not military strategy, but the fact that
the tank factories were already built and people worked there. Those people
had to produce tanks. The same reasoning applied to other forms of military
technology.

The placement of medium-range SS-20 missiles is a case in point. A good
missile was created and it could be mass produced. The Soviet Union decided
to develop a new system of nuclear weapons. It did not take into account that
doing so would provoke NATO to set up medium-range missiles in Western
Europe and thereby increase the risks for the USSR since the enemy missiles
would take less time to reach the country. When that became obvious, the
USSR had to agree to the removal of medium-range missiles in Europe. But
this happened only after great expenditures were made to build them.

In the early 1980s, the U.S. Congress voted to create a special commission
to check the CIA estimates of Soviet military construction. The commission
concluded that the volume of weapons production could not be explained by
military or political logic unless the USSR were preparing to attack.!’® But
documents show that no one in the Soviet leadership during those years was
eager to get into mortal combat over world imperialism. In fact, the produc-
tion of weapons and their supplies to the army and navy were determined by
the production capacity of plants and factories. The military-industrial com-
plex of the USSR in the early 1980s was not capable of using additional
resources on a large scale and had to work within its capacities. This was a
heavy burden on the Soviet economy, but a habitual one.

Yes, the military-industrial complex sucked up colossal resources from the
country’s economy and mobilized the best specialists. These expenditures
held back the development of civilian branches of manufacturing. The mili-
tary overload of the economy was one of the factors that made the Soviet
economy so vulnerable. Military spending predetermined many of the diffi-
culties in its development that the USSR faced in the 1960s through the early
1980s, but it does not explain the economic crash of 1985-91.

The twentieth century has shown that the laws of history are much less rigid
than Karl Marx and Friedrich Engels had thought. The choice of a development
strategy for decades ahead depends on factors that cannot be predicted. The role
of the individual in history is much greater than Marxism’s founders believed.

Decisions by the Soviet leadership played a large role in the development
of the economic and political crisis in the late 1980s and early 1990s. Much
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depended on the leadership, but not everything. Or to put it another way: not
everything, but a lot. Analysis of the situation in which the Soviet Union
found itself in the mid-1980s leads to this conclusion: against the background
of new realities (primarily the sharp drop in world oil prices), it would have
been pointless to continue the policies of previous decades, which boiled
down to conserving the economic and political system and changing nothing.
Doing so would have made it impossible to avoid further serious economic
and political shocks.

By 1985 the foundation had been laid for the profound economic crisis in
the USSR, which required harsh, precise, and responsible decisions, an under-
standing of its nature and the measures that could and should be taken to mit-
igate the damage and at the very least prevent a crash. However, Soviet officials
responsible for foreign economic relations were confident then in the stability
of the USSR’s hard currency situation.'!!

And in these circumstances, a new political leader appeared, representing
a different generation of the political elite. His election demonstrated a rejec-
tion of the gerontocracy that had characterized the Soviet regime in previous
decades.!'? He did not have a good idea of the real state of affairs in the coun-
try or understand how critical the hard currency situation was. There is no
way of knowing whether it would have been possible to save the USSR in those
conditions, acting energetically and precisely, without making a single mis-
take. But in order to have a fighting chance, the new leaders had to under-
stand the scale and nature of the problems facing the country. It took them
more than three years to get even a superficial idea of what was happening to
the Soviet economy. That was too long in a crisis.



ree POLITICAL
ECONOMY or
EXTERNAL SHOCKS

Things were going badly at the kolkhoz.

That is, not really very badly; you could even say they were
going well,

But they got worse with every year.

—Vladimir Voinovich

MUCH HAS BEEN WRITTEN ABOUT theeconomicand politi-
cal development of the USSR on the eve of the crash—that is, in the years
1985 to 1991. People at the center of the decisionmaking process have
described a policy of accelerating all reforms and the strategy of perestroika,
the unfolding of the anti-alcohol campaign, the development of civilian
machine-building capabilities, the expansion of economic independence
for enterprises, and the legalization of a private sector in the form of co-
operatives; they have also discussed the ties between the development of
market relations and political liberalization. The debate over what was done
correctly and what mistakes were made, and who was right and who was
wrong, will continue for a long time. In this chapter I address something else:
the effect of an external shock, the sharp change in the oil market that the
Soviet Union had to face in the second half of the 1980s.

Deteriorating Conditions for Foreign Trade: Political Alternatives

The concept of “external shock,” a sharp change in the correlation of export
and import prices, has been elaborated by economists living in developed and
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FIGURE 5-1. Trends in World Economic Development (Rate of Growth),
1976-91
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Source: Rossiyskaia ekonomika v 1991 godu. Tendentsii i perspektivy [The Russian Economy in 1991:
Tendencies and Perspectives] (Moscow: Institute for Economic Policy, 1992), p. 24.

diversified economies. The data in figure 5-1 show that in such economies
changes of more than 10 percent annually in trade conditions are the excep-
tion, not the rule. In the world’s largest economy, the United States, this has
happened only once in the past four decades, in 1974.

Export revenues in economies with a broad and varied range of exports
that has no dominant component change little in the event of price fluctua-
tions. Dealing with fluctuations requires a strict budget policy and sometimes
a weakening in the exchange rate of the national currency. Importing coun-
tries experience similar difficulties when faced with higher prices on goods
they import. The price shocks of 1973-74, 197981, 2004—05 (large hikes in
oil prices) had a significant effect on the economies of importers of fuel and
energy resources (see, for example, the figures for Japan in table 5-1). Never-
theless, fuel in most cases did not dominate imports even in the anomalously
high prices of 1980. Even in such an energy-dependent country as Japan, the
import share of fuel is only a small percentage of GDP (see tables 5-2, 5-3).

Countries whose export income depends on the market for raw materials
are in a different position. When prices fall, the same production and export
levels do not bring in as much hard currency as the national economy has
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TABLE 5-1. Terms of Trade of Selected OECD Countries, 1960—20032
2000 =100 percent

Year Canada Germany Italy Great Britain United States  Japan
1960 96 90 110 94 128 185
1961 94 94 109 97 132 176
1962 92 100 108 99 134 176
1963 90 108 107 111 133 175
1964 90 105 108 110 131 175
1965 91 104 105 113 134 178
1966 94 107 103 115 134 174
1967 95 111 103 115 136 177
1968 95 110 102 111 136 176
1969 95 110 105 112 136 177
1970 96 112 106 116 135 179
1971 95 115 105 116 132 176
1972 96 118 106 117 127 179
1973 102 115 96 104 125 162
1974 109 105 79 90 107 130
1975 105 110 84 97 110 116
1976 107 105 81 95 111 109
1977 101 104 83 97 106 109
1978 98 108 85 103 105 123
1979 103 102 83 107 100 106
1980 107 96 78 107 91 80
1981 101 89 74 107 94 79
1982 97 93 76 105 96 77
1983 98 94 78 104 102 78
1984 96 92 77 102 101 81
1985 94 93 78 103 103 82
1986 93 107 90 97 108 109
1987 96 111 92 97 102 112
1988 98 111 93 99 104 115
1989 100 108 92 100 104 112
1990 97 110 94 101 101 105
1991 95 107 98 101 102 108
1992 93 110 99 102 102 111
1993 93 111 99 104 102 114
1994 93 108 99 103 103 117
1995 97 107 96 100 103 115
1996 98 107 100 101 103 110
1997 97 105 102 103 104 104
1998 103 107 107 104 107 111
1999 110 107 108 102 105 110

(continued)
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TABLE 5-1. (Continued)

Year Canada Germany Italy Great Britain United States  Japan
2000 100 100 100 100 100 100
2001 99 102 101 99 103 101
2002 97 104 103 102 104 101
2003 104 107 104 104 103 98

Source: World Bank, World Development Indicators, 2005.
a. Terms of trade: the ratio of an index of export prices to index of import prices at a fixed structure of
exports and imports of a country in 2000. The table includes those OECD countries for which data have been

available in the World Bank database since 1906.

TABLE 5-2. Fuel Imports as a Share of GDP in the United States, Japan,

France, Germany, and Italy

Percent

Country 1980 1990 2000 2003
U.S. 3.1 1.2 1.4 1.5
Germany 5.2 1.8 2.3 2.2
France 5.3 1.9 2.6 2.2
Italy 6.3 1.8 2.2 1.9
Japan 6.7 1.9 1.6 1.9

Source: Calculations based on World Bank, World Development Indicators, 2005.

TABLE 5-3. Fuel as a Share of Total Imports in the United States, Japan,
France, Germany, and Italy, 1980-2003

Percent

Country 1980 1990 2000 2003
U.S. 28.7 10.9 9.5
Germany 20.6 7.0 6.9 6.8
France 23.0 8.3 9.4 8.9
Italy 25.5 8.9 8.0 7.5
Japan 45.8 20.1 17.4 18.4

Source: Calculations based on World Bank, World Development Indicators, 2005.

grown accustomed to having. They are forced to reduce imports and the man-
ufacture of goods that depend on imported parts and materials. They must
also reduce the volume of economic activity and ignore their customary con-
sumer demand. The alternative is to increase production and exports of goods
that do not rely on raw materials. The first path is difficult for political reasons.
The second, at least in the short term, is difficult because of economic limits.
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Quite often governments facing this problem try to solve it through for-
eign loans. They hope that the situation will improve, prices will rise again,
and that the debt will be manageable. This is a dangerous strategy given the
unpredictability of commodity markets. It has led many countries into bank-
ruptcy and severe economic crisis.

If commodity prices remain low in the long term, which often happens, it
becomes clear over time that servicing state debt is more expensive, and con-
fidence in the borrower country falls. In two or three years, the country will
find it impossible to get loans under any conditions, its hard currency reserves
will be depleted, and the country will be forced to stop payments on foreign
debt and reduce imports. Production and the standard of living fall. The
problems that arose when the government faced the external shock do not go
away. They are inherited by the next government, which will have even more
trouble resolving them because of the greater foreign debt.

A symmetrical situation can develop if a country depends heavily on
imports of one product and the price of that product rises. For a long period
such a product for the USSR was grain.

In order to stimulate the agriculture sector, the state repeatedly raised sub-
sidies to producers in the form of differentiated price increases, favorable tar-
iffs on agricultural technology, lower interest rates on loans and periodic
write-offs of loans, direct budget transfers (investments), and so on. The total
share of subsidies in agricultural revenues kept growing.

In its final decades, the USSR, including Russia, had fallen sharply below
the indexes characteristic of developed countries in agricultural production—
that is, behind the rest of the world’s technological progress in the field (see
table 5-4).

These sectoral problems were exacerbated by the state’s policy on supply-
ing food to the population. Its main feature, attractive in the social sense, was
the economically impractical principle of providing inexpensive food to the
Soviet people. For many years, while incomes grew but agricultural produc-
tion remained largely unchanged, prices for basic foods remained low.

In order to ensure enough meat for the growing demand, breeding com-
plexes were built in the 1970s, which in turn sharply increased the need for
grain as animal feed. Domestic farms could not meet the demand. After
spending significant funds on the construction of these gigantic breeding
complexes, starting in 1973, the state was forced to spend increasing amounts
of hard currency to import feed grain and legumes.

Despite all of the expenditures to improve agricultural production, it
remained inadequate. Difficulties providing sufficient meat and dairy products
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TABLE 5-4. Agricultural Productivity Indicators in the USSR, Russia,
Western Europe, the United States, and Canada, 1970 and 1989

Centner per hectare

Western Russian
Yield of grain crops Europe United States Canada USSR Federation
1970 27.9 31.6 21.1 15.7 13.72
1989 45.8 44.8 21.2 18.9 16.1
1989 (1970 =1.0) 1.64 1.42 1.00 1.20 1.18
Milk yield per cow (kilograms per year)
1970 3,269 4,423 3,256 2,110 2,328
1989 4,059 6,533 5,806 2,555 2,773°
1989 (1970 =1.0) 1.24 1.48 1.78 1.21 1.19

Source: Narodnoe khoziaistvo SSSR in 1985 (Moscow: Finansy i statistika, 1986); Narodnoe khoziaistvo SSSR
in 1990 (Moscow: Finansy i statistika, 1991); World Agriculture: Trends and Indicators, 1970—1989 (Washington:
USDA, 1990).

a. Average for 1971-75.

b. Not including private farming.

led to rationing, lines, and other signs of an acute food shortage. The state,
maintaining its policy of supporting stable low prices on food, continued sub-
sidizing the domestic consumer. In 1989, subsidies for food production made
up approximately one-third of the budget, and the price of some foods was
subsidized up to 80 percent (see table 5-5).

TABLE 5-5. USSR Government Subsidies as a Share of the Retail Price
for Staple Food Products, 1989

Percent
Product Share of subsidies in the retail price
Bread 20
Beef 74
Pork 60
Lamb 79
Poultry 36
Milk 61
Butter 72
Cheese 48
Sugar 14

Source: Strategy of Reforms in Food and Agriculture Sectors of the Economy in the Former USSR (Washington:
World Bank, 1993), p. 253.
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The government was subsidizing both the producer and the consumer.
This type of subsidizing tends to be progressive: the more is given at time ,
the more it will cost at time ¢+ I to support the same policy. A national budget
can handle this situation in only two cases: when there is a monetary reserve
that can be spent to increase food production, or when there is a growing
source of state income that can cover the subsidies. The money spent on agri-
culture did not provide a commensurate return. Electricity use in agriculture
between 1980 and 1990 went up 61 percent, fertilizer use rose 22 percent, and
investments went up 40 percent. Gross annual production in the sector went
up only 12 percent.! The budget revenues in the 1970s came primarily from
oil and gas exports. When world prices for the country’s main exports fell at
the start of the 1980s, the national budget suffered.

In market economies, the authorities know what to do when faced with
falling prices for their dominant export. They reduce subsidies for consumer
goods, food, and fuel, lower state investments, raise prices for products and
services for which they have a natural monopoly, increase taxes that are not
related to income from raw materials, devalue the national currency, and
sometimes introduce direct quantitative limits on imports. These decisions
can cause problems for enterprises that depend on imports of materials, such
as a lower standard of living, stagnation or a reduction in production, and
higher unemployment. These are difficult but necessary measures. If the
change in the foreign economic situation is long term, the measures will have
to be implemented sooner or later. But governments that understand the
political price of the question would like to believe that they are dealing with
temporary difficulties that can be mitigated by borrowing abroad.

The public is not required to understand the nature of the threats related
to external shocks or that the authorities are taking measures to respond to
the challenges facing the country. This creates political risk for the govern-
ment. Often a government that tries to introduce stabilizing measures is
forced out. Sometimes the result of such a crisis is the collapse of the regime.

The nature of the challenges from external shock is essentially no different
in socialist countries than in those with market economies. Socialist countries
are also tied to the world market and depend on its fluctuations. A drop in prices
changes the trade and payment balances. The authorities are expected to take
measures that will help the economy adapt to new conditions in foreign trade.
Attempts to maintain import volumes and structures through foreign loans
increase the risk of state bankruptcy. In a difficult crisis of the economic and
political system, the implementation of stabilization measures can threaten the
state’s very existence.
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Unlike in countries with market systems, in socialist countries where prices
are regulated by the state, the financial problems caused by economic decline
appear first in the consumer market, as shortages. The government monop-
oly on foreign trade forces the authorities to take responsibility for decisions
related to limitations on imports and leaves no room for market methods of
adaptation. The state, trying to manage everything, is forced to answer for
everything. This makes stabilization measures particularly difficult politically.
In addition, if the basis for the decades-long socialist regime’s legitimacy is
the thesis that the ruling party knows better than the society how to guaran-
tee the country’s forward development, then telling the people “We were
wrong and we will have to implement measures that are inevitable but will
lower the standard of living” is political suicide.

The USSR and the Drop in Oil Prices: The Essence of the Choice

At the time that the Soviet Union faced a foreign economic shock in the mid-
1980s, it was tightly integrated into the world market as an exporter of fuel
resources as well as the world’s largest importer of grain and one of the large
importers of food products (see table 5-6). From a sociopolitical point of
view, reducing food consumption from the usual level is dangerous for the
authorities in any society. Nevertheless, if there is no opportunity to increase
exports of nonpetroleum products on a significant scale or to reduce the
import of products bought for hard currency—which by then had deter-
mined the working conditions in many branches of the Russian economy (see
table 5-7), including those not related to food—the decision has to be made.
Otherwise, it will take place automatically after gold reserves and foreign
credits are exhausted.

Here is what Nikolai Ryzhkov, then head of the Council of Ministers of the
USSR, wrote about the Soviet economy in the mid-1980s:

In 1986, there was a sharp decrease in oil and gas prices on the world market,
but energy resources traditionally were important exports. What was to be
done? The most logical thing was to change the structure of exports. Alas, only
the most economically developed countries could do that with sufficient
speed. Our industrial products were not competitive on the world market.
Take machine building, for instance. Its production volume has not changed
since 1986, but it went almost exclusively to Comecon countries. The “capi-
talists” took barely 6 percent of all our machine-building exports! That is why
we exported such large amounts of raw materials.?
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TABLE 5-6. Volume of USSR Foreign Trade, by Groups of Countries,
1980-892

Billions of rubles or dollars

Indicator 1980 1984 1985 1986 1987 1988 1989
Total

Exports (rubles) 49.6 74.4 72.5 68.3 68.2 67.1 68.7

Imports (rubles) 445 65.3 69.1 62.6 60.7 65 72.1

Exports (dollars) 76.4 91.5 87.0 97.0 107.8 110.7  108.5

Imports (dollars) 68.5 80.3 82.9 88.9 95.9 107.3 113.9

Exports (year 2000 dollars) 141.3 1353 1248 136.1 1472 1463  138.2
Imports (year 2000 dollars)  126.8  118.7 1189 124.8 131.0 141.7 145.0

Socialist countries
Exports (rubles) 26.9 42.1 443 45.6 44.2 42.9 42.2
Imports (rubles) 23.6 38.2 42.2 41.8 42.1 43.4 44.7
Exports (dollars) 41.4 51.8 53.2 64.8 69.8 70.8 66.7
Imports (dollars) 36.3 47.0 50.6 59.4 66.5 71.6 70.6

Exports (year 2000 dollars) 76.7 76.5 76.3 90.9 95.4 93.5 84.9
Imports (year 2000 dollars) 67.3 69.5 72.6 83.3 90.9 94.6 89.9

Developed capitalist countries

Exports (rubles) 15.9 21.3 18.6 13.1 14.2 14.6 14.4
Imports (rubles) 15.7 19.6 19.3 159 13.9 16.3 20.5
Exports (dollars) 24.5 26.2 22.3 18.6 224 24.1 22.8
Imports (dollars) 24.2 24.1 23.2 22.6 22.0 26.9 32.4

Exports (year 2000 dollars) 45.3 38.7 32.0 26.1 30.7 31.8 29.0
Imports (year 2000 dollars) 44.7 35.6 33.2 31.7 30.0 35.5 41.2

Developing countries
Exports (rubles) 6.9 10.9 9.6 9.6 9.8 9.6 10.1
Imports (rubles) 5.1 7.5 7.6 49 4.7 5.3 7.0
Exports (dollars) 10.6 13.4 11.5 13.6 15.5 15.8 16.0
Imports (dollars) 7.9 9.2 9.1 7.0 7.4 8.7 11.1

Exports (year 2000 dollars) 19.7 19.8 16.5 19.1 21.2 20.9 20.3
Imports (year 2000 dollars) 14.5 13.6 13.1 9.8 10.1 11.6 14.1

Source: Statistical Yearbook Vneshniaia torgovlia SSSR for 1979 through 1987, 1989 (Moscow: Finansy i
statistika, 1980-1990).
a. Recalculation into dollars based on the official rate of the USSR Gosbank.

The greatest obstacle to increasing exports of Soviet machinery for hard
currency was the low technical level and quality of the products. They did not
meet the requirements of the external market. Analysis by Soviet agencies
showed that only 12 percent of domestic machinery was competitive. And
that was only with the additional work done abroad before it was offered for
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TABLE 5-7. USSR Imports of Equipment for Selected Industries, 1980-85?

Imports Imports
Imports (millions of dollars (millions of year 2000

(millions of rubles) in nominal terms) dollars)
Industry 1980 1985 1980 1985 1980 1985
Food 455 830 701 996 1,297 1,429
Textiles 392 712 604 854 1,117 1,225
Chemical 1,244 1,043 1,916 1,251 3,545 1,795
Oil 141 121 218 145 403 208

Source: Statistical Yearbook Vneshniaia torgovlia SSSR for 1979 through 1987, 1989 (Moscow: Finansy i sta-
tistika, 1980-1990).
a. Recalculation into dollars based on the official rate of the USSR Gosbank.

sale. Soviet specialists believed that 62 percent of the products sent to foreign
markets were obsolete. In the first half of 1988, there were more than 194,000
returns from abroad on exported machinery.?

The contradiction between the economic inevitability and the political
impossibility of implementing a stabilization program was the essence of what
was occurring in the USSR in the late 1980s. The development of events
within a strict scenario of adaptation to external shock caused by a sharp fall
in oil prices can be illustrated by data from a single sector—poultry breeding
(see table 5-8). This industry had been almost totally dependent on mass pur-
chases of feed from abroad since the early 1970s. As the number of birds bred
rose in the period of high oil prices, so did it go down when prices fell. This
process should have started in 1986, but it was postponed to 1990 thanks to
the substantial increase in foreign debt. After the hard currency reserves and

TABLE 5-8. Poultry Population in the Russian Federation/Russia, 1971-2000

Year Number (in millions)
1971 358
1976 394
1981 564
1986 628
1990 660
1996 423
2000 339

Source: Statistical Yearbook Narodnoe khoziaistvo SSSR for various years; Russian Statistical Yearbook 2004
(Moscow: Finansy i statistika, 2004).
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TABLE 5-9. State Procurement of Main Agricultural Products
from Soviet Producers
Thousand tons

1988 Average for
1981-85 (percent of 198688 1986-88
(average average for  (average  (percent of
for the the period ~ forthe  average for
Product period) 1986 1987 1988 1981-85)  period) 1981-85)
Wheat 33,684 43,823 35,195 34,840 103 37,953 113
Total grain 66,643 78,787 73,347 61,375 92 71,170 107

crops

Source: Main Administration for Planning Social and Economic Development of Agroindustry, “Social and
Economic Development of the USSR Gosagroprom in 1988 and the first three years of the twelfth five-year
period,” January 20, 1989 (RGAE, F. 650, Inv. 1, S. 3848, P. 27).

possibilities of foreign loans were exhausted, the number of birds went back
down to the levels before mass grain imports.

When oil prices fall, it is impossible to sharply reduce the import of major
food products, including grain. But it is equally impossible to maintain pre-
vious levels. Good harvests due to favorable weather in 1986 and 1987 allowed
the Soviet leadership to soften the consequences of the drop in oil prices,
increase grain reserves within the country, and temporarily reduce hard cur-
rency purchases of grain. Import expenditures went down by $2—-$3 billion.
But 1988 showed that this was just a brief respite (see table 5-9).

The uncertainty of weather-dependent harvests, particularly after the
1950s decision to exploit virgin lands, and the continuing low oil prices made
the foreign trade balance catastrophic. This, not Mikhail Gorbachev’s per-
sonal qualities or the errors made by his team, was the first cause of the crisis
in the Soviet political and economic structure.* Taking the measures neces-
sary to handle that crisis threatened not only the leadership in power but the
entire Communist regime. Rejecting them, if the changes in the world mar-
ket were long-lasting, would make the crash of the socialist economy and the
Soviet Empire inevitable.

When oil prices fell in 1985-86, the government still had strategies that made
managing the crisis seem possible. They could have done a number of things:
raise retail prices on a scale comparable to their increase in the mid-1930s;
impose food rationing; reduce production in manufacturing, which would
have helped increase the supply of raw materials to sell on the world market;
lower the amount of fuel and raw materials delivered to Comecon countries,
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which brought no hard currency; reduce their capital investments; and sharply
reduce the purchase of technology in the West. The financial crisis related to
the external shock could have been regulated by increasing the share of
imported industrial consumer goods and thereby increasing budget revenues.
These would have been difficult, politically risky, but economically responsible
decisions. Increasing retail prices would have violated the fundamental social
contract formulated in the late 1950s and early 1960s, the importance of which
was seen in the 1962 tragedy in Novocherkassk.

But as a social policy, retaining fixed prices on food in radically changed
circumstances was absurd. Most food subsidies were given to one-tenth of the
population, who were also the most well-off. According to budget research
(1989), families with a per capita income below 50 rubles a month paid one
and a half times as much for a kilogram of meat as families with a per capita
income of 200 rubles a month.> But this was not about socioeconomic expe-
diency. Keeping prices steady was one of the most important components of
the social contract that guaranteed the regime’s survival in exchange for sta-
ble living conditions.

In the mid-1980s the Soviet leadership was not prepared for a serious dis-
cussion of uncompensated price hikes. This is not hard to understand. The
demand for basic food products is not very price-elastic. Even with a sharp
increase in prices, the substantial reduction in grain purchases from abroad
could have led to a shortage of bread and feed needed for cattle breeding.
There was a large ruble overhang by this time. Soviet citizens, unable to buy
popular goods, had accumulated cash savings. Even if the government did
increase prices on a large scale, it would still face the risk of continuing short-
ages of basic food products. The threat to the regime from this policy seemed
insurmountable in the mid-1980s.

Food rationing was in keeping with the spirit of early messianic socialism.
By the mid-1980s this system of distribution of consumer goods was the norm
for most of the country’s regions. In early 1986, Minister of Trade of the USSR
Grigory Vashchenko wrote to the Council of Ministers: “The sale of meat
products . . . in the majority of regions in the past year, as previously, was
accomplished using various forms of rationing. The demand for many forms
of nonfood items was not satisfied. . . . The supply of retail and wholesale prod-
ucts on January 1, 1986, as compared to the same date last year, was adequate
for three fewer days of trade. . . . The supplies are below the norm for almost
all basic food products, clothing, knitwear, hosiery, and all forms of footwear.”®

However, after sixty years of Soviet rule, introducing ration cards for the
entire country, including the privileged cities, was politically difficult. If this
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decision were to be made, it would have to apply to all categories of the pop-
ulation. And that would contradict the logic of the entrenched system of dif-
ferentiated consumption—that is, access to deficit resources depending on
social status.

The idea of national rationing was popular. According to polls done by
VTsIOM at the height of the crisis (early 1991), it was supported by 60 per-
cent of those surveyed (16 percent supported increasing prices to get prod-
ucts into the stores).” However, the state did not have the resources to
ensure smooth functioning of a rationed supply system even in major cities,
much less throughout the Soviet Union. This version was frequently con-
sidered at the highest levels in the mid-1980s and always rejected as being
unrealizable.®

It was possible to decrease production in manufacturing and use part of
the freed raw materials to increase exports. A sharp reduction in military
spending and arms production would have also freed up raw materials that
could be sold on international markets for hard currency. However, just as in
civilian manufacturing, a greater supply of such military-industrial materials
as nickel, titanium, and steel might destabilize world markets and lead to a
drop in their prices. In addition, a move in this direction would mean direct
conflict with the armed forces and the military-industrial complex.

The sociopolitical threats tied to reduced production in manufacturing
and the jobs associated with it were also obvious. Many military-industrial
enterprises are located in towns with only one major industry, where there is
little or no alternative employment. When fluctuations in the business cycle
make employment cutbacks necessary in market economies, unrest is often a
result. But the authorities can at least claim that circumstances are beyond
their control. Leaders in a socialist country who tell the workers that the fac-
tory that had once been so necessary to the homeland must now be shut down
should be prepared for serious sociopolitical repercussions.

Reducing oil and petroleum products to the socialist countries and redis-
tributing the exports to importers who paid in hard currency became a regu-
lar practice in the mid-1980s. Meanwhile, the debts of the socialist camp
continued to grow. By 1988 the hard currency foreign debt of the socialist
countries to the West was $206 billion. The total debt increased to $154.1 bil-
lion (see table 5-10).°

To preserve the empire, the USSR had to resort more and more frequently
to “the final argument of kings”—force. At the end of the twentieth century,
this was not a reliable method for maintaining control over its “vassal” states.
By early 1987, the government began appreciating the extent of the financial
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TABLE 5-10. Foreign Debt of Socialist Countries to Western Creditors

Billions of dollars in nominal terms

Debtor 1981 1984 1986 1987 1988
Poland—Total 259 26.9 33.6 39.3 38.9
Of which, net debt 25.1 254 31.9 36.3 36.9
USSR—Total 26.5 22.5 33.1 40.1 41.5
Of which net 18.1 11.2 18.3 26.0 27.2
CMEA countries as a group—Total 99.2 87.6 120.5 142.7 140.5
Of which net 83.2 63.3 90.9 111.2 109.8
All socialist countries—Total 127.8 115.7 163.9 191.2 205.7
Of which net 105.0 71.7 119.7 143.4 154.1

Source: July 13, 1989 (GAREF, F. 5446, Inv. 150, S. 73, P. 70, 71).

disproportions. In a speech to the Plenum of the Central Committee of Jan-
uary 27-28, 1987, Chairman of the Government Nikolai Ryzhkov said:

Take finances. Here is the most critical situation. The country has reached the
twelfth five-year plan with a heavy financial burden. We have been unable to
make ends meet for a long time and are living in debt. The lack of balance is
becoming chronic and has led to the brink of a breakdown in the financial and
credit system. None of this was scrutinized fully. Finances were the prerogative
of a certain narrow circle of people and agencies. Moreover, the true state of
affairs in this sphere was hidden by the appearance of prosperity and was not
the object of profound, multifaceted analysis or discussion. . . . An extremely
difficult situation formed in monetary circulation, about which Mikhail
Sergeyevich [Gorbachev] spoke today. In the 1970s and early 1980s this dis-
cord occurred. We have reached the point of inflationary processes begin-
ning. . . . Things are no better in the country’s hard currency situation. . . .
Foreign trade has become vulnerable to various sanctions.!

A decrease in capital investments and a halt in large-scale purchases of tech-
nology from abroad is the natural economic response to the crisis stemming
from a worsening trade balance and a drop in commodity prices. It creates the
least conflict in the relationship between authorities and society. But the lead-
ers had to think about their relations with the economic and political elite,
which is part of the Central Committee of the Communist Party. For them,
these measures were as unacceptable to the public as raising retail prices.

The question of how much money will be invested in an industrial region
and what construction must be undertaken there was the most important one
in Soviet political and economic life since the 1920s. It would have been a vio-
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TABLE 5-11. New Construction in the USSR, 1986—-1988

Total estimated cost New construction as a share New construction
of new construction of investments in the economy as a share of GDP
Year (billions of rubles) (percent) (percent)
1986 48.5 25.0 6.1
1987 38.3 18.6 4.6
1988 59.1 27.1 6.8

Source: Data on the estimated cost of new construction are from the personal archive of Ye. T. Gaidar.

Figures for new construction as a share of investments in the economy and new construction as a share of
GDP are based on data from the Statistical Yearbook Narodnoe khoziaistvo SSSR v 1990 g. (Moscow: Finansy i
statistika, 2000).

lation of the rules of the game to tell the first secretaries of regional Party com-
mittees and ministers that the investment in their region or industry was
being reduced and that the technology they requested will not be imported.
If Gorbachev had tried moving in this direction, the only difference between
his fate and Khrushchev’s would have been the speed with which he was
forced out. No one who understands Soviet life in the 1980s can doubt it. And
there was no certainty that this measure would have been enough to avert the
crisis or would merely have postponed it. Political suicide was guaranteed,
and the chance of success was minimal. Despite the looming financial diffi-
culties, the pace of new construction picked up (see table 5-11).

Even in view of the catastrophic financial situation in 1989-90, the govern-
ment did not reduce investments in agriculture. In a report on the state
budget for 1990, Finance Minister Valentin Pavlov said:

The financial situation in foreign economic activity continues to decline,
which dilutes the revenue base of the budget and seriously weakens our efforts
to liquidate the deficit. . . . The share of this income is reaching the lowest
point in recent years, making up only 14 percent of the budget revenues. For-
eign debt is growing. The size of foreign debt has reached the level where it
continues to grow without new loans, but simply through the increasing
expenses of servicing it. In order to pay the debt and interest in 1990 we will
have to use almost the entire income from oil and gas exports. . . . In the social
reorientation of the budget, the key point is increasing centralized financing
of the agricultural-industrial complex. We propose providing 116.5 billion
rubles in 1990, which is 8 billion rubles more than in the current year and
10.4 billion rubles more than projections for the five-year plan. This creates
additional strain on the country’s budget and finances, but we must make
these expenditures in order to accelerate the solution of the food problem.!!
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Gosbank informed the Soviet government that, according to the experts at
OECD, there was a sharp decrease in 1985 and 1986 in the payments balance
of European socialist countries, that a significant portion of their foreign debt
was for short-term loans with due dates in less than a year, and that their cur-
rency and financial position was unstable.!?

In the first half of 1988, the OECD observed continuing growth in the hard
currency foreign debt of socialist countries. However, by September 1988
credit raters considered the USSR to be the most reliable financial partner
among the socialist countries, ahead of China. One factor that eased the
USSR’s access to international credit resources in 1985-88 was an overestima-
tion of its gold reserves by Western experts. They believed that the country held
reserves of approximately $36 billion, but by that time, because of the huge
spending on food, reserves had been reduced to approximately $7.6 billion.!?

Western observers did note that in the previous three years Soviet debt had
grown by $17.6 billion, of which $10 billion was in short-term loans. Never-
theless bankers and capitalist countries continued to give the USSR new loans
at fairly good rates.! This allowed the country to continue its economic and
political course and put off finding solutions. In 1989, uncompleted construc-
tion projects ate up four-fifths of the increase in national revenues.!

Large-scale purchasing of imported equipment continued. Much of it was
not used. In a letter to the Council of Ministers, Valery Serov, the chairman
of Gosstroi (the State Committee on Construction and Architecture) wrote:

On the whole, in 1989 the stock of unused imported equipment has grown by
1 billion rubles. . . . The usefulness of this equipment in terms of its complete-
ness and obsolescence has not been determined by either the ministries of the
USSR or the Councils of Ministers of the Union republics. . . . An analysis of
the course of construction using imported equipment shows that the failure
to meet deadlines in a number of projects came about primarily because the
ministries who commissioned the building did not give the construction sites
domestic technology and because of the continual changes they made in the
targets for the projects.'

This is a demonstration of the authorities’ inability to take responsibility even
in the face of escalating financial problems. Cognizant of the risks of getting
into conflicts with the administrative and economic elite, the Soviet leadership
continued discussing enormous projects to be financed by new foreign loans.
The state-owned Vneshekonombank (State Foreign Economic Bank) wrote to
the government: “According to data at Vneshekonombank USSR, at the
present time work is completed or being completed on Technical-Economic
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Bases (TEO) of at least nine major oil and gas and chemical complexes
(NGKhK), the cost in hard currency for each exceeding 200 million rubles, and
the realization of which is planned on the basis of joint enterprises.”

The projects were to be financed by loans from foreign banks and export
agencies on Soviet guarantees. The foreign partners refused to guarantee the
loans, even in proportion to their participation. This relieved the foreign
companies of financial responsibility for completing the projects. For most of
the projects, all the risks were taken by the Soviet side, and the hard currency
expenditures would be included in the USSR debt."”

The situation—having to choose between imposing higher retail prices
and reducing investments and military spending—created a dilemma for the
government: deciding between conflict with the public or with the Party eco-
nomic elite. But not making a decision heightened the risk that, as the crisis
developed, there would be conflict with both the public and the elite.'®

The new generation of leaders clearly did not understand this. The tradi-
tional management of the economy was oriented on natural, rather than
abstract, parameters. The development of cattle breeding was discussed at the
highest level more frequently than the country’s budget. Industry and busi-
ness leaders regarded finances as necessary but dreary bookkeeping.'” In addi-
tion, information on the real state of the budget, hard currency reserves,
foreign debt, and balance of payments was available only to an extremely nar-
row circle of people, many of whom understood nothing about it anyway.

In his memoir Gorbachev wrote, “Andropov asked Ryzhkov and me to
evaluate everything one more time and tell him our conclusions. Trying to get
to the heart of matters, we asked for an opportunity to examine the budget.
Andropov just laughed: ‘Look what you’re asking for. I’'m not letting you into
the budget.””?* And Vladimir Kryuchkov, one of Andropov’s closest comrades
in arms, wrote that Andropov admitted that he was an ignoramus when it
came to economics.?!

The deintellectualization of the leadership was promoted consistently by
the Communist authorities. The Party’s personnel policies are well illustrated
by a note in the transcripts of the Presidium of the Central Committee: “On
Comrade Zasyadko. They say he’s stopped drinking. Then shall we make him
minister to Ukraine?”?? The proportion of people from the capitals and major
university centers in leadership positions fell consistently, and the proportion
of people from the villages with only a basic education continued to grow
right up until perestroika.?’ The new generation that came to power in 1985
were better educated than their predecessors.? But neither they nor their close
associates in charge of economic issues had a good economics education.
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They did not understand how the world market operated or the connections
between the foreign trade balance, the budget, and the food supply, and they
could not appreciate the strategic threats the country was facing. They attrib-
uted the main problems—a slowing of economic growth, low efficiency, and
lagging behind the West—to the previous leadership’s errors.

Gorbachev’s words in the summer of 1990 at the Plenum of the Central
Committee could be interpreted as self-justification. Nevertheless, he spoke
the truth: “We have been given a highly difficult inheritance. Our economy
and entire social organism are exhausted by chronic diseases. The dilapida-
tion of the village, agriculture, and manufacturing, the woeful state of our
ecology, the obsolete structure of production and lagging behind in science
and technology—is not all this the consequence of the economic and techni-
cal policy implemented for decades?”? It is another matter that in 1985 he was
unlikely to have understood the acuteness of the problems he and his col-
leagues would have to handle.

The future chairman of the government of the USSR, Nikolai Ryzhkov,
had this to say about the economic situation at the end of the Brezhnev era:
“And so, we have begun. The situation was, I repeat, really complex. In 1982,
for the first time since the war, the growth of real income of the population
stopped: statistics showed zero percent. . . . The state of the economy could
easily be described by the proverb: wherever you throw, it’s another blow.
Metallurgy was full of problems, and oil extraction, and electronics needed
more juice, and chemicals—whatever you name, you wouldn’t be wrong.”?

Nevertheless, the new leaders made clear in their speeches in 1985-86 that
they were sure they could return the lost dynamism to the Soviet economy, raise
the rate of economic growth, and catch up to the more developed countries.

A Series of Mistakes

History may never know exactly what Mikhail Gorbachev and Eduard
Shevardnadze had in mind when they talked about not being able to live this
way any longer in December 1984 in Pitsunda. All the available archival mat-
erials indicate that they did not have a specific plan of action for the moment
when they would take power.?” And twenty-two months after taking office,
speaking at the January Plenum of the Central Committee in 1987, Gorbachev
admitted that the scale of problems facing the country was greater than he had
imagined.? The consequences of the crisis required total concentration of efforts
and readiness to make the hard decisions and accept responsibility for them, and
the new leadership did not see or understand the nature and scope of the threat.
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However, they did pay attention to a dangerous trend, the decrease in oil
production since 1985, and tried to correct the situation. After Gorbachev’s
trip to Tyumen in September 1985, the firing of a number of directors, and
the allocation of additional funds, the decrease in production in the region
was stopped. But the industry’s fundamental problems, related to the forced
exploitation of the largest deposits in the 1970s and early 1980s and the wors-
ening conditions for extraction, were not resolved. The Soviet leadership
understood that a reduction in oil production would raise difficult issues. At
a meeting of the Central Committee on August 23, 1986, Gorbachev said:

Here is what I would like to say first, comrades. We must all, I want to say this
frankly in this circle, see that in view of the situation with oil and gas conden-
sate production our export resources, and consequently our ability to import,
in 1986 have been reduced significantly. And this seriously complicates balanc-
ing not only our export-import plan but the economy in general. In these con-
ditions the issue of hard currency economics becomes more acute than ever. We
already spend alot of hard currency on agricultural products—grain, meat, and
other products. We buy more than 9 million tons of ready steel and steel pipes
for 3 billion rubles. A large amount of raw materials and semi-processed prod-
ucts for chemicals, nonferrous metallurgy, light industry, and so on. In general,
we need all of that. We have to buy it because we cannot live without it.?’

Increasing oil production, even at much lower rates than those achieved in
the 1980s after several unique deposits were exploited, was fundamentally
important to the stability of the economy. But it would cost more. In the mid-
dle of 1988 the chairman of the board of Promstroibank (Industrial and Con-
struction Bank) USSR reminded the government by letter that the fuel and
energy complex in the period 1986-90 would require almost one-third more
capital investment than in 1981-85, and three times what was spent in 1971-75.
The fuel and energy complex’s share of capital construction had grown from
14 percent in the ninth five-year plan to 23 percent in the twelfth. The rate of
increase in investment outstripped the rate of increase in production.*

Gorbachev’s speeches in 1986 reflect his concern with the problems created
by lower oil prices. But his tone conveys a lack of understanding of the scale of
the problem. Measures intended to handle the crisis in the balance of payments
and the financial crisis were not discussed on the political level in 1985-86.
Moreover, decisions contrary to the logic of an anti-crisis program were made.

The government, facing an unfavorable state of affairs for its main exports,
caused three additional blows to the country’s financial system.’! First, the anti-
alcohol campaign lowered revenues; second, the program for accelerating
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economic development assumed a significant increase in state capital invest-
ments; and third, the government reduced spending on imported industrial
consumer goods. Former chairman of Gosplan Nikolai Baibakov recalled:

There was a meeting of the Secretariat of the Central Committee in April to
discuss the decision to reduce alcohol production. In the 1985 plan, vodka rep-
resented 24 percent of trade, and therefore at the meeting I cautiously warned
them, “Comrades, don’t rush this—we’ll unbalance the budget. We’re talking
about 25 billion rubles here.
production of alcoholic beverages and then introduce a dry law.” . . . At the

» «

No,” said Ligachev, “let’s first sharply curtail

next meeting, in the fall, the Secretariat analyzed the implementation of this
resolution. They noted that work in this direction was taking place, but at the
same time they criticized the regional and oblast Party heads for reducing pro-
duction so slowly. Then came the proposal to reduce vodka production by
half, not by 1990 as had been planned, but by 1987, the 70th anniversary year
of the Great October Socialist Revolution. After that meeting, the campaign
against drunkenness and alcoholism became even more active. They reduced
production and sale of alcoholic beverages, including wine and cognac.*

According to the plan for 1985, passed before the anti-alcohol resolutions, rev-
enue from alcoholic beverage sales was estimated at 60 billion rubles. After the
resolutions, revenue in 1986 was 38 billion; in 1987, 35 billion; and in 1988,
because the anti-alcohol campaign was repealed, a bit over 40 billion rubles.*

The war on alcoholism presupposed an annual reduction in production
and sales of vodka and other liquors by 10 percent, getting down to half over
five years. Production of fruit-based alcoholic beverages was supposed to
stop. By 1985-86 production had been reduced by more than half. At the start
of the anti-alcohol campaign the Soviet government had hoped that increas-
ing alcohol prices would compensate for approximately 80 percent of the
budget losses and trade.** This did not happen.

At the Twenty-Seventh Congress of the Communist Party, the goal was set
to double the USSR’s economic potential by 2000. The program of acceleration
called for the development of machine building to be 1.7 times faster than gen-
eral industrial growth and for its quality to reach world levels by the early 1990s.

Manipulation of data by the statistical departments of the USSR showed
that the Soviet economy was growing faster in 1985-86. By excluding alcohol
revenues from the total national revenues, the pace of growth was almost dou-
bled.? But statistical sophistry cannot halt a financial crisis. These decisions,
along with the drop in oil prices, made it inevitable that the deficit would rise
(see tables 5-12, 5-13, 5-14, 5-15).
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TABLE 5-12. Implications of Falling Oil Prices for Revenues from the Sale
of Oil and Oil Products, 198487

Item 1984 1985 1986 1987
Total revenue from the sale of oil and oil products 30.9 28.2 22.5 22.8
(billions of hard-currency-equivalent rubles)
Of which, revenue from developed capitalist countries  13.6 10.6 5.5 7.1
(billions of hard-currency-equivalent rubles)
Total revenue from the sale of oil and oil products 4.04  3.63 282 276
(percent of GDP)
Of which, revenue to the developed capitalist countries 1.8 1.4 0.7 0.9
(percent of GDP)

Source: Calculations of GDP shares based on data in S. G. Sinelnikov, Budzhetnyi krizis v Rossii: 1985-1995
(Moscow: Eurasia, 1995).
a. Ye. T. Gaidar, “On Good Intentions,” Pravda, July 24, 1990.

TABLE 5-13. Fiscal Implications of the Anti-Alcohol Campaign, 1985-87

Item 1984 1985 1986 1987

Tax revenues in the state budget from sales 36.7 33.3 27.0 29.1
of alcohol products (billions of rubles)?

Tax revenues in the state budget from sales 4.8 43 34 3.5

of alcohol products (percent of GDP)
Retail sales of alcoholic beverages (billions of rubles)? 52.8 47.7 37.0 36.6
Retail sales of alcoholic beverages (percent of GDP) 6.9 6.1 4.6 4.4

Source: Calculations of GDP shares based on data in S. G. Sinelnikov, Budzhetnyi krizis v Rossii: 1985-1995
(Moscow: Eurasia, 1995).
a. From the personal archive of Ye. T. Gaidar.

TABLE 5-14. Sales of Alcohol Products in the USSR, 198588

Million decaliters

Beverage 1985 1986 1987 1988
Vodka 251.2 156.6 123.6 136.9
Wine 386.8 189.5 156.7 184.7
Cognac 8.5 8.8 9.4 11.3
Beer 667.8 496.9 514.6 564.8
Champagne 21.9 20.7 20.6 21.8

Source: S. G. Sinelnikov, Budzhetnyi krizis v Rossii: 1985-1995 (Moscow: Eurasia, 1995).
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TABLE 5-15. Supplies of Imported Manufactured Consumer Goods,
198488

First First
six months  six months

Item 1984 1985 1986 1987 of 1987 of 1988
Import of manufactured 7.6 8.7 8.4 7.9 3.8 4.2

consumer goods

(billions of hard-currency-

equivalent rubles)

Of which, imports from 1.2 1.5 1.1 0.8 0.4 0.4

developed capitalist
countries (billions of hard-
currency-equivalent rubles)
Supplies of imported 27.1  33.0 302 248 10.4 11.5
manufactured consumer
goods for retail sale
(billions of rubles)

Source: Yu. V. Ponomarev to the assistant of First Deputy Chairman of the RF Government V. B. Bogdanov,
“Data on the foreign debt as of January 1, 1992,” May 15, 1992 (personal archive of Ye. T. Gaidar).

The growing financial imbalance led to a sharpening of the deficit in con-
sumer goods. Minister of Trade Kandrat Terekh informed the Council of
Ministers in December 1987:

The Ministry of Trade USSR reports that at the present time there is a tense
situation in supplying the populace with many consumer goods. One reason
for the change in the trade situation and increased demand for certain items
is the sharp reduction in the sale of alcoholic beverages. . . . Before 1985, the
sale of sugar and preparations containing alcohol was universally level. A good
selection of colognes, lotions, hair spray, toothpaste, and other products was
on sale continuously. The jump in demand for sugar appeared in the second
half of 1986. From July to December 1986 sugar sales grew by 22 percent, and
in the first half of the current year, compared to the same period last year, by
16 percent. Sugar supplies in retail trade have diminished by 625,000 tons,
and we expect another reduction in 1987 by 700,000 tons.*

Then the minister pointed out that in 1986 the sale of cologne in Moscow
grew by 150 percent and that in all oblasts of the Russian Socialist Federal
Soviet Republic (RSFSR) alcohol-containing products and toothpaste were
now rationed, and sales of glue had gone up more then 30 percent and of win-
dow washing fluid by 15 percent.’” The letter is imbued with an almost overt
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hatred for the initiators of the anti-alcohol campaign that destabilized the sit-
uation on the consumer market for which the minister was responsible.

In the first three years (1986—88) of the five-year plan, state revenues fell
by 31 billion rubles and expenditures grew by 36 billion rubles. Money out-
lays in 1986 were 3.9 billion rubles; in 1987, 5.9 billion rubles; and in 1988,
11.8 billion rubles (the average annual expenditure for the years of the
eleventh five-year plan was 3.6 billion rubles). In estimating the volume of
unsatisfied demand, Gosbank used the relationship between money in circu-
lation and trade volume in the period between 1959 and 1961. Using that
methodology, on January 1, 1986, the ruble surplus in circulation was 29 bil-
lion rubles, and on January 1, 1988, 35 billion rubles. Over the period
1971-80, the surplus of money in circulation rose by 15 billion rubles and in
1981-87 by 16 billion rubles.

The Ministry of Finance and Goskomstat estimated the deficit in the state
budget for 1985 at 18 billion rubles. According to their figures, it reached 90.1
billion rubles in 1988. Preliminary data for 1989 showed that the deficit in the
state budget would be 92.2 billion rubles. The state debt at the start of 1989
was 312.4 billion rubles.*® In late 1989 it reached 400 billion rubles, or 44 per-
cent of GDP.* To cover the budget expenditures, the state relied heavily on
the resources of Gosbank and people’s savings; 65 billion rubles from Gos-
bank’s savings account deposits were used as loans for agriculture, with repay-
ment not due until 2005.%

In the spring of 1986, the government considered measures intended to
improve the financial health of agriculture and to strengthen currency circu-
lation. By the start of the thirteenth five-year plan (1991), the financial bal-
ance was to be restored in all spheres of the economy. The plan was to
mobilize additional financial resources, 37.8 billion rubles by the ministries
and 58 billion rubles by the Union republics.*? Chairman of the Council of
Ministers Nikolai Ryzhkov, Chairman of Gosplan Yuri Maslyukov, and
Chairman of Gossnab L. Voronin wrote to the Central Committee on July 17,
1988, about the serious financial imbalance in the economy. This had no
practical effect on the situation. The budget deficit was expected to be higher
in 1989 than in 1988 (10 percent of GDP).** Gosbank informed the govern-
ment of the sharp decline in currency circulation:

According to our specialists, the amount of money in circulation in the early
1970s corresponded to the demands of trade. In 1971-80, the amount of money
in circulation increased by 2.3 times, while income increased only 1.8 times. . . .
By the early 1980s, difficulties arose in satisfying the demand for goods and
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services, creating an overhang of money in the amount of approximately 19 bil-
lion rubles. Over the period 1981-85 the amount of money in circulation grew
by 34.1 percent with a 22.6 percent rise in income and 19.8 percent in retail
trade. Tension on the consumer market has increased and, despite frequent
increases in retail prices, the overhang by the beginning of 1986 was estimated
at 29 billion rubles. The situation in the current five-year period has deterio-
rated rapidly. Based on the estimates, people’s income in 1990 will be 52.6 per-
cent higher than in 1985, while retail trade will grow less—42.5 percent, which
will leave in circulation 90.5 percent more money by the end of 1990 than in
1985. The surplus of cash in circulation at the start of 1990 was estimated by
Gosbank as 47 billion rubles, and the general amount of unsatisfied consumer
demand for goods and services as 105 billion rubles.*

Table 5-16 illustrates developments in this sphere. The connection among the
disintegration of the financial system, money circulation, and escalating
shortages of consumer goods did not become clear to the Soviet leadership
until the end of 1988.#° By then, the county’s finances and consumer market

were destroyed.
In the fall of 1988, the government decided to stop the anti-alcohol cam-

paign. By then, according to expert analysis of the rise in sugar sales since
1984, illicit production of alcohol had risen 600 percent, completely replac-

ing the reduction in alcoholic beverage production by the state.*® In early Sep-

tember 1988, Chairman of the Council of Ministers Ryzhkov sent a memo to

the Politburo.

The analysis shows that in the last three years lines have grown almost half
again as long because of the sharp decrease in the sale of alcoholic bever-
ages. . . . In connection with the savings from not buying these beverages, a

TABLE 5-16. Issue of Currency, 1986—89

Annual issue of currency Annual rate of increase in the issue of currency
Period (billions of rubles) (percent)
1986* 3.9 8.3
1987 5.9 51.3
1988 11.8 100.0
1989 18.3 55.1

Source: Calculations were made using data in RGAE, F. 2324, Op. 33, S. 741, L. 165, 166.

a. Rate of increase for 1986 indicated in relation to the average annual value of currency issued in the period
1981-85, totaling 3.6 billion rubles.
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significant part of the population has switched its demand to food, clothing,
shoes, socks, cultural, and domestic items. . . . Since the second half of 1986
there has been a great increase in the purchase of sugar, baked goods (caramel
and gingerbread), fruit juices, tomato paste and some other grocery items that
are used in making moonshine. The sale of sugar, for example, in 1987 was
9,280,000 tons and compared to 1985 had increased by 1,430,000 tons, or by
18 percent, and at the present time is handled by ration coupons. According
to Goskomstat USSR, in 1987, 1.4 million tons of sugar was used for moon-
shine, which equals approximately 140-150 tons of moonshine and has com-
pensated for the reduced sale of vodka and spirits.

In 1989 the government’s concern over the country’s financial circumstances
became public. In January 1989, Gorbachev announced a program to reduce
military spending by 14.2 percent (compared to 1987) and arms manufacture
by 19.2 percent. These measures were to be implemented over a two-year
period.*® At the Congress of People’s Deputies on May 30, 1989, he said, “The
state continues to live beyond its means. The expenditures of the budget in
this five-year plan are growing faster than the national income. This leads to
the increasing budget deficit. Economically this is simply unacceptable and
cannot be seen as anything but a serious miscalculation in economic policy,
for which the main responsibility lies with the Ministry of Finance and its
staff. The frontline of uncompleted projects in capital construction has not
been reduced, as planned by the decisions of the Twenty-Seventh Party Con-
gress, but on the contrary has grown significantly by 30 billion rubles.”*

On March 15, 1989, a resolution of the Central Committee and the Coun-
cil of Ministers was passed intending a joint reduction of state expenditures
and an increase in revenues by 29.3 billion rubles in 1989 and 33.7 billion
rubles in 1990. It anticipated reducing capital investments on the construc-
tion of sites for production by 7.5 billion rubles. It assumed greater revenues
to the budget through taxes on trade by 1.1 billion rubles, revenues from for-
eign economic activity by 4.1 billion rubles, and changes in the structure of
import and export activities that would improve efficiency.®

Finally recognizing that mounting financial problems were a serious
threat, the Soviet leaders decided that conflict with the administrative and
political elite was the lesser evil. However, the measures were incommensu-
rate with the problems. Even though they had begun to recognize the sever-
ity of the crisis, they were not prepared to discuss measures that would be
strong enough to have a chance of averting catastrophe.
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Mounting Problems in the Soviet Economy

The tone of the documents sent to the government by the ministry responsible
for the oil industry was becoming more anxious. From V. A. Dinkov’s letter
dated June 30, 1989:

The Ministry of the Oil Industry feels it imperative to report to the Council
of Ministers on the difficulty of meeting the goals set for 1989 in delivering oil
to the country’s refineries and for export. In the six months of this year we are
2.5 million tons behind the state order, and bear in mind the additional cen-
trally distributed deliveries—>5 million tons. The expected insufficiency for
the half-year will be 10 million tons. . . . As early as the second half of 1988 an
alarming situation formed in meeting planned goals. . . . The orders from the
Bureau of the Council of Ministers on machine building have not been fol-
lowed by the Ministry of Chemical Machinery in making up for the undeliv-
ered drilling and other oil production equipment as well as equipment to
complete the site that was put into exploitation in 1989 and 1990. The pro-
gram of technical re-equipping of the oil industry with new forms of equip-
ment and machinery has been ruined. . . . The situation is complicated also
by the fact that Gosplan’s resolution no. 33, dated June 16, 1989, has lowered
the limits on material and technical resources for 1989 on budget lines that
are decisive for oil production: seamless electro-welded pipelines by 30,000
tons, and welded pipes of large diameters by 18,000 tons. . . . On the whole,
in connection with not promoting a balanced production program for 1989
through capital investments and material and technical resources, and also
because of sharply deteriorating geological conditions in the exploitation of a
number of sites, the minister of the Oil Industry estimates that it will be able
to produce 591.6 million tons of oil, which is 10.8 million tons less than the
established state order and 17.8 million tons below the goal, in view of the
additional centrally stimulated distribution.*!

From the end of 1988 onward, the economic situation plummeted. The
critical factor was the latest drop in oil production. The Ministry of the Oil
and Gas Industry wrote to the government in August 1989: “In the current
year, the situation is becoming particularly tense and fraught with unpre-
dictable consequences. In connection with the extremely difficult situation,
the Ministry of the Oil and Gas Industry deems it necessary to reexamine the
state order on oil production to the above-mentioned associations and lower
it to an intense but realistic goal. Based on this, we ask that the state order for
oil in 1989 as a whole be lowered by 15.5 million tons.”? The mounting dif-
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ficulties in oil production contributed to the general economic crisis. Secre-
tary of the Central Committee Vadim Medvedev described the development
of events in the Soviet economy in 1989 this way:

In that sense 1988 turned out to be the last more-or-less successful year. Then
came the most serious complications, a real economic crisis was brewing,
striking the consumer market first. It was in such an unstable state that even
a small, isolated malfunction incurred enormous consequences and waves of
agitated demand. Unaccountably, sugar and baked goods, or soap and wash-
ing powder, or school notebooks, or batteries, or zippers, not to mention
meat, shoes, and fur garments would vanish from the shore shelves. Economic
reform got stuck in a bureaucratic morass. After the June Plenum . . . the pro-
gram of economic reforms of 1987 was in fact buried and was remembered
more and more rarely. The most important thing is that control was lost over
privately held cash, the populace’s income, and that gave a powerful push to
the inflationary spiral, which became harder and harder to stop.>

A survey by the All-Union Scientific Research Institute on conditions
and demand showed that, by the end of 1989, of 989 consumer items only
11 percent were readily available for purchase, and that stores no longer had
televisions, refrigerators, washing machines, laundry soaps, most household
chemical products, many kinds of furniture, electric irons, razor blades, or
perfumes and cosmetics, and that items that as recently as 1987 were produced
without any problems had become deficit goods, including soaps, school note-
books, pencils, and oilcloth.>

Gosbank reported on the mounting problems in money circulation:

In 1989 problems continued to mount: the gap increased between income and
spending, the printing of money has grown, the situation with satisfying
demand for goods and services has grown acute, and the buying power of the
ruble has diminished, which is creating negative social consequences. These
difficulties are caused by the failure to meet the basic goals of the state plan
and the resulting negative balance in the economy’s development. In 1989 the
goals were not met on national income, productivity of public works, volume
of industrial and agricultural production, or production of consumer goods.
In these conditions, the income of the population has significantly exceeded
the plan: it has grown 12.9 percent since 1988, while the plan had foreseen an
increase of 1.2 percent, and income was more than 57 billion rubles higher
than the plan. The rate of growth of income was 1.4 times higher than the rate
of growth of spending on goods and services. The remaining money in cash,
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deposits, certificates, and domestic obligations and securities for 1989 has
increased by 61.9 billion rubles, which is 11.1 percent of income. The amount
of money that remains out of circulation, kept by the public, is growing annu-
ally: in 1988 it was 41.8 billion rubles or 8.5 percent of the total income; in
1987, 31.8 billion rubles, or 7 percent; in 1986, 27.7 billion rubles or 6.4 per-
cent; in 1981-85 the population saved an average of 17.3 billion rubles or
4.4 percent of their annual income. The high growth of ruble overhang in the
population is an index of the escalation in unsatisfied demand because of a
lack of goods and services, which for the start of 1990 is estimated by Gosbank
as being around 110 billion rubles, as opposed to 60 billion rubles at the start
of 1986. . .. Gosbank is not using the printing of money as a resource for
loans: the total sum of credits to the economy in four years of this current five-
year period (1986—89) has gone down by 133.5 billion rubles, including 16.7 bil-
lion rubles in 1989. At the same time, the bank’s resources continued to be
directed at covering the state budget deficit. The state budget owed Gosbank
350.1 billion rubles at the end of 1989, compared to 243.4 billion rubles at the
start of the five-year period (January 1, 1986), including 82.4 billion rubles in
1989. The state domestic debt at the end of 1989 was 400 billion rubles, hav-
ing grown 358 billion rubles since January 1, 1986, including 88 billion rubles
in 1989. The state’s systematically exceeding spending over income is one of
the main causes of the devaluation of the ruble.>

Because prices were fixed, the swelling wave of the financial crisis did not
yet lead to high, open inflation. It was manifest in mounting discord in the
consumer market and acute shortages of consumer goods. And the public did
not understand what was happening or why.

Here are excerpts from workers’ letters to the Central Committee in 1989:
“What is going on with supplies to the populace? Where have consumer
goods vanished? Things get worse every day. We would like an explanation of
the reasons for lowering the sugar quota from 2 kg to 1.5 kg per person”
(Pavlovsk). “In our town, the stores have no household or toilet soap or laun-
dry powder. When a sugar shortage developed and coupons were introduced,
we were understanding. But now that the local authorities have established
such miserly quotas on soap and detergent we are outraged. Explain to us,
please, whose fault it is that all cleaning materials have vanished?” (Alexandrov).
“I have nothing to feed my five-month-old boy Yegor. There are no children’s
juices or pureed fruit or infant formula in the city” (Apatity).*

The authorities realized that the situation on the consumer market was
more than alarming, but they had no recipe for stabilizing it. From a July 1989
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memo from the Agrarian Department of the Central Committee to the Cen-
tral Committee: “Recently the supply to Moscow of dairy products, sausages,
and pastry has deteriorated. We observe blackouts of several days, a narrow
assortment of goods, and violations of the delivery schedule. The shelves in
many stores are empty most of the day.”” After relatively stable harvests for
twenty years, production of durum wheat was under goal by 43.7 million tons
(see table 5-17).°® The grain crisis grew even more acute from that point. The
Ministry of Bread Products wrote to the government:

As of January 1, 1989, the state reserves had 61.3 million tons of grain, when
the plan called for 85.7 million tons. The state order has been under-fulfilled
by 30 percent, specifically 40 percent for the RSFSR, 42 percent for Kazakh
SSR, and 52 percent for the Estonian SSR. Compared to 1987 levels there is
11.9 million tons less, or 16 percent, of which there is 217,000 tons less of
wheat, 860,000 tons of rye, 179,000 tons of buckwheat, 551,000 tons of mil-
let, 458,000 tons of legumes, 7,186,000 tons of barley, and 928,000 tons of
oats. . .. In a number of regions where farms had significant amounts of
ground grain, there were instances of holding it back from sale to the state.”

In 1989-90 the growing crisis in the USSR trade balance had an additional
parameter—low grain harvests in the world, which raised world demand over
supply and created a seller’s market. Wheat prices went up in particular (see
table 5-18). The situation in grain supply is well illustrated by two letters to
the government:

In connection with the acute situation in grain for forage, we are presenting
a preliminary account of harvest for these cultures in 1989. The account
shows that we are lacking 30.7 million tons of forage crops. . . . Bearing that
in mind, the need to decide on buying forage abroad is more urgent.*

The Ministry of Trade reports that Gosplan (resolution December 31, 1988,
No. 105), on the basis of the decision of the Council of Ministers, has reduced
market funds for 1989 in general, and in particular for the first half-year, for
flour by 1,266,000 tons and grain by 519,000 tons. As a result of the reduc-
tion, market funds in the first half of this year are 15,084,000 tons of flour, or
395,000 tons less (2.6 percent) than the first half of 1988, and 1,881,000 tons
of grain, which is 314,000 tons (14.3 percent) less, and not counting Moscow,
Leningrad, and other centralized receivers, this is significantly less than last
year (556,000 tons less in flour and 337,000 tons in grain). In conditions of
insufficiency of vegetables and shortages of some other foods, there is a greater
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TABLE 5-18. Global Wheat Prices, 1987-90?

Year 1987 1988 1989 1990

Average annual prices (in year 2000 dollars per ton) 133 176 207 178

Source: Calculations based on International Financial Statistics 2005 (Washington: IMF, 2005).
a. Global prices obtained as the average price of supplies from the United States, Australia, and Argentina.

demand for bread products, and in the fourth quarter of 1988, compared to
the same period in 1987, the growth in demand for flour in Ukrainian, Geor-
gian, Latvian, Kirgiz, Tadzhik, and Armenian Union republics, Dagestan,
North-Ossetian, Chechen-Ingush, and Udmurt ASSR, Moscow, Kalinin, and
Kaliningrad Oblasts of the RSFSR was from 1.5 percent to 8 percent, and for
flour in the USSR as a whole it was 3.6 percent, and in numerous Union
republics, autonomous republics, and oblasts of the Russian Federation, up
to 35 percent.®!

The grain crisis unfolded during a continued decline in the supply of con-
sumer goods. The chairman of Goskomstat informed the Council of Minis-
ters in October 1989 that in the third quarter the reserves of goods in
wholesale and retail trade had dropped by 5 percent: “As of October 1 of this
year they are 17 percent lower than established norms. Despite the fact that
my ministry authorized 5.5 times more imports of soap and detergents, only
29 percent more than last year reached the stores, and in most regions soap
must be bought with ration coupons. The deficit of synthetic detergents is
acute. The problems supplying the public with tobacco products are greater
now, and there are gaps in sales everywhere.”®?

In this situation, the leadership had trouble setting priorities and deciding
what was more important: to spend rapidly dwindling hard currency to
import grain or to use it to try to stabilize the supply of nongrocery consumer
goods. That dilemma explains the appearance of the documents cited below.
The Presidium of the Council of Ministers wrote (October 1989): “Significant
difficulties are experienced as before by consumers in purchasing meat, ani-
mal and vegetable fats, baked goods, sugar, and tea. Delivery has deteriorated
for top grade and first-grade flour, grain, vegetables and fruit, fish and fish
products, and tobacco products. The situation has grown much more acute
in the production and delivery to market of a large group of nongrocery items,
including fabric, shoes, children’s tights, school notebooks, lumber and con-
struction materials, and matches.”®?
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By the end of 1989, the problems related to the financial crisis and the con-
comitant threat were well understood by the country’s leader and were the
subject of public discussion. Here is a citation from the government’s report
of the Second Congress of People’s Deputies in November 1989:

This has all turned into a profound discord in state finances, money circula-
tion, and the consumer market. The growth of resources in the budget for
three years of the current five-year period is primarily due to loans. With the
general increase in expenditures for the 1988 budget of 73 billion rubles over
1985, revenues are almost stable. The deficit in the state budget for 1989 will
be 92 billion rubles and will reach 10 percent of the gross domestic product.
The amount of money being issued has increased sharply. In the current year
it is 18 billion rubles, as compared to 4 billion rubles in 1985. The circle of
deficit products is expanding. The ruble is losing value and failing to perform
its role in the development of the socialist market. Inflationary processes are
strengthening. Foreign debt is mounting, particularly in hard currency. In the
current five-year period, it will grow by almost 18 billion rubles.*

It is clear from these citations that at last the authorities realized the acute-
ness of the situation in the consumer market and in state finances. But it is
also clear that the authors of these documents do not know what to do to keep
the crisis from continuing to worsen. By mid-1989 the USSR credit rating had
dropped, but was still high. However, by this time Western analysts were wor-
ried by the swift growth of Soviet debt and the large proportion of short-term
credits in it ($11.4 billion). They estimated the payments of the Soviet Union
to service foreign debt in 1988 at $8.3 billion and in 1989 at $8.8 billion.*

Beginning in mid-1989, the problems with paying off contracts signed by
Soviet foreign trade organizations and delays in payments for goods became
obvious to the major Western companies that had trade relations with the
USSR.% It would have seemed reasonable to reactivate efforts to get satel-
lite countries to repay their loans on easy terms. In fact, it was impossible. The
transcript of the Politburo meeting of August 23, 1989, records:

The basic interests of the USSR as creditor are tied to the loans of developing
countries . . . on state credits (official debts). On January 1, 1989, it was more
than 61 billion rubles (or approximately 85 percent of the entire “third world”
debt to the USSR), including more than 32 billion rubles to socialist develop-
ing countries—Vietnam, Cuba, China, and Mongolia. . . . Bearing in mind
the real creditworthiness of our partners, the USSR periodically is forced to
ease their debt burden. In the most recent period, payments by Algeria,
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Angola, Vietnam, Iraq, Cuba, China, Libya, Mongolia, and Nicaragua were
postponed from 1989-90, for a total of more than 7 billion rubles. We have
observed a tendency of our friends in the “third world” to make their pay-
ments to the West a priority on the assumption that they will be able to come
to terms with us. This in no small degree was aided by our readiness in the past
to refinance their debt out of ideological considerations without due consid-
eration of interest in developing mutually beneficial economic cooperation.®”

In late 1989 and early 1990, Soviet foreign trade organizations, influenced
by the looming currency crisis, continually missed their contract payments.
Deputy Chairman of the Council of Ministers of the USSR Stepan Sitarian
received this communication from Deputy Chairman of the State Commis-
sion on Food and Supplies Yuri Borisov:

The recent systematic delays in payments by the Soviet side for shipped
imported goods have led to a halt of further contracted shipments to the
USSR of 211,600 tons of vegetable oil in the amount of 74.4 million rubles,
177,100 tons of meat and meat products for 160.0 million rubles, 66,500 tons
of cocoa beans for 78.7 million rubles, 45,500 tons of butter for 39.4 million
rubles, 30,000 tons of soy paste for 7.1 million rubles, 20,400 tons of beef for
14.3 million rubles, 19,900 tons of tea for 26.9 million rubles, various infant
foods for 69.3 million rubles, 3 billion acetate filters for the tobacco indus-
try for 7.3 million rubles, for a total of 478.3 million rubles. . . . The undeliv-
ered food products on signed contracts for a total of 478.3 million rubles can
be shipped only on condition of payment of the food products already deliv-
ered to the USSR in the amount of 237 million rubles. Thus the total payment
for imported food required is 715.6 million rubles.*

Domestic production satisfied only 40-45 percent of the need for pharma-
ceutical products in the Soviet Union. The effect of the hard currency crisis
on medicine was considered the potentially most dangerous problem by both
Soviet and foreign experts. The purchase of medicine was made the priority,
but the growing deficit of hard currency made it impossible to pay the bills.
Minister of the Medical Industry Valery Bykov wrote to Deputy Chairman of
the Council of Ministers Sitarian:

In accordance with the decision of the Council of Ministers dated March 10,
1990, on setting the priority in paying accounts to foreign firms by foreign
trade organizations, the Ministry of the Medical Industry reports that
Vneshekonombank has still not allocated funds to pay for medicines and sub-
stances purchased from countries that require payment in hard currency. The
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past-due bill of Medesport to foreign firms as of April 1, 1990, is 43,418,300
rubles in hard currency (note attached). Because of the lateness in payment,
foreign firms are adding penalties and at the present time, many have
announced that they will stop delivering medications that have already been
contracted for. Moreover, in signing contracts to purchase medicines of
which there is an extreme shortage for 1990, as ordered by the Ministry of
Health, the foreign firms are demanding advance payment or bank guaran-
tees, but Vneshekonombank is refusing these forms of payment.®

The breakdown in import contracts exacerbated the problems in the con-
sumer market, including food supply issues. The deputy chief of Glavsnab
of Moscow Yuri Luzhkov wrote to Deputy Chairman of the Council of Min-
isters Sitarian:

At the present time, because the plan set by the Moscow City Executive Com-
mittee for 1990 for importing unprocessed food is not being met, it has
become extremely difficult to fulfill the state order and contractual obligations
to supply bread, baked goods, and lacquer and paint products to trade orga-
nizations in Moscow and to enterprises. . . . In order to meet the goals set by
the plan, the Moscow executive committee asks for a positive decision to pur-
chase these products abroad or to give orders to the State Commission of the
Council of Ministers on Food and Purchasing to put the Moscow Committee
in touch with domestic suppliers.”

By the start of 1990, the catastrophic economic situation was apparent (see
figures 5-1, 5-2, 5-3). At the same time, Sberbank USSR (the State Savings
Bank) reported to the government on record deposits in savings accounts:

In the fiscal year the institutions of Sberbank attracted into deposits, certifi-
cates, state loan obligations, and lottery tickets 45.6 billion rubles, or 23.5 bil-
lion rubles more than planned for in the income and expenditure balance for
the population for the year. The main factor in attracting greater savings to
the bank was the faster rate of income growth (it grew by 64 billion rubles, or
12.9 percent) than of expenditures for goods and services (by 9.1 percent). On
the whole for the four years of the current five-year period, the money in sav-
ings accounts has increased by 117.1 billion rubles, or 53 percent. Savings
grew so rapidly because income grew by 32.7 percent while spending on goods
and services grew only 23.9 percent. The average rate of growth in income for
1986—89 was 7.3 percent, expenditures on goods and services 5.5 percent, and
savings 22.2 percent.
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FIGURE 5-2. Rate of Growth of Agricultural Output, 1976-91
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FIGURE 5-3. Rates of Growth of Population Income and Retail Sales,
1976-91
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TABLE 5-19. Performance of the Credit Plan of the USSR Sberbank in 1989

Billions of rubles

Asof
January 1, 1990 Deviation
—_ from the plan
Asof Plan with I a—

Item January 1, 1989 changes  Actual ~Amount  Percent
Resources
Bank’s expense fund 0.87 0.75 0.93 +0.18 23.7
Deposits by the public in 297.84 331.09  341.17 +10.08 3.0

individual accounts
Funds in current accounts of

institutions and organizations

and other funds 3.16 2.46 7.12 +4.66 190.1
Total 301.87 334.30 349.22 +14.92 4.5
Use of resources
Short-term credit investments 0.26 0.30 0.28 —-0.02 —4.7
Long-term credit investments 4.73 6.11 6.07 —-0.04 -0.7
Fixed and other assets

of the bank 2.30 1.00 4.37 +3.37 337
Corresponding account 294.58 326.89 33850 +11.61 3.6

at the Gosbank
Total 301.87 334.30 349.22 +14.92 4.5

Source: Report on the Performance of the USSR Savings Bank (Sberbank) in 1989 (RGAE, F. 2324, Inv. 33,
S.721,P. 3).

As can be seen in table 5-19, Sberbank overfulfilled the plan to increase peo-
ple’s savings and to use the money through Gosbank for goals set by the
Council of Ministers.”!

By early 1990, the close relationship between the state of the budget, money
circulation, and the consumer market, so little understood by the leaders of
the country in the mid-1980s, was evident to all.

The Hard Currency Crisis

In the spring of 1989, Chairman of the Board of Vneshekonombank Yuri
Moskovsky informed Chairman of the Council of Ministers Nikolai Ryzhkov
that the Soviet Union’s growing indebtedness was becoming a frequent object
of intense scrutiny in the Western press, and the actions of the Vneshekonom-
bank were being thoroughly analyzed in business and banking circles. As a
result, parties considering new loans to the USSR were growing more cau-
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tious.” The chairman of the board of Vneshekonombank wrote to the gov-
ernment in August 1989:

Recently, representatives of a number of banks and financial companies in
conversations at Vneshekonombank expressed their thoughts about becom-
ing more cautious in offering hard currency loans to the Soviet Union. . . .
Moreover, some banks in the FRG (DG-Bank, Bestdeutsche Landesbank,
Norddeutsche Landesbank, and others) have begun refusing new credits for
importing goods for investment purposes, alleging that the limits at
Vneshekonombank for these operations have been exhausted. They have also
suggested that the credit risk for the USSR may be raised.”

In early 1990 the fact that Vneshekonombank was slowing down the
planned payments on imports still caused sincere amazement on the part of
high-ranking Soviet officials:

Vneshekonombank as of January 18 of this year has ceased paying foreign
companies in hard currency for deliveries to the USSR of goods used in non-
ferrous and ferrous metallurgy. As of February 16 of this year there is an over-
due debt of 223.3 million rubles (66.3 for nonferrous and 157.0 for ferrous).
In addition, another 313.7 million rubles is due at the end of the quarter (80.7
for nonferrous and 233.0 for ferrous). Thus payments for the first quarter of
this year for delivered production, besides those already made, will be 537

million rubles.”*

That same year, the Ministry of Foreign Economic Relations introduced oper-
ative accounting for the debts of its associations on signed and executed con-
tracts. By late May 1990 it reached 767.1 million rubles in hard currency.” By
fall 1990, the total in overdue payments to the ministry’s foreign economic
associations was more than 1.1 billion rubles.”

The agencies became more persistent in demanding hard currency to meet
their payments and for Vneshekonombank to give them letters of credit. Fac-
ing an acute hard currency crisis, the management of Vneshekonombank was
forced to inform the government of the situation:

Work on attracting medium-term financial resources took place in conditions
of a steadily increasing negative attitude from foreign creditors, especially
ones that were not tied to the Soviet Union; and some withdrew previously
offered credits. These difficulties had been reported to the Council of Minis-
ters. . . . The problems with attracting financial credits arose in the middle of
last year when the Banc National de Paris was organizing an international
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consortium to arrange a medium-term bond issue in the amount of $150 mil-
lion for Vneshekonombank. Of the 300 foreign banks asked to participate in
the consortium, only five agreed, for a total of $29 million. . . . Thus at the end
of 1989 negotiations broke off with the major British bank National Westmin-
ster on credits for $300 million. Attempts to renew negotiations were not suc-
cessful. We had negotiations with the British Midland Bank in 1989 for a bond
issue in the amount of 300 million British pounds sterling. . . . The issue was
intended for November 20, 1989, but a day before the signing it was post-
poned indefinitely. . . . From the summer of 1989 there had been intensive
negotiations with Deutsche Bank, Frankfurt-am-Main, about an issue of
bonds for $300-$500 million. . . . Morgan Grenfell, one of the largest credi-
tors of the Soviet Union in Great Britain, at our request looked at the possi-
bility of issuing medium-term bonds for Vneshekonombank in the amount
of $500 million. Despite the elaborate documentation and conditions, in the
course of lengthy negotiations in Moscow in November of last year, the bank’s
representatives rejected the deal, citing the “sharp fall of confidence in the
USSR on the part of Western banks.” The bank refuses further negotiations.
In late 1989 and early 1990 there were negotiations with a number of Ameri-
can and other financial companies that specialize in issuing bonds of varying
amounts (for a total of approximately 2 billion rubles); however, they even-
tually declined. These are companies that have a high professional reputation
in capital markets: Credit Suisse First Boston, Goldman Sachs, Shearson
Lehman Hutton, UBS Phillips and Drew, and others. Now some of them indi-
cate that attracting finances to the Soviet Union at present can be done only
if they are backed by concrete assets (gold, oil). . . . Given the great reduction
of medium-term credits in 1989, we had to increase resources on a short-term
basis (in the form of interbank deposits). As a result the bank is dangerously
dependent on this form, which is used in attracting 50 percent of foreign
loans. . . . The real possibility of a sudden outflow of short-term financing in
large amounts was reported to the Council of Ministers in our note no. 2231
of August 15, 1990. From the end of January to the present time, more than
1.5 billion rubles has not been renewed, and according to our calculations,
approximately 85 counteragent banks have stopped offering short-term loans
to Vneshekonombank. There is a real danger of a further recall of monies;
even by the end of May of this year we do not rule out the nonrenewal of up
to 2-3 billion rubles.”

Western banks repeatedly suggested to their Soviet counterparts that they
turn directly to the governments of Western countries for financial aid,
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explaining that getting additional commercial credit was unlikely or com-
pletely impossible. Deputy Chairman of the USSR Council of Ministers Sitar-
ian, who was aware of the critical situation in hard currency reserves and the
payments balance, wrote to Chairman of the Council of Ministers Ryzhkov
in May 1990:

In accordance with your order by telegram from Bonn, and with the partic-
ipation of Comrades Katushev, Gerashchenko, Moskovsky, Khomenko, and
Sitin, we analyzed the possible steps on our side for getting financial credits
from the governments of the EU countries, particularly the FRG, France,
Italy, and perhaps England. The heads of Deutsche Bank recommend asking
the governments of the listed countries directly for loans. This appeal may
yield results if it is done on your level, in the opinion of Deutsche Bank. Bear-
ing in mind Deutsche Bank’s recommendation, which can be trusted, you
should use Comrade Shevardnadze’s trip to Bonn to raise this question in his
meeting with Helmut Kohl and the ministers of England and France and
learn how Kohl and his colleagues from the EU feel about your request for
credits.”

At a conference in San Francisco in June 1990, the representatives of the
world’s largest commercial banks expressed the opinion that further credits
to the Soviet Union should be given only with the participation of the gov-
ernments of the West’s leading countries and no longer by private banks.”
The chairman of the board of Vneshekonombank informed the government
of the Soviet Union of this on June 14, 1990.%° Deputy Minister of Foreign
Economic Relations Kachanov wrote to First Deputy Chairman of the Coun-
cil of Ministers Voronin in October 1990:

The giving of credits from most Western countries is contingent, according
to our ambassadors, on the quickest passage in the Soviet Union of a real pro-
gram of transition to a market economy and the signing of a Union agreement
with clear division of the competencies of the central government and the
Union republics. In the absence of these measures the West, apparently, will
show restraint in giving the USSR new loans. Now the Western side is press-
ing the question of payments from Soviet organizations for goods supplied by
Western firms on contracts.®!

On July 16, 1990, speaking in Zheleznovodsk, Gorbachev made a careless
remark about the need to extend the payment of Soviet loans. As was to be
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expected, financial markets thought this revealed the intention of the USSR
to stop payments on foreign debt. The Soviet leader’s remark caused a panic
on the financial markets. Right after that statement the Bank of England put
the USSR on its list of unreliable borrowers.®? At that time, Gosbank warned
the government of the consequences of an official question about restructur-
ing debt and suggested backing loans with the country’s gold reserves. Chair-
man of the Board of Gosbank Gerashchenko wrote to Deputy Chairman of
the Council of Ministers Sitarian:

As the experience of the countries that were forced to take this path in the
1980s shows (Mexico, Brazil, a number of other countries in Latin America,
and also Poland and Yugoslavia), the official request of the debtor nation for
an extension on paying foreign debts brings unfortunate economic and polit-
ical consequences and is perceived as an admission of its total lack of credit-
worthiness. Therefore the “restructuring” of the Soviet Union’s foreign debt
is in our opinion an unacceptable measure that can do damage to the coun-
try economically and politically on an unpredictable scale.®’

And from a memorandum prepared for the meeting of Shevardnadze and
Kohl in May 1990:

At the present time, in connection with insufficient reserves of hard currency
in the Soviet Union, the country is experiencing an acute shortage of means
for securing undisrupted payments on state debt and also on contracts for
imports to the USSR. In connection with this, there are already significant
sums of missed payments to foreign firms and companies (for your informa-
tion, approximately 2 billion rubles). This circumstance, despite the timely
debt and interest payments by Vneshekonombank, has created a swift out-
flow of money from its accounts and has given our Western partners reason
to raise the issue of the country’s inability to pay. This in turn has deprived us
of the ability to attract money from foreign banks in amounts that would meet
the needs of the plan for 1990. . . . In the course of the meeting on April 27 of
this year between Vneshekonombank and Deutsche Bank, the latter’s man-
agement feels it wise to have meetings in the nearest future between the Soviet
government and the governments of EU countries, first and foremost the
FRG, France, Italy, and perhaps England, on getting state guarantees for banks
of these countries to make financial loans to cover the deficit of the balance of
payments of the USSR and to finance further restructuring of the econ-
omy. . .. We could be talking about a total sum of 20 billion marks (7 billion
rubles) for 5-7 years.®
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Economic and Political Liberalization against the Background
of Hard Currency and Financial Problems

Economic and political liberalization and management of the currency and
financial crisis were crucial for the future of the USSR, but they were different
problems. Liberalization in an educated and urbanized country is inevitable.
The question that should have been discussed was how long and what form it
would take.

The first known official document to raise doubts about the need to retain
not only the economic but also the political system of the USSR is a letter from
Alexander Yakovlev to Gorbachev in December 1985. In it he wrote:

Today the question is not only economic—that is the material basis of the
process. The key is the political system. . . . Hence the need . . . for a consis-
tent and complete (in accordance with the historical possibilities at every
stage) democratization. . . . Democracy is first of all freedom of choice. We
have a lack of alternatives, we have centralization. . . . Now we do not under-
stand completely the essence of the ongoing and historically inevitable tran-
sition from a time when there was no choice, or when it was historically
impossible, to a time when it is impossible to develop successfully without
democratic choice in which every single person participates.®

At a Politburo meeting on September 25, 1986, Chairman of the KGB
Viktor Chebrikov raised the question of the wisdom of freeing first one-third
and then half of the political prisoners.% The first signs that the political sit-
uation was changing appeared even before the government signaled that it
was ready for such changes. On May 13, 1986, the Union of Cinematogra-
phers, contrary to tradition, elected leaders who were not approved by the
Communist Party. The Union of Theater Workers followed suit. Then came
personnel changes, this time sanctioned by the authorities, in the literary
journals, which opened the way in the summer and fall of 1986 to the pub-
lication of previously banned literature. At the Plenum of the Central Com-
mittee on January 27-28, 1987, Gorbachev said:

Yet we see that changes for the better are taking place slowly and the work of
perestroika is more difficult than we had thought; the reason is that the prob-
lems that have accumulated in our society are deeper than we had first imag-
ined. The deeper we get into the work of perestroika the clearer its scale and
significance become, the more we find unsolved problems that we inherited
from the past. . . . In general, comrades, there is a pressing need to once again
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return to an analysis of the problems that the party and Soviet society encoun-
tered in recent years, preceding the April Plenum of the Central Committee.®”

Ryzhkov made the position even more clear at the Plenum: “The more than
eighteen months since the April Plenum have shown that the situation in our
society, especially in the economy, is much more complex and dangerous
than it had seemed then.”®® Medvedev writes about the key role of 1987 in
determining the strategy for the country’s socioeconomic changes:

It is a widespread and generally acknowledged idea that perestroika began in
April 1985. That is true, if you mean the announcement of ideas and decla-
ration of intentions. But the real start of perestroika came later, in 1987. The
watershed character of 1987 is determined by three major milestones in the
life of the Party and the country. The January Plenum of the Central Com-
mittee gave the initial impetus for reform of the political system. It was the
June Plenum of the Central Committee that elaborated the complex pro-
gram of economic transformations. And finally, it was the 70th anniversary
of the October Revolution, in connection with which came a reevaluation of
the most important stages of Soviet history, which defined to a significant
degree the ideological mood of the country.®

The inefficiency of the socialist economic system made its dismantling
strategically inevitable. However, this had no direct bearing on the short-term
and acute problems created by the drop in oil prices. Regulation of the bal-
ance of payments crisis did not obviate the need for profound economic and
political reforms. The government could try to combine the economic and
political solutions for these problems, but it could not hope that liberaliza-
tion on its own would deal with the currency and financial crisis. The choice
made in 1987 by the Soviet leadership for economic and political liberaliza-
tion, in the middle of an acute currency and financial crisis that it was not pre-
pared to manage, had a major impact on development tactics and on how the
Soviet economy collapsed.

Politically, it is not difficult to understand the logic of the decisions that
were made then. If the measures necessary for stabilizing the economy are
extremely unpopular, creating discontent among both the public and the
elite, if dissatisfaction with the leadership grows along with disruptions in
the consumer market, popular measures must be introduced demonstrating
that the authorities have a vision for the future and an understanding of
where the country must go. This was the basis of the economic and political
liberalization formulated in 1987-88, which was intended to replace the dif-
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ficult and unpopular measures and to create a new source of legitimacy for
the regime.

The discussion of how to perfect the socialist economic system began in
the early 1960s. There was a ban, out of political considerations, on steps to
change it radically until the mid-1980s. The term “market economy,” even
a socialist one, could not be used in the open press about the USSR. The
word “reform” was used for the first time since the early 1970s in an open
document in 1986 in Gorbachev’s speech at the Twenty-Seventh Congress,
and it was used extremely cautiously. When ideological blinders are
removed, the ideas that used to be discussed only oft-stage suddenly become
part of the open discourse. Most of the discussants know what needs to be
done: expand the independence of enterprises, increase labor incentives,
increase the role of profit, and switch from directive planning to a system of
state orders. This range of ideas had wide support among the influential fac-
tory and plant directors. The problem was that serious movement toward
the market, even a socialist one, with the retention of the power of the Com-
munist Party presumed a transition to prices that balanced supply and
demand.” Without these prices, market mechanisms at best work poorly or
not at all. This was shown in Poland in the 1970s and 1980s, which
attempted unsuccessfully to combine price stability with greater indepen-
dence for enterprises. Events in the largest country in the Eastern European
empire demonstrated that if there are no market prices, there are no incen-
tives to improve efficiency. In that case, the expansion of enterprise rights
leads merely to a weaker fiscal policy and less control over income, and to
an increase in cheap merchandise; it allows manufacturers to exploit short-
ages and force consumers to buy shoddy goods.

The first sign that the authorities wanted to move toward liberalization of
economic activity, to follow the path that China began in the late 1970s and
early 1980s, was the law “On Individual Labor Activity,” passed on Novem-
ber 19, 1986.”! The legalization of individual farming, which took effect on
May 1, 1987, was another step in the same direction. It too reflected the influ-
ence of the Chinese experience. But these decisions had no noticeable effect
on the economy. That was the difference between three generations of Soviet
citizens living without a market economy and a country with only one such
generation—China. People’s knowledge about how to run their own busi-
nesses without state control had almost disappeared. In China in 1979, the
first signs of readiness on the part of the authorities to permit limited inde-
pendent farming and disband the communes were supported by a mass pop-
ular movement. But nothing of the sort occurred in the USSR.
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In 1988, the announced changes in the system of managing the economy
had only a limited influence on the realities of economic life. Inertia and the
conviction that the reforms were only for show, as had happened before in
the USSR, took its toll. Directors of enterprises confidentially maintained that
the rights they had been given were only formalities. The obvious signs of
weakening of the central authority that became evident in 1989 changed the
situation. Management and labor collectives began to realize that Moscow
was not prepared to employ harsh measures if they did not follow orders from
the center.

Unsystematic measures that were not intended to stabilize finances or lib-
eralize prices, such as expanding the independence of enterprises and the
rights of ministries in foreign economic activity, and the swift increase in the
number of co-operative banks, merely exacerbated the problems related to
the changes on the oil market. Deputy Chairman of the Government Leonid
Abalkin described the situation this way:

On one hand, everyone who spoke demanded independence, the repeal of the
dictate of ministries and agencies, and a reduction in the share of the state
commission. And at the same time they insisted, in unison, on guaranteed
supplies of materials. After my election as deputy chairman of the Council of
Ministers, I often sat next to Nikolai Ivanovich Ryzhkov, and I saw the situa-
tion he was in. He was approached by dozens of deputies with written and oral
requests to ensure supplies, guarantee material and technical support, and
so on and so forth. Everyone should have understood that if you’ve taken
away the state commission from the government, with which it gathers its
resources, then you do not have the right to expect it to supply you. There’s a
direct connection.”

The idea of bringing workers into management had been discussed before
the Bolsheviks came to power in Russia. It had always been part of the dis-
course among the Soviet political elite. When Tito brought Yugoslavia out
from under Soviet political control, he juxtaposed that idea with the Soviet
economic model. On November 5, 1962, at a meeting of the Presidium of the
Central Committee, Khrushchev said, “We must have, apparently, some kind
of council on enterprise; develop a resolution requiring the director to make
amonthly or quarterly report. There should be a workers’ commission as well
that could study the bookkeeping, the finances, materials, and so on. What’s
wrong with that? . . . I can see a time when the director of a plant or chief of a
factory shop will run for the office and the council will vote on which candi-
date it prefers.””
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Passed in 1986 and enacted in 1987—-88, the decision to create councils of
labor collectives, from the point of view of Communist ideology, was not as
exotic as it might seem today. Since the Soviet regime came to power with the
slogan “Factories to the workers!” why shouldn’t it try to bring that to life
when it faced a serious crisis?

The newly independent enterprises quickly raised wages. In 1988, salaries
rose 8 percent; in 1989, 13 percent. In December 1989, the head of the Chief
Directorate of Information of the Council of Ministers, Vladimir Kossov,
wrote to First Deputy Chairman of the Council of Ministers Voronin that the
growth in income might increase to 15 percent during the following year.”
Electing directors had a bad effect on labor discipline and weakened the abil-
ity of the central agencies to regulate the economy through administrative
methods. In the absence of market pricing and strict financial limits, this led
to even more acute problems.

In May 1988 the law “On Cooperation in the USSR” was passed, de facto
opening the way for the expansion of the private sector in the Soviet econ-
omy. Most of the cooperatives were formed within state enterprises. They
bought goods at state prices, processed them, and sold them (and often sim-
ply resold them without any improvements) at market prices. With the short-
ages of goods and financial imbalance, enterprise management and the people
controlling the co-operatives were able to make good profits.>> The wealth of
many Russians in the list of dollar billionaires came from this period.

By mid-1989 the number of workers in co-operatives grew to 4.9 million
people. Four-fifths of the active co-operatives were created within state enter-
prises. The wages of co-operative workers in 1989 were double the average
salary of laborers and white-collar workers. In early 1991, 6 million people
were working in co-operatives.”

In accordance with the law “On Rent” passed on November 23, 1989, an
enterprise had the right to fully or partially purchase property it was renting.””
This law opened the way for greater privatization for the benefit of the man-
agement of enterprises and persons affiliated with them.

Resolution of the Central Committee and the Council of Ministers no. 721,
dated July 6, 1988, “On expanding foreign economic activity of the Komso-
mol,” and the resolution of the Council of Ministers no. 956 of August 4,
1988, “On assistance to the economic activity of the Komsomol,” gave access
to scientific and technical creative youth centers—organizations controlled
by the Komsomol elite—to commercial and foreign economic activity.*

The creation in a short period of more than a thousand commercial banks,
for which there were no qualified personnel or tradition of banking regula-
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tion, made them instruments for moving money from enterprises out of the
state’s control (the number of banks grew from 43 in January 1989 to 1,357
in January 1991).” The management at Gosbank understood these problems.
A letter from the Directorate of Commercial Co-operative Banks to the Board
of Gosbank dated May 7, 1991, read in part:

An analysis of the balances of individual commercial and co-operative
banks for the recent year shows that a significant number of banks have not
managed to find the required amount for their statutory funds, since they
were founded in the last five months. However, some of them have already
started active credit operations. This is a clear violation of the rules of Gosbank
and the charters of the banks. . . . We are particularly concerned by some
commercial and co-operative banks’ violation of the credit limit for a single

borrower.!%°

Minister of Internal Affairs Vadim Bakatin wrote about the same issue to Yuri
Maslyukov on July 13, 1990. In his memo, he said that the limits on state con-
trol of the credit and finance mechanism promote the growth of bribery and
manipulation of financial resources.!”!

However, Ryzhkov was certain that things were going well in that sphere.
With his deputies Maslyukov and Voronin, in a letter to the Central Commit-
tee on July 17, 1988, he expressed his categorical disagreement with the prem-
ise that the number of commercial banks was growing too quickly: “World
experience shows that we have few banks and their network cannot satisfy the
needs of the economy.” 1?2 Subsequently, Ryzhkov wrote in his memoirs about
Gosbank’s resistance to the development of a network of commercial banks
in the late 1980s.! However, it was not surprising that after several decades
of a nonmarket economy, the country’s leaders had trouble understanding
that the banking sector is one of the last and not at all the first sector of the
economy that should be liberalized. If we remember that for decades the
country had no commercial banks, no trained personnel, and no apparatus
for bank supervision, this debate is very telling about the level of understand-
ing of the problems involved in the formation of a market economy.

The inconsistent liberalization measures did not help to solve the key
problems facing the country: a swift reduction in hard currency reserves, a
financial crisis, and disintegration of the consumer market. But the adminis-
trative turmoil, combined with the deterioration of everyday life, made the
attitude toward the regime more critical. In 1985 the new leader, represent-
ing a different generation, had developed a reserve of confidence from the
people, but by mid-1988 it was melting away.
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On April 5, 1989, the Kemerovo Oblast Party Committee passed the Res-
olution “On the facts of workers refusing work in a number of enterprises.”
It also decreed on July 11, 1989, that the situation in the coal mines of Mezh-
durechensk had become urgent. On July 17-18, 1989, the protocol “On coor-
dinated measures between the regional strike committee of Kuzbass and the
Commission of the Central Committee, the Council of Ministers, and the All-
Union Central Council of Trade Unions” was signed. It held that in order to
improve food and consumer good supplies Kemerovo Oblast would receive,
in the second half of 1989: 6.5 thousand tons of meat, 5 thousand tons of ani-
mal fats, 5 million units of canned milk, 10 thousand tons of sugar, 3 thou-
sand tons of soap, and 3 thousand tons of detergents.!*

The problem for the Union authorities was that such promises are easier
to make than to keep in a collapsing economy. Soon both the government and
the miners saw that only the salary payments would be made. But there was
almost nothing to buy with the money. This incited a new wave of strikes. The
political and economic disintegration of the regime that led to its collapse was
set in motion.
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“Hey! No hysterics! We’re going to hit shore!” the
commander said.

—Vladimir Vysotsky

THE SITUATION IN THE OIL INDUSTRY described in the
previous chapter was one of the determining factors that pushed the eco-
nomic crisis into a catastrophe (see table 6-1). Archival documents allow us
to examine it more closely.

At a meeting on September 17, 1990, Chairman of the Council of Minis-
ters Nikolai Ryzhkov said that oil production in the period from 1975 to 1990
fluctuated within the range of 500-600 million tons, while capital investments
grew from 3.8 billion rubles to 17 billion rubles in 1991 [this was in a discus-
sion of the plan for 1991—author]. The number of wells required to produce
1 million tons grew from 16 in 1975 to 165 in 1990. The number of meters
drilled grew tenfold. And oil production was beginning to fall, despite all
that.! From the transcript of the meeting:

Comrade Ryzhkov: What will we do with 547 tons, how will the country live?

Comrade Ryabyev: For domestic consumption, there will be 467 million
tons. . . . Exports are falling.

Comrade Ryzhkov: But still, what needs to be done to get 580, as we had
discussed at first?

Comrade Ryabyev: Those are very difficult numbers. We need to increase
drilling and introduce 25-26 thousand new wells. There has to be a sharp
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TABLE 6-1. Oil Production in the USSR and the Russian Federation,
1988-91

Million tons

Item 1988 1989 1990

USSR 624.3 607.2 570.0 515.8
Increase or decrease from the previous year +0.1 -17.1 -37.2 —54.2
Russian Federation 568.8 552.3 515.9 461.9
Increase or decrease from the previous year —-0.6 -16.5 -36.4 -54.0

Source: Toplivno-energetichesky kompleks SSSR 1990 g. [USSR Fuel and Power Sector 1990] (Moscow:

VNIIKTEP, 1991), pp. 108—09; Toplivo i energetika Rossii [Fuel and Power in Russia] (Moscow: RF Ministry of

Fuel and Power, 1999), pp. 158, 408—09; Goskomstat of Russia.

increase. And capital investments are growing substantially, and the whole-
sale price per ton is 155 rubles. . . .

Comrade Sitarian: How much money is needed for these two things?

Comrade Ryabyev: Approximately 800 million rubles in convertible
currency.

Comrade Sitarian: And how much will you give?

Comrade Ryabyev: Now it is important not to fall from the level. We are
losing yield every day. In January we will start the count at 25 million
tons. . ..

Comrade Ryzhkov: Your task is to find a way to get out of the situation.

Comrade Ryabyev: We have looked into all of this. The first variant was
presented to you in July—to redistribute resources in the country. There sim-
ply are no other resources. I hold meetings of the government commission
twice a month, and I have constant shorter meetings too. There are no
resources. None. . . .

Comrade Ryzhkov: Leonid Ivanovich, please . . .

Comrade . . . : Today we must have guarantees from the Ministry of For-
eign Economic Relations. If we do that now, then the firms are prepared to
work with us. Then the money must be transferred. Six million goes on our
account, but there is also the all-Union account. This is a complex situation;
I will deal with it personally. This is the proposal. Today Vneshekonombank
must reassure the firms and give them the ministry guarantee. As soon as the
guarantee appears, we start purchasing, because we have prepared contracts
with our foreign partners.
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Comrade Sitarian: The general situation is such that if export is 60 million,
then we put the relationships with other countries in an extremely difficult
position. That is, if today 34 million tons goes to hard currency, that leaves
26 million for all the Eastern European countries plus Finland, India, Cuba,
and so on. . . . If we are losing 20 million now, that means that our hard cur-
rency resources for next year will be 14 billion. I feel that signing for 60 mil-
lion in exports should not be done. . . . The point is that we cannot fail to
deliver oil to certain countries. If we stop at this number, it means a complete
collapse inside the country and with many countries. If we give Poland zero,
then Poland will not sell us anything. . . .

Comrade. . . : Let me start with the most painful thing, that’s 580 or 547,
the understanding of the situation. Nikolai Ivanovich, there is no returning
to 580. When it was put in the budget, it was based on the expectation that
with the planned drilling of 41.3 million meters we would get 39, when in fact
we got 35.5.

Comrade Maslyukov: We understand that the only source of hard cur-
rency is of course oil, so I will make this proposal. I feel that we must approach
those proposals made by the geologists and take the most determined meas-
ures to achieve additional oil production, whatever the conditions may be for
the riggers. Second. I would think that all the necessary resources that were
named should definitely be purchased from foreign firms. . . . T have the pre-
sentiment that if we do not make all of the necessary decisions now, then we
may spend next year in a way that we haven’t even dreamed of. . . . Things can
end most critically in the socialist countries. This will lead us to a real crash,
and not just for us, but for our entire system. . . .

Comrade Voronin: I can only say that the oil industry has never been in
this situation, not even in 1985. It has reached the point that we may even fear
not getting 500 million tons of oil, if things continue this way. . . . I under-
stand that if we can’t get at least 560-570 million tons, we will let down
everything, the socialist countries, and our food production and machine-
building. . . . The really hurtful thing is that oil is at a good price and it will
keep rising, while we will be producing less and less. Therefore we must give
the socialist countries the minimum for hard currency, and reduce the
domestic demand as much as possible. . . . The most important task is to
immediately cover all expenses with financial resources.

N. Ryzhkov: We need guarantees from Vneshekonombank, and it can’t
give them. . . . We have to make the decision to go for 547 million tons, and
of that there will be only 60 million tons for export, both to socialist countries
and to capitalist countries, which will ruin everything. . . . If we don’t find the
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formula now to save the oil and gas industry, we won’t get even 547. There
has to be a definite system; either we force them to reach the goal, or we will
stay on the downward slide. I am concerned that we have already met several
times this year and we can’t handle the situation. We have to stay at 560 mil-
lion tons and we have to devote all of our material resources to it, and not just
make a list but write everything precisely and create a system of control. . . . I
see that if there is no oil, there is no economy. . . . At the start of the year we
talked about 625 million, and today we’re expecting 547—that’s the result of
our conversations. What are we waiting for??

A memo from the socioeconomic department of the Central Committee
dated September 19, 1990, stated:

In seven months of 1990 relative to last year the production of oil and gas con-
densate decreased by 16.5 million tons, and of coal by 22 million tons. . . .
Over seven months of 1990 of the planned 13.4 million kW of new energy
resources only 3.1 million kW were introduced . . . (even in an anomalously
warm winter). From January to July 1990, as compared to last year, the num-
ber of blackouts increased by 2.3 times. The balance of electric power for the
coming winter is at a deficit of approximately 8 million kW.?

With falling oil production and oil exports, the problems with hard cur-
rency increased. The minister of foreign economic relations, Konstantin
Katushev, wrote to Ryzhkov: “The Ministry of Foreign Economic Relations is
reporting on the catastrophic situation in trying to meet the deadline for
delivery of oil and petroleum products for export in the fourth quarter of this
year. . . . If this situation does not change, in October and November we will
be behind by more than 4 million tons of oil and petroleum products and will
not receive more than 400 million hard currency rubles.”™

Supplying agriculture with fuel grew more complicated with each passing
year. From a letter to the government:

The fuel and energy sector came out of last winter with unusually low poten-
tial. In connection with the reduction in oil and coal production and the cre-
ation of fuel oil, the resources of boiler and heating fuel in the first quarter of
1991 has fallen from the first quarter of 1990 by 11 million tons. At the same
time the use of boiler and heating fuel inside the country, despite the reduc-
tion of manufacturing of industrial products in the period January—March of
this year, surpassed the expenditures in the first quarter of 1990 by 10.9 mil-
lion tons of equivalent fuel, which is partially due to weather that was colder
than the unusually warm first quarter of 1990. The reserves of fuel consumers
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are down from 68.9 million tons (16.8 days of heating) on April 1, 1990,
to 59 million tons (14 days) on April 1, 1991. ... On the whole in 1991,
resources for heating and boiler fuel for consumption within the country, in
view of the expected exports, is expected to be 1,497 million tons of equiva-
lent fuel against 1,509.1 million tons for 1990, while the demand for equiva-
lent fuel is 18—20 million tons more, which will lead to a reduction of reserves
of consumer fuel at the end of the year to 43 million tons from 69—73 million
tons in the past three years. This must not be allowed, since such low reserves
will disrupt the work of agriculture in the coming winter.’

In 1991, the situation in the oil sector deteriorated. From a letter of the
deputy chairman of the Cabinet of Ministers Lev Ryabyev to the chairman of
the Cabinet Valentin Pavlov, dated May 31, 1991:

Because of the lag in development of the machine-building base, the dis-
ruption of established ties, and the failure of enterprises and suppliers
to meet contractual obligations, the demands of the sector are only 50—
60 percent equipped and supplied with materials. Deliveries of imported
equipment and pipelines have decreased by almost half because of a lack of
hard currency. . . . At the present time, 22,000 oil wells are not function-
ing. . . . In the period January—May of this year, the average daily produc-
tion of oil was at a level guaranteeing the production of 530 million tons a
year, supplying refineries with 452 million tons and 61 million tons for
export. . . . Inrecent years, with the increasing deterioration of mining and
geological conditions and the exhaustion of reserves from the most pro-
ductive deposits, the sector loses almost 100 million tons of oil a year and
the economic indicators of the enterprises’ work are falling sharply. In the
past five years the debits of the wells have doubled, the amount of water in
the production has grown by 80 percent, and the specific expenses for cre-
ating new wells have doubled.®

To a great degree the drop in oil production was due to geological factors.
The most productive deposits had been overused. By the second half of the
1980s, productivity of the wells had decreased significantly (see table 6-2), and
the number of exhausted wells had increased. The new deposits were more
difficult to extract, requiring greater expenses per ton of oil.

The technical structure of the oil industry could not compensate for the
more difficult production conditions. Soviet technology was significantly
below world levels, and any improvement in output was labor intensive. With
the increase in the relative capital costs in 1986-90 up 80 percent from the
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TABLE 6-2. Oil Well Production in the USSR and the Russian Federation,
1975-90

Average tons per month

Oil production 1975 1980 1985 1988 1989 1990
USSR

All wells 652.2 621.1 447.8 368.4 338.7 314.4
New wells 1,755.8 1,167.3 808.4 609.5 549.9 518.1
Russian Federation

All wells 882.7 828.8 555.0 429.1 394.5 354.2
New wells 1,873.6 1,214.7 851.9 627.7 566.3 522.1

Source: Toplivno-energetichesky kompleks SSSR 1988 g [USSR Fuel Energy Complex for 1988] (Moscow:
VNIIKTEP, 1989), p. 127; Toplivno-energetichesky kompleks SSSR 1990 g [USSR Fuel Energy Complex for 1990]
(Moscow: VNIIKTEP, 1991), pp. 140—41.

previous five-year period, the real growth in investment in the sector was only
28 percent.”

The drop in oil production and its export exacerbated the problems in the
balance of payments. The lack of hard currency, in turn, made work in the
industry that much harder. Minister of the Oil and Gas Industry Leonid
Churilov wrote this to the government:

At the present time, our foreign trade associations have signed contracts for
the delivery of material and technical resources for the Ministry of the Oil
and Gas Industry for an amount close to 800 million rubles. Contracts are
ready to be signed for another 1.3 billion rubles in convertible currency
according to the official rates at Gosbank. However, further signing of con-
tracts, which has been postponed several times already, is held up because
the ministry lacks hard currency. . . . Vneshekonombank has reported to the
Cabinet of Ministers of the USSR on the impossibility of executing the order,
which puts the oil sector in a critical situation in terms of fulfilling its pro-
duction goals.?

Political Credits

For many decades the Soviet Union conducted a cautious credit policy, not
wanting to be dependent on Western banks. After its refusal to pay tsarist
debts, the USSR always paid its foreign debt on time. In the mid-1980s, the
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USSR had a deserved reputation as a first-class borrower with almost un-
limited access to credit. However, with the growing financial disruptions, it
was difficult to maintain lenders’ confidence. As was shown in previous chap-
ters, by 1988 Western banks began to doubt the stability of the USSR’s fiscal
situation. The opportunity to get commercial loans became more limited and
the terms grew stricter, both rates and deadlines.

Yet the need for additional loans grew in order to finance the deficit in
the balance of payments with developed capitalist countries. This was due
to the pressures caused by the drop in oil prices, the continued need to pay
for imported food, and the impossibility of either reducing spending or
increasing exports of non-oil products. In 1988-89 it became clear that
financing previous loans with new ones would be difficult. The payments
had to be covered by current income from exports. And the deficit in the
current accounts of the balance of payments made it more difficult to finance
capital operations.

The leadership decided to use hard currency reserves and increase the sale
of gold. The gold reserves of the USSR, which since the early 1960s had
financed urgent purchases of grain after crop failures, had dwindled by the
mid-1980s. Soviet hard currency reserves had never been significant. Gold
and currency are quickly exhausted resources, and they cannot be used to
finance a long-term deficit in the balance of payments.

In 1988-89, the Soviets found themselves with the same choice they had
faced in 1985-86, but in worsened conditions. The absence of hard currency
resources forced them to adjust the volume and structure of production and
consumption to the new realities. This could have provoked an economic and
even a political crisis. Because it would be risky to impose harsh stabilization
measures, particularly in view of the nascent political liberalization, it seemed
to the leadership that the only possible step was to attract large Western state
credits that would compensate for the reduced access to commercial loans.
But these credits always have a political character. If you are running a super-
power, it is useful to know that.

In 1985, no one in the world seriously discussed the possibility that the
USSR might have to turn to the West for credits and make political compro-
mises in order to get them. It took only three years for this idea, once consid-
ered absurd, to become central to Soviet foreign policy. Without politically
motivated loans, the country would not be able to ensure even minimal sta-
bility in agriculture. The miners’ strike in the summer of 1989, caused by lack
of food in the mining regions, showed the government that further deterio-
ration in the consumer market would be explosive.
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In Poland in the early 1980s, the country became hostage to the large
Western debts it had incurred over the previous decade. The resulting fiscal
crisis that forced the Polish authorities to take the politically risky measure
of raising retail prices was a prelude to the events in the USSR in the late
1980s and early 1990s.° In Poland in the early 1980s and the USSR in the early
1990s, fiscal and currency issues were the root of the problems. The Soviets
understood that when Poland invoked martial law and suppressed Solidar-
ity, it could not expect help from the West in solving its fiscal problems and
that the USSR would have to pay. But in those years, the USSR still had
resources to support the satellite regime. In the late 1980s and early 1990s,
there was no socialist country prepared to cough up money to save the
political structure of the USSR.

When getting large state loans is of paramount importance, then you must
adjust your policies to suit the lenders. Using perestroika and the new think-
ing to improve relations with the West seemed the only way out. Gorbachev
knew that long-term problems were creating unusually high military expenses
for the USSR, and he tried to stem their growth. This decision led to a new
tone in negotiations over limiting strategic arms, obvious in the summit
meeting in Reykjavik (October 1986) between Gorbachev and U.S. president
Ronald Reagan. However, until 1988, arms limitation was tied to a strategic
choice: the long-term future of economic growth and military security. With
the start of the foreign debt crisis, the situation changed. Now there was no
choice—the risk of the collapse of the Soviet economic and political system
forced the Soviet authorities to negotiate with the West for financial aid to the
ruined Soviet economy.

Only President Gorbachev’s awareness of the acuteness of the economic
problems in the Soviet Union in 1988 explains his initiative to reduce arms,
which he formulated in December 1988 at the United Nations, the Soviet
agreement to an asymmetrical troop reduction in Europe, and the agreement
on medium-range missiles that was practically identical to what NATO had
proposed.'®

The new tactics were evident in the negotiations between Gorbachev and
President George H. W. Bush in Malta (November 1989). Gorbachev’s ami-
ability and willingness to make arms concessions was not related so much to
a desire to lower the burden of military expenditures. That was strategically
important but politically difficult. It would take time for the reduction in mil-
itary spending to influence the economic situation in the USSR. Something
else was of critical significance for the Soviets: the willingness of the United
States and its allies to support government loans to the USSR, loans from the
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IMF and World Bank. For the Soviets, this was fundamental. In order to
improve their chances of getting the money, they provided informal assur-
ances that the USSR would not use force to maintain its political control in
Eastern Europe.!!

Gorbachev is the best judge of how much these promises reflected his own
convictions. However, even if the Soviet leader had been a consistent foe of
the West who was not prepared to commit political suicide by implementing
a serious anti-crisis program, he would have been forced to follow a similar
line with the West. It was determined not by personal preference but by the
country’s economic and political situation.

The Price of Compromise

The Western partners in the negotiations understood the situation in which
the Soviet Union found itself and how dependent it was on politically moti-
vated loans. This lent the dialogue a different tone. As long as the main prob-
lem had been regulation of the arms race and the two sides had military and
political parity, they were prepared to continue lengthy and tortuous negoti-
ations, negotiations as equals. Now, with the Soviet leadership asking for eco-
nomic aid, there was no trace of equality left.'? That is the way of the world.
Crude errors in economic policy, including those made decades earlier, and
the unwillingness to pay the political price domestically to fix them, led to for-
eign policy concessions. Now the Soviet leadership had to play by the rules
imposed on them when dealing with important political issues.

They had to forget about using force to maintain political control in the
Eastern European part of the empire. Any steps in that direction would end
their hope of getting large-scale economic aid. There had long been an un-
spoken mutual understanding that Eastern Europe was in the Soviet sphere
of interest and that no matter how outraged Europeans and Americans were
by military intervention in that region NATO member countries were not
prepared to interfere. This mutual understanding was an important factor in
the USSR’s continued control there. After the events of 1968 in Czechoslova-
kia, force was no longer used. But everyone knew that the Soviets were pre-
pared to use it again if necessary.

The unrest of 1980-81 in Poland, when the Soviet Party leaders pondered
whether to send troops to suppress the workers’” movement there, while
continuing the war in Afghanistan, was the first time that they confronted
the issue of how far they would go to preserve the empire.'* The question
was not raised publicly, only discussed in confidence. The Polish regime was
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encouraged to solve the problem itself by introducing martial law. The Soviet
decision to withdraw troops from Afghanistan, the inevitability of which
was obvious to the political and military leaders by the fall of 1985, could
have raised doubts about the Soviet willingness to use troops to save the
Eastern European part of the empire. But no clear answer to that question
emerged.

The unilateral reduction of Soviet armed forces, including the withdrawal
of 50,000 Soviet soldiers from Eastern Europe, was a clear signal to the East-
ern European societies that this meant the end of the Brezhnev doctrine, the
doctrine of limited sovereignty with the Soviet Union prepared to use force
to maintain control over its satellite states.

From late 1988 and early 1989, when the society and the political elite of
the Eastern European countries saw that the USSR would not use force
because of its economic dependence on the West, the fall of the Eastern Euro-
pean part of the empire was merely a question of form and time. In April
1989, negotiations began between the Polish government and Solidarity on
the conditions for free parliamentary elections. Two months later, Solidarity
dealt a crushing blow to the pro-Soviet regime and won full control of the
lower and upper chambers of the parliament.

Without the support of Soviet military power, even President Ceausescu’s
unconditional willingness to use force against his own people in Rumania did
not save his regime. It was only two months from the Malta summit (Novem-
ber 1989), when Gorbachev unofficially assured Bush that Soviet forces would
not take part in military actions in Eastern Europe, until the collapse of the
rest of the Eastern European empire.

As usually happens, once an empire starts to crumble, the process goes
faster than expected. In September 1989, the Central Committee was certain
that the Polish government would not be raising the question of leaving the
Warsaw Treaty Organization.!* Soon after that, there was no point in even
raising the question since the Warsaw Pact no longer existed.

The economic price paid by the West for the USSR to give up control over
Eastern Europe was not high: credits and grants to the FRG for an agreement
to unite Germany, Italian tied credits, American grain credits—not a lot for
the result. The USSR was in no position to impose conditions. The main thing
was to get large credits and stabilize the economy.

The Western nations had more in mind for the USSR than controlling its
behavior in Eastern Europe. They kept telling the Soviets that if they wanted
economic aid they had to observe human rights and not abuse power. But
what did such recommendations mean for a political and economic system
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based on the unlimited use of force against its own people for stability?!> They
were tantamount to a demand for its liquidation.

Baltic politicians who had called for a restoration of independence after the
Molotov-Ribbentrop Pact of 1939 got a clear signal from the United States: if
you proclaim independence, America can do nothing to protect your sover-
eignty and will not recognize the new governments. But the United States also
informed the Soviets that forcefully suppressing independence movements
in the Baltic states would do irreparable damage to relations with the West.!
In simple language it meant, if you use repression, forget about money from
the West.

Revelations about the past showed that the USSR had even more complex
problems than other disintegrating empires. The latter had the rights of the
conqueror as their source of legitimacy. To maintain its power, the USSR
would have to appeal to Communist ideology and historical tradition. Glas-
nost, which provided public access to information about the treacherous
regime and how it was formed, undermined what remained of the Soviet
Union’s legitimacy. As soon as the Soviet leadership allowed the truth to be
told about its own history, the Soviet empire was doomed.

The Crisis of the Empire and the Nationality Question

As usually happens in authoritarian multinational states, the liberalization
of the regime and the introduction of democracy led to the political mobi-
lization of forces prepared to exploit nationalist feelings. In the USSR, the
groups who suffered repression based on their ethnicity included the Korean,
Kurd, Nenets, Karachaev, Kalmyk, Chechen, Ingush, Balkar, Crimean Tatar,
Greek, and Meskhetian Turk peoples.'” We can imagine the ethnic tensions
and long-term problems (hidden until then) that were created by their
repression.'® In the absence of democratic traditions, slogans appealing to
national history and interests and desires for revenge were an effective tool
in political struggle. The events in the USSR in the late 1980s and early 1990s
were no exception.

In the early years of his administration Gorbachev did not appreciate the
explosive nature of interethnic relations and believed that the nationality
question in the USSR had been resolved. His own words reveal the degree to
which he had no understanding of the issues and the problems that could
arise with liberalization: “If the nationality question were not already settled
in principle in our country, then there would not be the Soviet Union as it
now exists in social, cultural, economic, and defense relations. Qur state
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would not have survived if there had not been a true equalization of the
republics, if there had not been a community based on fraternity and coop-
eration, on respect and mutual aid.”" This political error is an example of a
leader believing official propaganda and ignoring the reality. He might have
recalled that the mass protests in Georgia on March 4-9, 1956, the first post-
war open manifestation of political protest in the USSR, came almost imme-
diately after Khrushchev’s liberalization of the regime. Approximately 30,000
people took part. On March 9 troops fired on them, killing thirteen people,
and another eight of the sixty-three wounded died subsequently. That same
day there were other clashes between protesters and troops that left wounded
and dead victims.?

The risks of interethnic conflict in a multiethnic state with a totalitarian
regime at the first sign of liberalization were demonstrated by the events of
1986 in Alma-Ata. Students rioted with nationalistic slogans. Approximately
10,000 people took part. They were protesting the appointment of a Russian,
Gennady Kolbin, as first secretary of the Central Committee of Kazakhstan.
The Soviet leadership, feeling no compunctions yet about the use of force,
quickly put down the riots.?! Almost 8,500 people were detained, and approx-
imately 1,700 were wounded.?? Despite the harsh treatment of the student
rioters, Moscow showed the first signs of weakness afterward: the decision to
appoint Kolbin was repealed and a Kazakh was appointed instead—Nursul-
tan Nazarbayev.

With glasnost, the newspapers and magazines were filled with articles
about national oppression, economic exploitation, and destruction of the
environment in their regions. As had happened in Yugoslavia, these topics
were actively discussed in the mass media of the republics that were the linch-
pins of the empire, respectively the Russian Socialist Federated Soviet Repub-
lic (RSFSR) and Serbia. The topic of the oppression of Russians in the USSR
in 1988-89 was as vocally presented as the theme of discrimination against
Serbs in Yugoslavia in those years.

In trade with other republics only Russia, Belorussia, Azerbaijan, and
Georgia had a positive trade balance. The data on the balances of inter-
republic trade and foreign trade in world prices for 1989-91, calculated
by Alexander Granberg and Viktor Suslov, were no secret either (see
table 6-3).

Naturally it would be wrong to conclude that Russia and Turkmenistan
were the only donors in the Soviet Union to the other republics and that
the dissolution of the USSR and a transition to trade at world prices would
improve their economic situation. But these topics were useful tools in
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TABLE 6-3. Balance of Inter-Republic and Foreign Trade Volume
in World Prices, 1988

Billions of rubles

Republic Inter-republic trade Foreign trade Total
Russia +23.88 +6.96 +30.84
Ukraine -1.57 -1.32 -2.89
Kazakhstan —5.94 —0.64 —6.58
Belorussia -1.59 —0.46 -2.05
Uzbekistan -2.63 +0.09 -2.54
Azerbaijan —-0.24 -0.21 —-0.45
Lithuania -3.33 —0.36 -3.69
Georgia -1.61 -0.30 -1.91
Moldavia -2.22 -0.41 -2.63
Latvia —0.99 -0.32 -1.31
Armenia —1.06 —0.31 -1.37
Kirgizia —-0.54 —-0.52 -1.06
Estonia —1.06 —0.24 -1.30
Tajikistan -1.20 +0.08 -1.12
Turkmenia +0.1 —-0.06 +0.04

Source: A. G. Granberg, “Ekonomicheskii mekhanism mezhrespublikanskikh i mezhregional’nykh
otnoshenii” [The Economic Mechanism of Inter-Republic and Interregional Relations], Ekonomika i organizat-
siia promyshlennogo proizvodstva, no. 9 (1989); V. 1. Suslov, Izmerenie effektov mezhregional’nykh vzaimodeistvii:
modeli, metody, rezul’taty (Novosibirsk: Nauka, 1991); A. Granberg, and V. L. Suslov, “Mezhrespublikanskie
ekonomicheskie otnosheniia nakanune raspada SSSR” [Inter-Republic Economic Relations on the Eve of the
Collapse of the USSR], Regional’noe razvitie i sotrudnichestvo, no. 0 (1997): 17-25.

the hands of people who exploited the theme of oppressed Russians in
the USSR.

By the summer of 1988 there were strong nationalist movements in the
Baltics, Armenia, and Georgia. This wave quickly spread throughout the
Soviet Union. As usual, the energetic leaders of national movements found
outside enemies. The leaders of the national movements in Armenia and
Azerbaijan did not have to look hard to find the enemy in each other. The
same held for the leaders of national movements in Georgia, Abkhazia, and
Ossetia. The list could be continued.

A sequence of ever more bloody clashes and pogroms unfolded. Some
turned into military action, revealing the contradictory position of the Soviet
leaders, particularly Gorbachev. Having started the process of democratiza-
tion, he opened the way to the development of national movements, many
of which wanted independence from the USSR. At the very least, in the
Baltics and Georgia victory in democratic elections of forces for indepen-
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dence was a given. The Sajudis Association, which wanted independence for
Lithuania, won election to the Supreme Soviet of the republic on February 25,
1990. This cleared the way for independence movements in other republics.
From a memorandum to the Central Committee on the problems of inter-
ethnic conflict:

The acuteness of interethnic relations in the country has led to widespread
forced migration. More than 600,000 people have left their homes. In a num-
ber of regions this process has become irreversible. On the whole, the prob-
lem of refugees is affecting eight Union republics and half the regions of the
RSFSR, where they moved on their own or were brought in an organized way.
More than 60 million people, including 25 million Russians, live outside the
borders of their national regions. However, the problem of forced migration
will affect not only the Russian population; its political and socioeconomic
ramifications will touch the fate of millions of people of all nationalities who
live in our country. . . . Work has been done, and more than 400,000 people
have been given temporary housing, more than 100,000 have new jobs, and
the needy have been helped with clothing and shoes. However, these measures
are incommensurate with the scale and urgency of the problem.?

Gorbachev could have stopped the process only by employing force and
repression. Instead, the wave of national liberation movements continued
into other regions, including Ukraine. By September 1989, Ukraine, the sec-
ond largest republic in the Soviet Union, was experiencing an overt national-
ist movement. The firing of First Secretary of the Ukrainian Communist Party
Vladimir Shcherbitsky, mass rallies by Ukrainian Catholics, and the First
Congress of Ruh, a political movement wanting independence for Ukraine,
made it a political reality.?* That development was unacceptable to the major-
ity of the Soviet administrative and political elite. However, the use of force
would not only have undermined Gorbachev’s authority as a democrat and
liberator and the base of his political support that allowed him to stand up to
the resistance to the new reforms; it would also have reduced his image in the
eyes of the West.

Preserving the empire without using force was impossible; holding on to
power without preserving it was impossible as well. Using mass repression
would obviate the possibility of getting large, long-term, politically motivated
credits that would at least postpone the looming state bankruptcy. The eco-
nomic catastrophe that would follow the revelation that the path to Western
money was blocked guaranteed the loss of power for the entire Communist
leadership. This combination of circumstances is the basis for what might



DEVELOPMENT OF THE CRISIS IN THE SOCIALIST SYSTEM

otherwise first seem to be odd behavior on the part of the Soviet regime in
1989-91.

In the 1980s, demographic changes, including an increase in the number
of non-Slavic young people, aggravated the problems in the army. Other ter-
ritorially integrated empires had faced similar problems. The officer corps
remained primarily Slavic. But the rank-and-file was made up more and more
of young men from non-Slavic groups, mostly from the Central Asian
republics. While the elite units (strategic missile launch, paratroopers, air
force, part of the navy, and the KGB troops) were mostly Slavic at the service-
man and sergeant levels, the land troops (tank, motorized infantry, and
artillery) became less Slavic. In these conditions, it would be difficult to hope
that multiethnic units would effectively suppress riots, particularly in regions
that the soldiers considered close ethnically and culturally. The authorities
would have to rely on the elite corps. But their number was limited. In addi-
tion, the use of force inevitably deepens the conflict between the ethnic pop-
ulace and the metropolis.?

The military did use force during the unrest in Tbilisi in April 1989,
though at the time the political leadership denied that it had ordered the
move.?® Such statements created even greater hostility and mistrust, and
the army, which was blamed, became more reluctant to be the scapegoat
time after time. This was seen in Fergana in May—June 1989, where there
was a wave of pogroms against the Meskhetian Turks. The army command
would not act until given direct and unambiguous orders to stop the riots.
The political leadership hesitated. Thousands of people became victims of
the paralysis of will and the absence of urgent action to restore peace and
protect the citizenry.?

Loss of Control over the Economic and Political Situation

In 1989-90, the Union leadership lost even more control over the country’s
fate. The mounting economic difficulties, the shortages in the consumer mar-
ket, and the expanding list of items that were available only through rationing
undermined the legitimacy of the regime and ensured mass support for anti-
Communist agitation. This sentiment was particularly evident in the capitals,
Moscow and Leningrad, and in the large cities. Secretary of the Central Com-
mittee Vadim Medvedev described the political results of the first semi-free
elections, which took place in the spring of 1989: “In the course of the elec-
tions to the Congress of People’s Deputies of the USSR, 32 of the 160 first sec-
retaries of regional party committees lost. . . . In Leningrad, not a single Party
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or Soviet leader of the city and region was elected, not a single member of the
bureau of the regional committee, including the first secretary and even the
commander of the military okrug (district). In Moscow, most Party workers
lost, and 90 percent of Muscovites voted for Yeltsin.”?® Party leaders lost in
the Volga region, in the Urals, Siberia, the Far East, southeastern Ukraine, the
Baltics, Armenia, and Georgia.

Crime was increasing. In the first half of 1990, 1,514,000 crimes were
reported in the Soviet Union, 251,000 more than in the same period a year
earlier. Crimes involving guns had gone up by almost a third. The number of
robberies was growing rapidly.? The state was losing its ability to ensure law
and order.

The formality of electing directors and switching from the state plan to
state commissions while keeping strict political control would merely have
perpetuated the system of administrative control of the economy. Instead, the
weakening of the regime made it possible for enterprises to exercise greater
independence. Managers could ignore directives from the authorities. But the
retention of fixed prices for products of state enterprises and free products
produced by co-operative enterprises created the conditions for a massive
semilegal redistribution of resources into private hands.

Contradictory decisions by Union, republic, oblast, and local authorities
gave the enterprises freedom to maneuver. The fundamental trait of the
socialist economy was manifest yet again: it can work only under a harsh
political regime, and without this, it falls apart.

The resolution of the Congress of People’s Deputies of June 9, 1989,
demonstrates the unique nature of a society that did not have the experience
of democracy but was no longer ruled by an authoritarian regime. It notes the
problems related to the disarray of the financial system, the unbalanced mar-
ket, and the shortages of consumer goods and services. After stating this, the
authors nevertheless propose an immediate rise in minimal pensions for
the elderly, an increase in pensions for the most severely disabled, an end to
the limits on pensions for all pensioners and invalids working in agriculture,
no matter their wages, and so on.*

The weakening of power and loss of political control gave rise to compe-
tition among Union and republican administrations to see who could do
more to destroy the fiscal system of the USSR. In January 1991, the Supreme
Soviet of the USSR decided to centralize payments for social welfare ser-
vices at the expense of the Union budget and other sources in the amount of
47.6 billion rubles, including 2.5 billion rubles to increase aid in child care
to the level of the minimum wage; 8.2 billion rubles for payments of monthly
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aid at 50 percent of the minimum wage for every child between the age of
18 months and 6 years; 0.7 billion rubles for a one-time payment of triple the
minimum wage for the birth of a child; 19.7 billion rubles to implement the
new pension legislation; an additional 2.1 billion rubles for medicine and
other health needs; 2.6 billion rubles for additional measures to improve
health care and to improve the material well-being of people living in areas
of fallout from the Chernobyl disaster; 1.6 billion rubles for stipends for all
honor students; 2.2 billion rubles to increase income in connection with the
repeal and decrease of the income tax; 2.5 billion rubles to raise wages for peo-
ple working in culture, health, social services, and education; and 1.7 billion
rubles to set new tariffs and a wage structure for workers in nonmanufactur-
ing branches where they had not yet been introduced.

Where that money was going to come from in view of the budget crisis
did not worry the Soviet Union any more than it did the Russian Federation
leadership. The Congress of People’s Deputies of the RSFSR decided to use
no less than 15 percent of its revenues to support the rural economy and social
development in the villages—the apotheosis of the popular but absolutely
impossible decisions typical of the times.*

In the summer of 1988, the government sent a letter to the Central Com-
mittee about the need to complete pricing reform no later than the first half
of 1989.% By fall it was clear that there was no will to do that. In February
1990, speaking at the Plenum of the Central Committee, Gorbachev said that
the absence of transformation in the pricing system was the main missing link
holding up economic reform. But his tone revealed his uncertainty about tak-
ing that step. He went on: “It is necessary to accelerate the decision on this
problem. The Party retains its fundamental position. The pricing reform must
be done in a way that will not affect the living standards of the public, espe-
cially the poor.”** In July 1990, calling the consumer goods supply difficult
and the consumer market intolerable, he nevertheless categorically refused to
start a transition to a market economy by raising prices, calling the idea
absurd. He wanted to start economic transformation with painless or popu-
lar measures.* Here is an excerpt from his speech:

As a result, the question of prices has become seemingly the most impor-
tant, as if it were the only measure for starting the transition to the market.
We must indicate the priority measures in the transition to the market. No
one is keeping us from starting auctions today of state enterprises, creating
real freedom of entrepreneurship; turning small enterprises and stores over
to be rented, including housing; putting shares and other securities and
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some of the methods of production into the sphere of buying and selling.
We must accelerate the formation of commodity and stock markets, reform
the banking system, bring in a banking rates policy, and create conditions
that allow competition among manufacturers, trade associations, and
small and medium-sized enterprises, especially in the production of con-
sumer goods.*

Nikolai Ryzhkov, chairman of the Council of Ministers of the USSR, respon-
sible for the economy of the country, responded frankly to this: “I must say
that no matter what form of pricing is chosen, we cannot form a market
without pricing reform. The greatest mistake was yet again, as it was in 1988,
showing indecision, postponing this incredibly complex but objectively nec-
essary task ‘for later.””® Later, he still considered the rejection of pricing
reform the greatest mistake made in the period when he headed the govern-
ment. From his memoir:

I am certain: our main error was breaking the chain of reform right there, at
its main link. . . . But the most difficult were the problems relating to pric-
ing reform. Here the interests of the manufacturers, and trade, and every
family were tightly intertwined. The distortions in that sphere had become
unprecedented by 1990! In the past thirty-five years the GDP had increased
by 6.5 times, and the state price subsidies had grown by more than 30 times!
In 1990 the subsidy for grocery items was close to 100 billion rubles, and with
the introduction of new wholesale prices without a review of retail prices, it
would have increased by another 30 percent and constituted one-fifth of all
expenditures in the state budget.

When a decision on pricing reform was crucial for the country, Vyach-
eslav Senchagov, chairman of Goskomtsen (the State Committee on Pricing)
wrote to Ryzhkov in December 1990: “In connection with the new wholesale
and purchasing prices introduced on January 1, 1991, the need for immedi-
ate reforms of retail prices is even more acute. The situation is such that state
spending on the production and sale of all consumer products, including
wine and vodka production and imports, is 20-30 percent higher than the
revenue from selling them. This means that the difference between costs and
income has to be covered by issuing money. The country’s economy cannot
tolerate these distortions in pricing much longer.”*

From a speech by Deputy Chairman of the Council of Ministers Leonid
Abalkin at the Fourth Session of the Supreme Soviet in September 1990: “The
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transition to new wholesale prices and tariffs while keeping retail prices has
led to a negative balance of 110 billion rubles for the budget. Besides that, the
revenue base of the budget required additional funds in the sum of 37 billion
rubles, in accordance with decisions on the standard of living and the socio-
cultural sphere. Thus, in addition to the 58 billion ruble deficit in the current
year, another 190 billion rubles must be added.”*

The draft of the government program for forming a regulated market
economy, prepared in September 1990, characterized the state of the econ-
omy this way: “The crisis in material production is exacerbated by the dis-
order in the state’s finances and currency circulation, the increasing trade and
currency imbalance, and the increase in inflationary processes. ‘Flight’ from
money, agitated demand, the total shortage of goods, and the strict rationing
of purchases in many regions with high growth in commodity turnover all
demonstrate that the present system of distribution relations is close to total
collapse.”!

The acuteness of the situation and the realization by the party leadership
that a financial catastrophe was looming is reflected in the words of Central
Committee Secretary Nikolai Slyunkov, who was responsible for the econ-
omy, at the February Plenum of the Central Committee in 1990: “In four
years, revenues have exceeded expenses on goods, services, payments, and
deposits by almost 160 billion rubles. . . . As a result, the savings in bank
accounts have grown by one-and-a-half times and cash on hand by one-
third. This inflow of money has disrupted the consumer market, washing all
goods off the shelves, creating a certain social tension, and even sowing
doubts about perestroika. Of the 1,200 types of goods, some 1,150 are on the
deficit list. The measures taken by the government were inadequate, ineffec-
tive, and untimely.”*

The Currency Crisis

The parallel growth of Russian grain purchases and grain prices on the world
market led to a speedy increase in hard currency expenditures. By 1988, grain
purchases grew to $4.1 billion (from $2.7 billion in 1987).%

The minister of Foreign Economic Relations of the USSR wrote to the
chairman of the State Foreign Economic Commission of the Council of Min-
isters of the USSR, Stepan Sitarian, in April 1990: “Today a number of for-
eign firms . . . have already stopped shipping goods to the USSR, and ships
loaded with grain and forage have been lying idle in ports awaiting solution
of the issue.”*
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One would expect this catastrophic situation to rouse the Soviet leaders to
consider a general reduction in hard currency spending. Not in the least. Even
in these conditions, they could not refrain from financing large-scale foreign
policy activity. In December 1989, Valentin Falin, head of the International
Department, wrote to the Central Committee:

The International Fund to Aid Left Workers’ Organizations has for many
years been supported by voluntary contributions from the CPSU and other
Communist parties of socialist countries. However, since the late 1980s
the Polish and Rumanian comrades, and in 1987 the Hungarians too, have
stopped participating, citing financial difficulties. In 1988 and 1989 the
Socialist United Party of Germany, the Communist Party of Czechoslovakia,
and the Communist Party of Bulgaria refused to pay the expected dues, with-
out explanation, and the fund was formed wholly on contributions from the
CPSU. In 1987 the three named parties together contributed $2.3 million,
approximately 13 percent of the total contributions. The CPSU share in 1989
was set . . . at 13.5 million hard currency rubles, which at the official exchange
rate equals $22,044,673. In 1989 the fund helped seventy-three Communist,
worker, and revolutionary-democratic parties and organizations. The total
sum was $21.2 million, of which $20.5 million has been given to the parties.
The parties, which for a lengthy period have received regular support from
the fund, appreciate this form of international solidarity very highly, feel-
ing that it cannot be replaced by any other form of aid. Most of these parties
have already submitted requests for aid in 1990, and some are asking for sub-
stantially more. We believe it worthwhile to maintain the CPSU contribution
to the International Fund to Aid Left Workers’ Organizations for 1990 at
approximately the level of this year, $22 million.*

In August 1990, under pressure from currency problems, the Soviet gov-
ernment decided to reduce payments from the Union budget in the second
half of 1990 for unreimbursed aid to foreign states of more than 600 million
rubles.* But even this was not enough anymore to manage the situation with
hard currency reserves.

As the crisis unfolded, the tone of intergovernmental correspondence
became more irritable: “The defaulted debt of the Union foreign economic
associations that are part of the ministry’s system as of October 1, 1990, to
West German companies is 243.9 million rubles, including for rolled and
sheet metal, and pipes of ferrous metal—50 million rubles; machinery and
equipment—31.4 million; licensing and auxiliary equipment—25.9 million;
nonferrous metals and concentrates—10.4 million rubles.”’
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And from another letter:

Because of the delays by Vneshekonombank in opening letters of credit, the
tankers K. Fedko and E. Titov are lying idle in the ports of Rotterdam
(25,000 tons of rapeseed oil) and Surabaya, Indonesia (15,000 tons of palm
stearin). . . . Contracts for the full amount have been signed with foreign
firms. They are prepared to unload, however they will not confirm this until
the payments for previous deliveries are made in the amount of 97.8 million
rubles and the letters of credit for the new contracts have been received. . . .
Vneshekonombank (Comrade Alibegov, T. I.) is not reacting to our repeated
requests to open letters of credit.*®

Given the situation of Vneshekonombank itself in the currency crisis,
Alibegov’s failure to respond is not hard to understand. Viktor Gerashchenko,
chairman of Gosbank, and Yuri Moskovsky, chairman of Vneshekonombank,
wrote to Ryzhkov:

At the present time, the unpaid debt of Soviet foreign trade organizations for
imports implemented according to the government’s plan is approximately
3 billion rubles. Given the debt of numerous foreign trade associations, this
commercial failure to pay formally does not cast doubt on the country’s
creditworthiness. Yet this could be the direct consequence of Vneshekonom-
bank’s failure to fulfill its obligations on the guarantees given in its name at
the request of the government of the USSR. It must also be borne in mind
that the total sum of these obligations is at present more than 5 billion
rubles.*

The realization that Vneshekonombank could not pay outstanding debts
did not make the leadership feel any better. It continued to receive more wor-
risome reports of the effect of the currency crisis on the economy. Various
agencies sent urgent telegrams:

Despite instructions, Vneshekonombank still has not covered the out-
standing debt of 33.8 million rubles, including 5.6 million rubles for veg-
etable oil delivered in April-May of this year, 6.9 million rubles in late fees,
21.3 million rubles for vegetable oils delivered in October—early November
of 272,000 tons. In addition, letters of credit in the amount of 71.5 million
rubles have still not been opened. . . . In order to avoid ships lying idle and
refusals from the firms to complete the contractual obligations, I ask for
your directive to Vneshekonombank to obey PP-44341 dated November 13,
1990, and an immediate resumption of payments.>
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Despairing of ever getting a reply from Vneshekonombank, the direc-
tors of the associations of the Ministry of Foreign Economic Relations
appealed directly to the government. The chairman of Prodintorg wrote
to Ryzhkov:

The collective of the All-Union Association Prodintorg is forced to address
you personally with an urgent request to resolve the question of payment for
imported products. The association has repeatedly appealed to the govern-
ment on this issue. As of August 15 of this year the association owes foreign
firms 234 million rubles in hard currency. . . . Despite the decision made on
priority payment for imported foodstuffs, Vneshekonombank is not making
these payments, even though the deadlines are here. . . . Because of the pay-
ment delays, suppliers in the FRG, France, New Zealand, and Norway have
announced that they will cease deliveries of animal fats, meat, meat products,
and dry milk. Signed contracts for deliveries of meat and meat products from
Brazil, vegetable oils from Malaysia and Cyprus, dry milk from Holland, and
butter from Sweden have been canceled. Other consignments of food prod-
ucts are under threat of cancellation. . . . The noncompliance with govern-
ment decision and plans on food imports for 1990 may have unintended
consequences domestically. These products were to be sent to Moscow and
Leningrad, to the coal mining areas of Kuzbass and Vorkuta, to the gas fields
of Tyumen, the republics of the Transcaucasus, and other major industrial
centers. Stopping deliveries to these regions will inevitably cause a sharp
increase in social and political conflicts.!

As the import debt grew, the problems became more acute. Vorontsov
wrote to Sitarian again: “In accordance with the request of March 10, 1990,
the Ministry of Foreign Economic Relations reports that as of April 5, accord-
ing to our data, Vneshekonombank has held up payments abroad on behalf
of the foreign economic associations in the amount of 656 million rubles in
hard currency. . . . Companies from the FRG (Mannesmann and others) par-
ticipating in the Ruhrgas Concern are threatening to block our income from
gas deliveries.”? Given the circumstances, such letters could not solve the
problems.

By the fall of 1990, the Soviet government was speaking openly about
the catastrophic international economic situation. Yuri Maslyukov spoke at
the Fourth Session of the Supreme Soviet of the USSR on November 26, 1990:
“The situation in the foreign economic complex is close to an emergency: on
one hand, we must fulfill our obligations on the country’s debt (this has
grown to a huge amount, 9 billion rubles); on the other hand, the situation
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TABLE 6-4. Coal Production in the USSR, 1988—90

Million tons

Year 1988 1989 1990 1991

Coal production 772 740 703 629

Source: For data before 1991 see Narodnoe khoziaistvo SSSR v 1990 g. [USSR National Economy in 1990]
(Moscow: Finansy i statistika, 1991); for 1991 USSR data see Ekonomika SSSR v ianvare-sentiabre 1991 g. [USSR
Economy in January—September 1991] (Moscow: Information and Publishing Center, 1991); for 1991 Russian
Federation data see Kratky statistichesky biulleten za 1991 g. [Concise Statistical Bulletin for 1991] (Moscow, 1992).

has been complicated by a drop in oil production, lumber production, and
cotton harvest—these products have been our main source of hard currency
for a long time.”

From Crisis to Catastrophe

In 1989 industrial production stopped growing. It began falling in 1990. Coal
production fell as a result of the miners’ strike (see tables 6-4 and 6-5). The
fall of coal production, including coke, led to a reduction in metallurgical pro-
duction. This was one factor in the drop of industrial production as a whole.
Yet the demand for consumer products continued to grow. The chairman of
Gosbank wrote to the Supreme Soviet in September 1990:

In a number of regions food products are available only by coupons—
rationing for sugar, meat, butter and oil, tea, buckwheat, and pasta. . . . The
situation on the domestic market in 1990 has grown worse not only because
of the high rate of income growth, but also as a result of changes in the behav-
ior of consumers who, in expectation of higher retail prices and in response
to suggestions by some economists that there is a need for money reform or
“freezing” assets on deposit, are trying to use up their cash—stockpiling at
home and buying excessive amounts (rather than their usual). This increases
the pressure on the consumer market. We apparently will not be able to over-
come this before year’s end. In the nine months of 1990, savings in organized
forms and cash on hand has increased by 47.3 billion rubles over the 38.4 bil-
lion rubles in the corresponding period of 1989, and on the whole for 1990 by
72.8 billion rubles from 61.9 billion rubles in 1989. . . . After approval by the
Supreme Soviet of the plan for balancing the income and spending of the pop-
ulation, a number of measures were passed, whose realization is leading to an
inevitable increase in income against the planned calculations: measures to
stimulate state purchases of grain, which will lead to higher wages in agricul-
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TABLE 6-5. Coal Production in the Russian Federation, 1988-90

Million tons

Year 1988 1989 1990 1991

Coal production 425 410 395 353

Source: For data before 1991 see Narodnoe khoziaistvo Rossiyskoi Federatsii v 1990 g. [National Economy of
the Russian Federation in 1990] (Moscow: Republican Information and Publishing Center, 1991); for 1991 data
see Kratky statistichesky biulleten za 1991 g. [ Concise Statistical Bulletin for 1991] (Moscow, 1992).

ture; an income tax and a gradual decrease in taxes on bachelors, singles, and
small families (from June 1, 1990); increasing stipends (from September 1,
1990), introducing additional benefits in pensions (from October 1, 1990)
and social security for families with children (from December 1, 1990). These
measures alone will increase income in the second half of 1990 by 9 billion
rubles.>*

That all these measures would have to be financed using the printing press is
clear to anyone who makes such decisions.

The first deputy chairman of Goskomstat, Igor Pogosov, wrote to the
Council of Ministers in November 1990 that the deficits in the marketplace
were becoming more serious and that near-riot demands were taking place.
The increase in purchasing was a reaction to the devaluation of the ruble. He
focused attention on the fact that the reduction in imports in the second half
of 1990 was having an impact. Imports had increased in the first half of 1990
by 11 percent but had fallen by 17 percent in the third quarter, and were down
25 percent by October; Pogosov noted that reserves of foodstuffs had dwin-
dled by 29 percent over ten months, and almost all forms of food had joined
the list of deficit items from August to October. The public was having diffi-
culty buying meat and meat products even at the higher prices charged in co-
operative stores. Price increases continued in kolkhoz markets. In June, as
compared to the same period the year before, they were up 27 percent and in
October, 38 percent. Only 73 percent of the plan to supply meat to Leningrad
was met in nine months, and only 60 percent for Moscow. In mid-1990, of
160 items for domestic consumers, not a single one was freely available.5

“Extraordinary Efforts” instead of Reforms

In the spring of 1990, during yet another round of discussions about a pro-
gram of economic reforms, Gorbachev was unable to decide between the
more radical program proposed by Nikolai Petrakov and the more moderate
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one written under the direction of Leonid Abalkin. He put off his decision.
Nevertheless, the situation demanded action. The fact that no more delay was
possible was the dominant theme of public discourse in April and May of
1990. The government’s proposal to overcome the economic crises, intended
to reduce the budget deficit and balance the consumer market, was presented
for discussion at the Presidential Council and Federation Council on April
17-18, 1990.% In May 1990, the Ryzhkov government presented a five-year
program for transition to a regulated market economy. Its first step was to be
atripling of bread prices beginning July 1, 1990. Higher prices for other foods
were to begin on January 1, 1991.

VTsIOM informed the chairman of the Council of Ministers that its poll
in May 1990 showed that 56 percent supported a move to the market, but
60 percent felt that it would not bring positive results in the short term and
might even provoke a political crisis.”” A later poll in December showed that
56 percent of the population considered the economic situation critical and
37 percent not good. The majority of respondents saw 1990 as a harder year
than the previous one. When asked what the Soviet Union could expect in the
next few months, 70 percent responded that they thought things would get
worse. More than half (54 percent) thought an economic catastrophe possi-
ble in 1991, 49 percent thought there would be mass unemployment, 42 per-
cent predicted hunger, and 51 percent disruptions in water and electricity
supplies. Seventy percent thought that their material situation had worsened
over the previous two or three years. The main issues worrying people were
survival, getting food and daily necessities for the family, higher prices, and
the devaluation of money. Most of all, the citizens of the USSR were worried
by the sharp decline in food supplies and the disappearance of soap, clothing,
fabrics, shoes, and other everyday items from the stores.”® Asked in early 1991
when the Soviet Union would emerge from the crisis, 45.8 percent replied that
it would not be before 2000, and 12 percent thought never. The main prob-
lems of the Soviet economy according to 60 percent of the respondents were
deficits, lines, and poverty. At the end of 1989, 52 percent had fully approved
of what Mikhail Gorbachev was doing. His approval rating fell to 21 percent
by the end of 1990. In 1988, 55 percent had responded that they thought he
was the “man of the year.” In 1990, only 12 percent thought so0.%

The acts of the First Congress of People’s Deputies undermined fear of the
authorities and started to erode the regime’s ideological base. This was a seri-
ous blow to the linchpin of the socialist economic system—faith that the
regime could mobilize grain for centralized redistribution using state force if
necessary, a faith that should have been firmly entrenched after 1928-29. The



DEVELOPMENT OF THE CRISIS IN THE SOCIALIST SYSTEM

1989 decision to pay hard currency to kolkhozes and sovkhozes for grain yields
that exceeded the planned harvest was a sign that the regime had lost its abil-
ity to get what it needed by coercion.

In the outline for Gorbachev’s speech of October 8, 1990, at the Plenum
of the Central Committee, the situation was characterized in this way: “The
extremely difficult situation on the consumer market, the serious disrup-
tion in economic ties, the destruction of transport communications, the
sharp decline in state discipline, the sometimes very strident political clashes
over property, sovereignty, separation of competency, and the continuing
rise in crime—all this is evidence that for now the crisis is growing more
profound.”®®

In an interview at that time, Grigory Yavlinsky, then deputy chairman of
the Council of Ministers of Russia, said: “Now we have to learn how to live in
conditions of strong inflation. This is also independent work that requires
high professionalism, where great responsibility and courage are needed. We
must remember: this work does not allow populism or hysteria or political
dependence on anyone.”*!

At a meeting of the Politburo of the Central Committee on November 16,
1990, Gorbachev spoke about the food supply: “I tried to get a complete pic-
ture of the situation in the country in preparation for this session. But there
is no full clarity. I got all the information I could, and I must tell you: extra-
ordinary efforts are needed to create a stable food supply.” First Secretary of
the Leningrad Oblast Committee of the CPSU Boris Gidaspov spoke at that
same session of the Politburo: “The situation is of course very hard. As I drive
to work in the morning I see lines of a hundred, a thousand people. And I
think—someone’s going to smash a store window and the counterrevolution
will begin in Leningrad. And we won’t be able to save the country.”®?

But even the extraordinary efforts the president of the USSR demanded
were not enough. The country’s fundamental fiscal problems could not be
solved with words alone. Action and political will were required. There was
none. The situation on the consumer market continued to deteriorate. Trade
Minister Terekh wrote to Ryzhkov in December 1990:

In eleven months, according to Goskomstat, 21.7 billion rubles’ worth of con-
sumer items did not get to the market, including: food, 4.3 billion rubles, . . .
products of light industry, 6.1 billion rubles, and other nonfood products,
12 billion rubles. . . . We are particularly worried by the supply of animal food
products for residents of Moscow and Leningrad. ... However, because
invoices for the current year have not been paid and because there is a lack
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of hard currency for purchases in the first quarter of 1991, the Ministry of
Foreign Economic Relations cannot guarantee deliveries of food products in
January, which will lead to a disruption in supplies to Moscow, Leningrad,
and other centralized consumer markets. . . . In view of the extremely tense
situation in trade of nonfood items, the Ministry of Trade appealed to the
Council of Ministers for funding to import them in 1991, starting with an
advance purchase in the fourth quarter of this year. The Council of Minis-
ters gave the corresponding order to Gosplan.®

By mid-1990 prices in co-operatives were twice as high as state retail prices,
and kolkhoz prices were three times as high.®

According to Goskomstat, the composite index of consumer prices,
including the black market, was 105.3 percent. The growth of unsatisfied
demand was estimated at 55 billion rubles.®

The privileged supply to the capital cities, Moscow in particular, was also
considered a most important factor in maintaining control over the coun-
try’s political situation. For all the deintellectualization of the Soviet lead-
ership, they did know that the Bolsheviks’ path to power began with food
riots in the capital. By early 1991 the situation in the consumer market was
catastrophic even in Moscow. Chairman of the Executive Committee of the
Moscow Council Yuri Luzhkov wrote to Prime Minister Valentin Pavlov in
February 1991:

All of the nonfood items available for sale in Moscow are worth 5.1 billion
rubles, or 42 percent of last year. Moscow’s share of imported goods in fab-
ric, clothing, and shoes was 55 percent annually; this year imports will be
reduced by 75 percent. But even this has not yet been confirmed. . . . In this
situation we cannot even organize a quota supply for the populace. In view of
the above, the Moscow Executive Committee asks you to consider and reply
positively to the request to supply Moscow with nonfood goods and to buy
imported goods, particularly everyday items, especially for the capital.*®®

In large cities other than the two capitals, the situation was even more dire.
The Presidium of the Nizhny Novgorod City Council of People’s Deputies
wrote to Gorbachev in December 1990: “Esteemed Mikhail Sergeyevich! The
situation with food supplies for the populace in Nizhny Novgorod has
reached a nadir. The funds we are allotted are not enough to supply necessary
products at the most basic levels for residents such as children, pregnant
women, and nursing mothers. In the state stores, besides items sold by quota,
there are almost no groceries. Thus the city is heavily indebted to its residents
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for the coupons they present expecting meat, granulated sugar, animal and
vegetable fats, and so on.”®’

The example of the miners, who at least got lip-service redistribution of
consumer goods in their favor, affected workers in other vital sectors, partic-
ularly oil and gas. A letter from Nikolai Trifonov, head of the labor union in
Tyumen, to Ryzhkov and Stepan Shalaev, chairman of the All-Union Central
Council of Trade Unions, printed on March 10, 1990, in the newspaper Tyu-
menskaya Pravda, warned: “If the numerous unanswered appeals of the oil
and gas collectives to the Central Committee and government are not
responded to by April 1, the collectives are prepared to stop the work of the
oil and gas enterprises.”® The result of the ultimatum was a decision to give
part of the production to the enterprises to sell domestically and abroad. This
reduced the already low amount of hard currency income the state had at its
disposal.

From an address of the Supreme Soviet USSR to the Soviet people about
raising retail prices: “There is a critical situation in supplying the people with
bread and bread products. . . . In 1989, around 40 percent of the country’s
demand for grain was covered by income from exports. This means that for
every kilogram of bread consumed one-third of its cost requires spending
hard currency.”®

The currency crisis also affected industry. The directors of the Kuibyshev
Metallurgical Association VILS, the Stupin Metallurgical Combine, the
Belokalitvinsky Metallurgical Plant, the Kamensk-Ural Metallurgical Plant,
the Krasnoyarsk Metallurgical Plant, and the plant for light alloys of the Min-
istry of Aviation Industry wrote to Gorbachev in October 1990:

The inadequate supply of primary aluminum has led to a stoppage in a num-
ber of rolling shops at metallurgical plants. In the nine months of 1990 we are
short 35,000 tons of primary and 15,000 tons of secondary aluminum. In
October 1990 as part of the state order for rolled aluminum, in his telegram
LV-10-172 dated September 9, 1990, Comrade Voronin, L. A., requires the
aluminum plants of the Ministry of Metallurgy to yield 20,000 tons of pri-
mary aluminum for export. This will lead to a stoppage of our rolling facili-
ties and leave workers’ families without means of support. Eighty thousand
customers, metal-working enterprises in various industries, will not get
150,000 tons of rolled aluminum and will not fulfill their plans for consumer
goods in the amount of more than 12 billion rubles. The consequences that
will ensue with the stoppage of the plants cannot be compensated for by prod-
ucts that can be bought with the revenue from selling the aluminum. In view
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TABLE 6-6. Main Economic Development Indicators of the CIS
and Russia, 1991

Rate of annual decrease, in percent

Indicator CIS Russia
National income produced 15.0 13.0
National income used for consumption and savings of which: 16.0 12-13
Accumulation fund 25.0 24-25
Consumption fund 13.0 11-12
Gross national product 17.0 13-14
Volume of industrial production 7.8 3.0
Retail sales 18.3 7.7

Source: Rossiyskaia ekonomika v 1991 godu. Tendentsii i perspektivy [The Russian Economy in 1991: Trends
and Prospects] (Moscow: Institute for Economic Policy, 1992), p. 31.

of these circumstances, we must appeal to you to give the metallurgical
plants of the Ministry of the Aviation Industry primary aluminum for the
1990 state order, work to the workers, and subsistence to workers’ families.
Our appeal to Chairman of the Council of Ministers Ryzhkov did not yield
positive results.”

The words “crisis” and then “acute crisis” were commonly used in 1989,
but by 1991 another word was prevalent: “catastrophe.” From the program
of the RSFSR government on stabilizing the economy and moving to mar-
ket relations: “The republic’s economy is moving closer to the line beyond
which we can no longer speak of an economic crisis but of a catastrophe. . . .
The degree of unmanageability is catastrophic.””! Another word that often
appeared in documents of the period was “extraordinary.” The Resolution of
the Presidium of the Supreme Soviet of the RSFSR of January 25, 1991, was
titled: “On Confirming the Statute on an Extraordinary Commission of the
Congress of People’s Deputies RSFSR on Food.” The analogies with the cir-
cumstances of 1918 are obvious. The title of Presidential Decree of January
26, 1991, no. UP-1380, “On measures to fight economic sabotage and other
economic crimes,” is very telling for people who are familiar with the eco-
nomic realities of 1917-21. Production continued to fall (see table 6-6), most
rapidly in fuel sectors. The reduction of fuel production from 1990 to 1991
was 6 percent, including oil at 10 percent (in Russia, 11 percent), and coal
at 10 percent (in Russia, 11 percent).

Oil production was down sharply: in 1988 it was 568 million tons in Rus-
sia, and in 1991, 461 million tons were expected. Thus, in just three years, oil
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production went down almost 20 percent. And the rate increased with each
year (in 1991 it was 55 million tons for Russia). The level of oil production in
the CIS (Commonwealth of Independent States) and Russia in 1991 corre-
sponds to that in the mid-1970s. The primary reasons for the drop in produc-
tion were exhaustion of numerous old deposits and delays in introducing new
production methods because of a sharp reduction in financial and material
and technical resources for the development of the sector.”

The development of the oil-extraction industry was characterized by a high
degree of exhaustion of highly productive deposits, a deterioration of the
structure of the raw materials base, and a reduction of debits of new and active
oil wells, a rise in water present in the oil, growing lack of equipment and
materials, significant wear and tear, and destruction of the ecology.

The proportion of inefficient oil wells grew. At the start of the twelfth
five-year period it was 34 percent, and in the main oil region, Tyumen oblast,
44 percent, but by the start of 1991 it was, respectively, 45 percent and 57 per-
cent. This was due to the reduction in the proportion of high-yield deposits
(down from 88 percent at the early stages of exploitation to 25 percent) and
the near exhaustion (more than 60 percent) of the high-yield wells.

Domestic consumption of oil and petroleum products in Russia and the
CIS in 1991 did not change significantly, because exports were reduced by half.
In 1991 the drop in coal production that had begun in 1989 accelerated. In
1991 coal production in Russia was 352 million tons, 11 percent below 1990.7

The growing deficit of consumer goods and decline in production
occurred against the backdrop of the government’s obvious inability to man-
age the economy. Alexander Vlasov and Ivan Skiba, department heads in the
Central Committee, wrote to the Central Committee in March 1991: “Even
as the Central Committee and the government get repeated requests from
Sverdlovsk, Perm, Chelyabinsk, Kemerovo, Irkutsk, and Chita oblasts and
many other regions of the RSFSR, the Caucasus and Central Asian republics
for help with food, the warehouses of sea ports because of an absence of train
cars are filled with 9,000 tons of rapidly spoiling food, 10,000 tons of grains,
coffee, tea, bakery products, and pasta, 179,000 tons of sugar. . . . At the same
time, Azerbaijan SSR, Ivanovo, Novgorod, Nizhny Novgorod, and numerous
other oblasts of the RSFSR have introduced bread rationing.””* The fiscal cri-
sis, the collapse of the consumer market, and the government’s inability to
handle freight flow, even its transport, developed in synergy.

In January 1991, President Gorbachev gave the Union-Republic Hard Cur-
rency Committee until February 1, 1991, to find the hard currency necessary
to import the food and raw materials needed to produce food products.” The
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correspondence on the questions of oil production and accounts holding con-
vertible currency leave no doubt that this order was impossible to fulfill. The
deputy chairman of Gossnab wrote to the government in January 1991:

Already in January of this year the Ministry of the Oil and Gas Industry has
reduced planned production by 3 million tons, and this has brought about
serious disruptions of gasoline and heating fuel deliveries. . . . There is a cri-
sis in production of oils this year. Every year we imported additives for the
production of motor oil. Because Vneshekonombank did not pay the debt to
foreign companies for additives in 1990 and did not give credits for the third
quarter of 1991, production of motor oils for APK, naval, railroad, and avia-
tion transport and other important users has stopped. In addition, the ques-
tion is still not resolved on the imports of oils, including transformer oil for
the electrotechnical industry, for refrigerators, for medical uses, and for
rolling equipment and paraffins that we do not produce in adequate amounts.
To satisfy even minimally the consumer demand and defense needs in gaso-
line and oils will require: (1) increasing crude oil for refining in the first quar-
ter by 4 million tons, that is, up to 116 million tons, by reducing the amount
of oil available for export. If it is impossible to guarantee refined oil in the
first and second quarters in the needed amounts, then the government
must make a resolution limiting supplies (except for agriculture) of auto-
mobile gasoline by 70 percent and diesel fuel by 85 percent of their levels in
1990. . .. (5) [ordering] Vneshekonombank to immediately cover the 1990
debts for additives; [allotting] credits from centralized sources in the amount
of 174.3 million hard currency rubles for advance payment on the purchase
of additives, reagents, raw materials, and lubricants for the first half of 1991
with subsequent compensation from revenues from oil exports.”

In the summer of 1991 the numbers were much lower than the ones that
had seemed catastrophic just a year earlier: “The balance accounts for the
draft resolution use oil and gas condensate production levels adjusted by the
ministries for 1991 of 518.4 million tons as compared to the previously
expected 528.8 million tons, and the supply for refining as 448 million tons
as opposed to 451.1 million tons, and coal production as 633 instead of 641
million tons, including 161.5 instead of 186.9 million tons of coke.”””

The critical currency situation complicated operations in other economic
sectors. Rem Vyakhirev, acting chairman of the board of Gazprom, wrote to
Deputy Chairman Sitarian of the Council of Ministers on June 12, 1990:

In accordance with the export-import plan for 1990, Gazprom is allotted
186,024 million rubles for material and technical support. At the present time,
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there are contracts for foreign firms in the sum of 97,251 million rubles. How-
ever, in view of the lack of hard currency, the debt to foreign firms as of the
end of May is 72.1 million rubles, of which the enterprises of Gazprom had
debt in the amount of 11.8 million rubles. There are still unpaid invoices and
unsigned contracts within the limits for pipes, equipment, spare parts, and
chemical reagents. In connection with this, as the foreign trade organizations
report, deliveries have stopped, halting work and further contracts for equip-
ment and material for the Karachaganaksky and Orenburg gas deposits, the
Astrakhan gas complex, and other gas sites.”

By spring of 1991, the Soviet leadership saw that the currency crisis was
beyond them. Speaking at the Fifth Session of the Supreme Soviet, Chairman
of the Cabinet of Ministers Valentin Pavlov said on April 22:

The country remains dependent on imports, particularly in food, light indus-
try, materials for automobile transport and tractor building. The country is
in fact dependent on foreign creditors. As a result of trade last year we are
debtors of almost every country, even in Eastern Europe—Czechoslovakia,
Hungary, and Yugoslavia. Today they also must be paid in hard currency. The
life of a loan is not endless, naturally. The time has come to pay up. In 1981
we needed 3,800 million rubles in convertible currency to pay our debt and
interest, this year we need to pay 12 billion rubles. Bearing in mind our level
of domestic prices, this is the equivalent of a loss of almost 60 billion rubles.”

From materials of the Central Committee in spring 1991:

Low rates of development of pharmaceuticals, . . . the orientation for a lengthy
period to mass purchase of medications from Comecon countries, [and] the
sharp increase in recent years in demand for pharmaceuticals have led to an
extremely acute situation in supplying our population.

Of the three thousand medications generally used in medical practice, a
third are not manufactured domestically, and the rest require purchases
abroad for almost 40 percent of their demand. In view of the extreme obso-
lescence of our manufacturing capabilities, the quality of domestic pharma-
ceuticals is low.

Purchases abroad of items we lack costs 1.5-2 billion rubles annually.
Because of the current currency difficulties, there is a permanent deficit of
almost every medicine, including the simplest items for first aid. The absence
of Vneshekonombank bank guarantees for payment for 1991 and the unpaid
debt of around 180 billion rubles for last year mean that there are almost no
contracts for future imports.
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Affecting the interests of the entire country, this problem has grown from
a socioeconomic one to a political problem, felt by the state of the society and
leaving a negative imprint on the evaluation of the work of the party and the
government.*

The supply of medicines was just one of many problems that could not be
solved without hard currency. The crisis expanded to other sectors of the
economy as well. In his April 22, 1991, speech Pavlov also said: “This will have
aserious effect on the villages and the social sector: we will not build housing,
hospitals, schools, and roads. The level of consumption of material goods, and
this must be said openly, will go down by at least 15-20 percent per person.”®!

Food supply was the key issue. However, keeping minimally satisfactory
work levels in the agro-industrial complex required resources, including
large-scale supplies of mineral fertilizers. Once again, the lack of hard cur-
rency was the stumbling block. Nikolai Olshansky, chairman of Agrokhim,
wrote to Sitarian: “The State Agrochemical Association (Agrokhim) is
obliged by the state plan and requests of the government to supply goods in
the sum of 486.4 million rubles. As of October 29 of this year, of the chem-
ical products worth 261.7 million rubles supplied thus far, only 117.2 mil-
lion has been paid, and the delays in accounting with the foreign firms are
six to nine months.”®

The delivery of agricultural technology was in a similar situation: “The
production of tractors and agricultural technology in the current period is
held up for the lack of material and technical resources. . . . The decision to
provide supplies for the first quarter 1991 at the levels of first quarter 1990
did not meet the requirements of enterprises since more than 156 million
hard currency rubles’ worth of imported metallurgical, chemical, and other
materials were not purchased for lack of hard currency. . . . The situation is
deleterious for production, leading to unrest in the labor collectives and the
spread of strike talk.”®3

In April 1991 the authors of the action program for the Cabinet of Min-
isters of the USSR to bring the economy out of crisis described the situa-
tion thus:

The main goal for 1991 is to prevent chaos and the collapse of the economy,
to create conditions for stabilization of production processes and the normal-
ization of economic ties. For this it is necessary together with the republics to
liquidate administrative and economic barriers artificially created on the path
to moving goods in a number of regions and republics; to normalize eco-

nomic relations among enterprises and regions; to guarantee deliveries of the
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most important resources, first of all for the needs of the agro-industrial com-
plex and to strengthen its processing sectors for the production of primary
goods to support the export potential. . . . For this, the Cabinet of Ministers
of the USSR in cooperation with legislative and executive agencies will imple-
ment a strict anti-inflationary fiscal and credit policy while simultaneously
liberalizing wholesale, purchasing, and retail prices and providing general
incentives for business activity.?

On the Brink of Default

The currency crisis was becoming more threatening. Ever since mid-1989,
the country had been on the brink of declaring itself insolvent, reported the
head of the Socioeconomic Policy Department of the Central Committee in
a memorandum to a member of the Politburo. The negative payments bal-
ance in 1990, according to documents, was $17.1 billion, and the current pay-
ment due on foreign debt for 1991 was $20.7 billion.*

Western leaders, or at least their economic advisers, were well aware that
the structural problems of the Soviet economy could not be solved through
grants or cheap long-term credits; without a serious program of fiscal stabi-
lization and liberalization of the economy, that money would be used to patch
holes in the budget and payments balance. Once it was used up, the country
would find itself in the same situation.

Vadim Zagladin, an adviser to the Soviet president, wrote to the Central
Committee in late July 1990: “In economics, the main theme of almost all our
visitors can be formulated this way: the crisis is getting worse, but apparently
there is no clear plan for getting out of it yet. And if it does exist, why isn’t it
being implemented?”%

In 1990, the leaders of the G-7 (Group of 7 largest industrialized countries)
asked the IMF, the World Bank, the OECD (Organization for Economic
Cooperation and Development), and the EBRD (European Bank for Recon-
struction and Development) to analyze the state of the Soviet economy and
recommend ways in which the country could create the conditions that would
allow it to receive effective financial aid. It would not have been productive to
explain to the experts from these organizations that the problems of the USSR
could not be regulated without dealing with key macroeconomic issues. A
long dialogue between the USSR and the West ensued. Its essence on the
Soviet side was that we need money urgently or we will face catastrophe, and
on the Western side, work out a clear action program that will bring the coun-
try out of crisis and then we can talk about financial support.”
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The tone of the Soviet government was beseeching and anxious. From the
diary of A. Chernyaev, an aide to Gorbachev: “In the evening I sat down to
write Gorbachev’s letter to Kohl. On the phone he did not bring up his
request, but this is the SOS: starvation in some regions, the Kuzbass is on
strike, calls of ‘Down with the president!” The stores in big cities are absolutely
empty, literally. M.S. is asking Kohl for urgent help—to force banks to extend
credit and also to provide monetary advances, with the military property we
left when our troops pulled out of Germany as collateral.”®® The following
document provides a good example of how concerned the leadership was
about getting Western aid. Sitarian wrote to Gorbachev:

The FRG delegation was given our proposals for the implementation of pri-
mary measures to help the Soviet Union with deliveries of food, medicine, and
consumer goods starting in 1991. We would also like to get from Germany
and other European Community members: 1.1 billion rubles in food, 0.4 mil-
lion rubles in medicine, 0.2 billion rubles in medical technology, and 0.5 bil-
lion rubles in consumer goods. From our side we would express the wish that
part of these goods would be given as free aid, part on beneficial commercial
terms with the use of subsidized trade credits to be paid back after 1995
through traditional Soviet exports. . . . At this meeting we agreed on deliver-
ies of food aid and consumer goods in the sum of 415 million marks from the
reserves of the federal government of the FRG and the Senate of West Berlin
(for Moscow).??

The acute deficit paralyzed the work of the entire foreign economic and
foreign policy apparatus of the USSR. Minister of Foreign Economic Rela-
tions Konstantin Katushev wrote to Prime Minister Pavlov in April 1991:

The financial situation of the central apparatus of the ministry remains
critical. . . . Aeroflot no longer sells tickets to ministry staff for short business
trips abroad to solve intergovernmental issues; other organizations have
been warned that telephone service, electricity, water, and heat will be
turned off and that security services will be stopped. . . . The ministry is
unable to pay off the debt of trade representatives of the USSR in the amount
of 600,000 hard currency rubles (equivalent to 1,800,000 Soviet rubles) or
to transfer funds for upcoming foreign business trips to negotiate inter-
governmental agreements.*

In negotiations with George H. W. Bush and British prime minister John
Major, Gorbachev repeated that the West, which had found $100 billion to
solve the crisis in the Persian Gulf in late 1990 and early 1991, must under-
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stand how important it was to prevent a catastrophic event in the Soviet
Union, and that it was absolutely necessary to find similar funds to help the
USSR leaders deal with the country’s fiscal problems. The amount $100 bil-
lion came up frequently in his conversations with Western leaders.!

Western leaders were prepared in principle to help Gorbachev. It was not
a question of gratitude for what he had done to limit the Soviet military threat
or for the liberation of Eastern Europe. Some of them, particularly Helmut
Kohl, owed a lot to him. As documents published later reveal, the Germans
were ready to pay much more than they actually did to get Soviet agreement
on the unification of Germany.*? But gratitude is not the most powerful argu-
ment when talking about tens of billions of dollars. It was something else. No
one needs chaos and interethnic conflict on the territory of a disintegrating
superpower filled with nuclear weapons. That Western leaders wanted to pre-
serve the USSR is clear from Bush’s speech in Kiev on August 1, 1991. He tried
to persuade the Ukrainians not to leave the Union, saying, “Yet freedom is not
the same as independence. Americans will not support those who seek inde-
pendence in order to replace a far-off tyranny with a local depotism. They
will not aid those who promote a suicidal nationalism based upon ethnic
hatred.”*

By late 1990, the Soviets openly appealed to the West not only for new
credits and guarantees but for philanthropic aid as well. The European Par-
liament passed a resolution in December 1990 to send food and medicine to
the Soviet Union.”

The armed forces of the USSR joined the requests for aid from a potential
enemy. Deputy Defense Minister Vladimir Arkhipov wrote to Chairman of
the Central Commission on Distributing Humanitarian Aid Lev Voronin in
January 1991: “T ask you to deliver to the Ministry of Defense 8 million daily
rations from the Bundeswehr (dry rations) that are coming from Germany as
humanitarian aid addressed to Prodintorg in the ports of Leningrad, Tallinn,
and Klaipeda, to be given to servicemen and their families.” The ministry
wrote to Voronin again three days later: “Please examine the possibility of
delivering 7,000 tons of bread in cans to the Ministry of Defense.”>

Grigory Yavlinsky, in an interview in April 1991:

Mikhail Leontyev: Now Gerashchenko and Orlov, minister of finance, “have
realized” that a fiscal catastrophe is looming.

Yavlinsky: Dear comrades, beloved friends! You were informed of this
at the beginning of August! And you responded that this was not so. Why
are you so upset now? You took the huge budget deficit, about a fourth of
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a trillion, and spread it out over the republics, you put on all kinds of fig
leaves to hide the shame of the real deficit. Did you seriously think that
trick would work? . . .

Leontyev: We could end up in a situation when the fiscal system will com-
pletely fall apart.

Yavlinsky: We already have, actually.*

The collapse of the fiscal system went in tandem with the collapse of the
consumer market. The looming catastrophe became ever clearer. Chairman
of the Leningrad Soviet Anatoly Sobchak wrote to Pavlov in May 1991: “The
supply of basic foodstuffs is continuing to worsen in Leningrad. Numerous
appeals to the central government organs of the RSFSR and the USSR and
direct contacts with the leadership of the Union republics are not producing
the necessary results.””’

A schoolboy wrote on February 14, 1991:

Last week I stood in a horrible line for meat. Do you know how long I stood
in it? ’'m afraid to tell you, but it was 5.5 hours. We used to have lines (as you
know), but they weren’t that long and we didn’t stand in line for everything.
But now we have lines for everything, starting with meat and shoes and end-
ing with matches and salt. We stand for rice, for sugar, for butter. . . . It’s an
endless list . . . I never used to cry, 'm strong, but now I cry often. We’re
beginning to resemble animals. If you could see our crazed and hungry peo-
ple in those horrible long lines, you would be shocked. Every country is help-
ing us. We have asked for help openly and have taken it readily. We have
forgotten one good word—pride. I am ashamed for my country.”

Such childhood traumas do not disappear without a trace. I would hate to
think that the author of those lines is now dreaming of the restoration of the
empire.

Things grew worse in oil production. From a letter to the Cabinet of
Ministers:

In order to stabilize the work of the oil and gas industry the tax on export has
been reduced to 10 percent for oil and 5 percent for gas, as compared to the
established 40 percent, with money allocated to the sector’s stabilization
funds. . . . As a result, additional investments in oil and gas are estimated at
15 billion rubles (7.7 billion rubles into oil and 7.3 billion rubles into gas),
including 2.1 billion rubles from lowering tax on profit and 12.9 billion rubles
from lowering revenues from exports. Thus the deficit in the state’s fiscal bal-
ance will increase by 65.3 billion rubles, including 19.6 billion rubles in the
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Union budget. In addition, measures raising wages and solving other social
questions for workers in the coal industry will require additional funding of
50 billion rubles in 1991 from the Union budget. . . . According to data for
January—March of this year, revenues to the Union budget were 19.9 billion
rubles rather than the planned 55 billion rubles. Expenses in the same period
were 47 billion rubles rather than the planned 60.9 billion rubles. Expendi-
tures exceeded revenues by 27.1 billion rubles. A serious gap is being formed
in the execution of the planned revenues from foreign economic activity. In
the first quarter we received 4.4 billion rubles, when the approved budget
called for 17 billion rubles. In the first quarter, export prices of fuel have gone
down (the price of oil at present is 60 rubles a ton, rather than the 105 called
for in the plan), as a result of which the tax revenue on exports is reduced by
0.4 billion rubles. . . . The gap in the revenues from bank and commercial
credits of 2.5 billion rubles is explained by Vneshekonombank using these
sums to extinguish overdue hard currency debts for 1990 imports because for-
eign creditors were skeptical about being paid on time by Soviet purchasers.*

The government continued to look for a way out, to propose any set of
measures that might stabilize the situation. Deputy Minister of the Economy
Vladimir A. Durasov wrote to the Cabinet of Ministers on June 20, 1991:

There is a need for additional measures in this extreme situation. Two vari-
ants for getting out of this state have been examined. The first is based
on severe noneconomic ways of restricting money income. They include:
(1) Reducing budget expenses for social programs. . . . To reduce the deficit
of the budget system to the level forecast for this year (including changes in
price scales—approximately 100 billion rubles) requires stopping social pro-
grams for 3035 billion rubles. (2) Freezing wages in all spheres at the level of
July 1 of this year. This would limit the growth of money income by approx-
imately 100 billion rubles. It is also necessary to reduce expenditures of
centralized monies to the maximum on capital construction, with all the con-
sequences for economic growth of the economy. The essence of this version
lies in a consistent liberalization of all prices, starting in July, so that by early
1992 there would be fixed and regulated prices on only a limited list of fuel
and raw materials, tariffs on mass freight transport, and in retail prices on
items that are the basis of the consumer budget.'®

Political risks kept them from choosing the second path. A contemporary
wrote about the miners’ strikes in the spring of 1991: “There are picket lines
and patrols on the streets: strong workers in white shirts. Perfect order, no
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crime in the city. The official authorities are not in their offices; they’ve vol-
untarily turned over their work to people they previously had turned away
at the door. Kirovsk, Snezhnoe, Shakhtersk, Torez, Donetsk. . . . This wasn’t
a strike, it was a revolution.”!!

Some members of the Union government understood the moral risk in
rejecting the necessary but unpopular measures. Vadim Bakatin said in a con-
versation with Mikhail Nenashev: “If I were to try to characterize the feeling
our leaders experienced in the spring of 1990, I can’t come up with a better
word than cowardice. Gorbachev and Ryzhkov were afraid of the transition
to a market economy; they were afraid out of ignorance, out of not under-
standing that it was inevitable, and that the delay, the shuffling of feet in place,
was dangerous because it increased the destabilization of the economy and
the juxtaposition of center and republics.”!*

The Soviet leadership once again faced the choice it had faced in 1985-86.
But the situation was much worse now—the country had an unmanageable
foreign debt, its hard currency reserves were melting away, the consumer
market was in catastrophic shape, political stability was undermined, and a
series of interethnic conflicts had taken place. Still unwilling to make the deci-
sions needed to save the fiscal situation, the Soviet leaders discussed reform
programs. The programs were unrealistic either economically or politically,
and they would have no practical effect.



ON THE PATH TO
STATE BANKRUPTCY

But a half-hour of life. . .
—William Shakespeare

WHAT CANNOT BE PREVENTED eventually comes to pass. In the
second half of 1990, the USSR, having exhausted its hard currency reserves and
unable to obtain foreign loans, had to cut back sharply on imports. In 1991 the
import volume fell from 82.1 to 44.7 billion convertible rubles. The dynamic
of imports for two extremely important commodities in the first half of 1991
is shown in table 7-1. By then, the economic authorities understood the role
the currency crisis was playing. Chairman of the Cabinet of Ministers Valentin
Pavlov spoke at the Presidium of the Supreme Soviet on February 19, 1991:

As for import purchases, the question was not solved for a long time because
there was no hard currency. The decision on purchasing imported raw
materials was made on January 30, 1991, by the Cabinet of Ministers. There-
fore there were no advance purchases or deliveries. In connection with this,
in January and early February there were clear signs of a slowdown in light
industry. This is the decision we made on January 30: buy raw materials for a
sum of no more and no less than 2.2 billion rubles in convertible currency.
Judge for yourselves the dependence of our light industry on foreign sup-
pliers. As you see, it does not earn the money itself and is in no condition to
do so. Besides which, at present we are paying the debt for 1990 (since for now
it appears that no one, despite our decision, had any intention of signing
contracts or loading freight). As of February 15, our debt was 326 million
rubles in hard currency. Shipments have begun, primarily of wool and
components for the chemical industry. Basically, we are completing contracts
for delivery of raw materials within the limits of this year. We have decided
to pay for imported raw materials from the current revenues of more than
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TABLE 7-1. Change in Volume of Key USSR Imports, 1990 to 1991

Percent

Commodity group Ist quarter, 1991 2nd quarter, 1991
Ferrous metals —67.6 —68.3
Grain —44.4 -10.4

Source: Statistical Yearbook O rabote narodnogo khoziaistva strany [On the Operation of the Country’s
Economy] (various months) (Moscow: Goskomstat, 1991).

400 million rubles. And in view of coming credits, we decided to spend
another 250 million rubles. But bearing in mind that we have had disruptions,
naturally, a gap remains. Obviously, we have to look at things realistically. The
raw materials will reach enterprises sometime in mid-March. Individual
deliveries will be made before that, but I am talking about when the situation
will normalize.'

In fact, things were worse than the government thought in February. In
April, Gosplan reported to the government that the hard currency situation
was much more complicated than expected when they were forecasting the
functioning of the economy in the State Plan for 1991 and the plans for the
republics. Their calculation for 1991 projected revenues of 19 billion rubles
to form the Union republics currency fund, including 9.9 billion rubles in
convertible currency from capitalist countries. They also expected rev-
enues to pay foreign debt of 9.7 billion rubles in accordance with the Pres-
idential ukase of November 2, 1990. In the first quarter of 1991, payment
for imports from the Union republics currency fund was only 1.7 billion
rubles. The shortage of revenues in the fund was explained by “the extremely
unsatisfactory situation with deliveries of Soviet goods abroad.”?

Gosbank lost control of the money in circulation. The financial and
monetary authorities in the republics ignored its directives. Gerashchenko,
the bank’s chairman, wrote to Gorbachev in April 1991:

Some republics—Lithuania, Latvia, and Estonia—attempted to print their
“own” money. . . . Legislation and practical actions in a number of republics
are blocking funds from the Union budget. The finance ministry is forced
to use the extremely limited revenues and limited loans from Gosbank.
Eventually there will be nothing left to pay the army and navy or to support
Union administrative structures. Pensions are also threatened, since pay-
ments to the USSR Pension Fund are also blocked. This situation will lead to
extremely uncontrollable credit and then to the printing of money, a spiral of
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hyperinflation with destructive consequences not only for the country’s econ-
omy as a whole but also for each individual republic. Gosbank’s attempts to
develop relations with the central banks of the republics in order to have a
single monetary and credit policy have not been received positively. . . . The
authorities in the republics refuse to see the catastrophic consequences of
monetary and credit separatism that both Soviet and foreign experts are
warning us about. . . . We must bear in mind that the monetary and credit
system can be dismantled fairly quickly.?

He also informed Chairman of the Supreme Soviet USSR Anatoly Lukyanov
that the laws of the RSFSR, Belorussian SSR, Uzbek SSR, and other republics
give their republic central banks the right to print their own money.* One
more excerpt from his letter: “One of the reasons for the current state of the
economy is the undermining of the single banking system, based on a com-
mon monetary unit—the ruble, the violation by the Union republics of the
requirements of the USSR laws ‘On the State Bank of the USSR’ and ‘On
banks and banking activity.” If this process is not stopped, it will inevitably
lead to higher inflation, the introduction of national currency, the explosion
of economic ties on the Union market, and finally, to the collapse of the
economy.”?

From late summer to early spring, the message of the interdepartmental
memos grew even more ominous. Deputy Chairman of the Cabinet of
Ministers Stepan Sitarian and Minister of Foreign Economic Relations
Konstantin Katushev wrote to Prime Minister Pavlov in May 1991:

We lack the necessary payment means for imports because of a lack of cen-
tralized export resources, which were reduced by half from 1990. Thus oil
exports, which were the main source of payment, have been halved from
124 million tons in 1990 to 61 million tons in 1991. Oil delivery to Eastern
European countries has been cut by almost 3 times (from 60 million tons in
1990 to 19 million tons in 1991). . .. Thus on January 1, 1990, the total
debt of the USSR to Eastern European countries (including the former
GDR, but not Poland, with which the question of regulating debt has not
been agreed) was 6.1 billion rubles and at the start of 1991, 14.5 billion rubles.
Our total debt to Poland as of January 1, 1990, was 5.2 billion rubles, and on
January 1, 1991, the deficit was 1.3 billion rubles. At the end of the current
year, the debt to all the countries listed above, if extraordinary measures are
not taken, might increase to 18.6 billion rubles (including Poland). ... In
these conditions of ever-increasing debt, the Eastern European countries are
insisting on being paid at least part in 1991 (no less than 1.2 billion rubles)
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and raise the question of an immediate balancing of exports and imports and
a corresponding clarification of the lists of agreements. (The total deficit of
centralized means for these countries is estimated at 3.5 billion rubles.) . . .
Delayed payment for imported goods as well as chronic delays in opening let-
ters of credit by Vneshekonombank have become a serious problem. For
example, in this year, the Eastern European countries have not been paid for
goods totaling 300 million rubles, and letters of credit in the amount of 600
million rubles have not been opened to pay for goods manufactured to our
order and for goods in extreme deficit that were prepared for shipment (med-
icines and consumer goods, spare parts).®

The catastrophic drop in oil extraction along with low oil prices, the
exhaustion of hard currency reserves, and the lack of commercial credits
made a sharp drop in imports inevitable. Deputy Minister of the Economy
Vladimir Durasov wrote to the Cabinet of Ministers in June 1991:

As aresult of the fact that oil prices are much lower than predicted, the reduc-
tion in hard currency from exporting this product is close to 2.1 billion
rubles. . . . In order to guarantee material and technical balance in produc-
tion this year, production that is competitive on world markets has been
taken off the market. The total value of resources removed from export and
sent for domestic consumption is more than 2.9 billion rubles. . . . However,
with the deficit of hard currency, the predicted level of purchases will not be
reached and in the best case will be approximately 73 percent of the goal. And
the delivery of imported goods even in that amount depends on no further
reductions in exports, for barter operations will be under tight scrutiny and
credits received through agreements with Western financial circles will be
fully realized.”

After moving to accounting in convertible currency with Comecon coun-
tries, trade with Bulgaria was cut in half between the first quarter of 1990 and
the same period in 1991, with Hungary it was down 1.7 times, with Poland
1.3, with Rumania 1.6, and with Czechoslovakia 1.3 times.®

The Soviets were reminded more frequently and more harshly about their
debts to foreign partners. Deputy Chairman of Foreign Economic Relations
Alexander Kachanov wrote to Sitarian: “The Ministry of Foreign Economic
Relations received a letter from Secretary of Commerce Robert Mosbacher
regarding the late payments by Soviet organizations on contracts with U.S.
firms. The debt as of December 20, 1990, is around $117 million (the min-
istry’s organizations are allotted $17.2 million—the list is attached).” The
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president of the Association for Japanese-Soviet Trade, Tetsuo Sato, wrote to
Chairman of the Scientific Industrial Union Arkady Volsky: “The Association
for Japanese-Soviet Trade offers its profound respect and forwards for your
information a detailed list of debts of Soviet foreign trade associations to the
member firms of our Association.”!?

The Grain Problem

Council of Ministers’ resolution no. 451 of May 7, 1990, introduced new
purchasing prices for grain cultures. This demanded increasing state budget
expenditures by 9 billion rubles annually. Gosplan proposed that the gov-
ernment increase retail prices for bread and rolls 300 percent and for grain
290 percent.!! But political considerations prevented a decision to increase
bread prices in 1990. In 1991 the grain problem was key for the Soviet author-
ities (as it had been in 1918 and 1928). Pavlov spoke at the Presidium of the
Supreme Soviet on January 19, 1991:

In 1990 we had one of our greatest harvests: 237 million tons in bunker weight
and 218 million tons in granary weight. This truly is one of our highest yields.
Yet the state received 66.8 million tons of grain last year, which is 18 million
tons less than the state order and 28 million tons less than was stored in 1978,
when we had the same harvest. That means that the answer to the question,
where did the grain go, is clear: it remained with the producers, while the
worry about supplying the population belongs to the government. The rea-
son lies in “excesses of the transitional period,” that is, in an undisciplined
delivery system. Today grain has turned into hard currency; it is used as a lever
and in trade. Now the government has decided to get the material and tech-
nical resources, including cars, that agriculture is requesting, wherever it can,
including from the market funds. Many people are upset that they cannot get
cars, that there are not enough of them, or other technology. . . . But even with
this lack, we have decided to take these resources, allotted for 1991, and give
agriculture everything it asks for (which is basically in three Union republics:
Russia, Kazakhstan, and Ukraine), in order to get grain in exchange. We
believe that on this basis we will be able to get approximately 3 million tons
of grain. But we feel that in all conditions the question of discipline in deliv-
ery and fulfilling obligations remains open. Today we give and take, but what
do we do in the future? The question will have to be solved in any case. The
country cannot live like this, when some cities have bread for two or three
days and the “thread” can break at any moment.'?
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Purchases of grain in the RSFSR from the 1990 harvest totaled 33.9 million
tons. Only 72 percent of the plan was met. The state did not produce 13.1 mil-
lion tons of grain it had counted on.'* Viktor Akulinin, head of the depart-
ment of agro-industrial sectors of the Council of Ministers, wrote to Prime
Minister Pavlov in April 1991:

The country is in danger of an extreme shortage of bread supplies for the pop-
ulation and concentrated feed for animal husbandry. Every month approx-
imately 8 million tons of food-grade and forage grains are used for this. As
of March 1, what is left in state reserves (not counting seeds) is estimated by
specialists to be around 13 million tons, half of which is in the Kazakh SSR.
This means that reserves of food-grade grain will be exhausted by the end
of March (except in Kazakhstan, where it will last until the new harvest).
Even today, the flour supply is critical. . . . There is only enough for ten days
of flour for Moscow and the oblasts of Ivanovo, Tula, Nizhny Novgorod,
Tyumen, Sverdlovsk, Chita, Kamchatsk, and some others. Imported grain
is not solving the problem. In the period January—March, only 3.7 million
tons were delivered of the 12.4 million tons planned. Numerous orders to
increase deliveries of grain from the Kazakh SSR, as well as accelerated
imports, have had no impact. . . . In view of the circumstances, we propose
implementing these measures urgently. First: Send an authoritative group
of responsible workers from the Center to Kazakhstan to settle the deliv-
ery issue. . . . Second: Demand that the foreign trade agencies and trans-
port organizations ensure a monthly delivery to the country of no less than
5.5—6 million tons of imported grain. Third: Once more remind the republics
of the need for additional purchases of overages from the 1990 harvest (so far
approximately 100,000 tons were bought for the period February—March, but
3 million tons was the plan).!

The essence of a letter from Vitold Fokin, chairman of the Council of
Ministers of Ukraine SSR, to Pavlov in February 1991 was a demand to
return 1.2 million tons of wheat from the Union reserves for February and
March and send 2.4 million tons of forage grain by the end of the year, and to
increase by 1.2 million tons the republic’s store of grain for making combined
feeds and raw materials for the first half of the year.'®

The leader of the Russian Communists, First Secretary of the Party
RSFSR Ivan Polozkov, was more than worried by the grain situation in the
spring of 1991. He wrote to President Gorbachev and Prime Minister Pavlov
in March 1991:
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In the Russian Federation, as in no other republic, there is extreme difficulty
supplying flour, grain, and other bread products and feed for cattle. The heads
of the Ministry of Bread Products RSFSR confirm the critical situation in get-
ting milling grain and forage grains. For the first half-year Russia is short
almost 18 million tons, or almost half its demand. Getting it now seems
unlikely. The situation is catastrophic in twenty-seven regions; in a week mills
may be shut down and no bread will be baked, and no feed will be delivered
to poultry and cattle farms.*

Polozkov, a well-known opponent of Gorbachev’s political and economic
reforms, was not exaggerating, as interagency correspondence shows. First
Deputy Minister of Bread Products Alexander Kudelia wrote to Deputy Prime
Minister Fedor Senko in March 1991:

The point is that at the present time the Russian Federation has a critical
shortage of grain supplies from government storage for making flour and for
animal feed. This happened for the following reasons. One, because of the
poor mechanism for purchasing grain for state storage, the high increase in
prices for technology, the kolkhozes and sovkhozes sold the state 33.9 million
tons when the state order was for 127 million tons. The rest remained on the
farms or was sold directly, through co-operatives, bypassing the state. Second,
the decision of the Council of Ministers on importing grain is not being
implemented in a timely fashion. Last year, in the first quarter, 7.4 million
tons were imported, and this year only 2.2 million tons is expected. As a
result, as of April 1, state reserves, excluding seeds, consist of 4.4 million tons
with a monthly demand of 5 million tons (last year at this time the reserves
were 11.7 million tons). . . . The State Commission on Purchasing is planning
to import 2 million tons of grain into the RSFSR (more than 50 percent
of what comes into the USSR), and with deliveries from the Kazakh SSR of
0.2 million tons, and from Canada of 0.4 million tons, bought with guaran-
tees from the Council of Ministers RSFSR, the bread enterprises in April will
have 5.5 million tons of real supplies of grain. Bear in mind that with the need
to create a minimal supply in its cities of Moscow, Leningrad, and other large
industrial centers, the unchanging reserve that will guarantee no disruptions
in bread production must be no less than 5.7 million tons, while as of May 1
of this year it was 0.5 million tons. These circumstances have led to disrup-
tions in mills in Yaroslavl, Nizhny Novgorod, Ivanovo, and Vladimir oblasts,
and in feed factories in the majority of regions.

With the unstable grain supply, central and republic leaders were continually
revising the planned volume of bread and arbitrarily changing the delivery
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destinations. This caused further destabilization. Despite the shortage of
wheat for flour, some of it was used for feed under pressure from local
authorities. The author of the letter continued:

In April the situation will be even worse and unless urgent efforts are made
to accelerate delivery of grain from Kazakhstan and from abroad (at least
1 million tons in addition to the 2.6 million tons), there will be mass dis-
ruptions in bread deliveries and in feed deliveries. According to reports, the
amount of imported grain in May will be much less than the April level and
will not meet demand. The Ministry of Bread Products RSFSR, beginning in
the fourth quarter 1990, has repeatedly reported to the government of the
country and the republic about the critical situation. However, no exhaustive
measures were taken. Esteemed Fedor Petrovich! We ask that you quickly
resolve the questions of sources of payment for the planned purchases of
imported grain and its delivery to the RSESR for the period April-June of no
less than 4 million tons monthly, and also from Kazakhstan (in accordance
with intergovernmental agreements) of 800,000 tons of soft wheat in April
and May."”

Wheat and grain supplies in the first half of 1991 are shown in table 7-2.

The shortages began to take a toll on daily life. Minister of Trade Kandrat
Terekh wrote to Prime Minister Pavlov in March 1991: “At the present time,
due to limited funds, the retail sale of flour in the RSFSR (except Moscow)
and Ukraine SSR is almost halted, and in the other republics it is sold by ration
cards. Grain is sold everywhere by ration cards (except Moscow) and in
Ukraine with coupons, with disruptions.”'® The degree of urgency is made
clear in this Central Committee document:

In four months of this winter, milk production is down by 2.3 million tons
from last year. It went down 10 percent in Russian and Belorussian SSR,
11-13 percent in Lithuania, Azerbaijan, and Moldova, 15 percent in Latvia
and Estonia, and 21-24 percent in Georgia and Armenia. There is also a
significant decrease in production and purchases of all forms of animal
products in Komi ASSR, Bashkir, Mordovan, and Tuva Autonomous
Republics, and Volgograd, Pskov, Ryazan, and Yaroslavl oblasts. . . . In
January less than planned was sent to subsidized regions and large industrial
centers, 53,000 tons less meat and 130,000 fewer tons of milk and dairy prod-
ucts. This had a negative effect on supplies of meat and dairy products in large
industrial centers, and most of all in Moscow and Leningrad. This situation
is explained in great part by the fact that there is less feed stored than last year
in many regions, and it is of poorer quality. There are gaps in delivery of feed
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TABLE 7-2. Grain Resources in the First Six Months of 1991

Million tons

State Council of
Commission Ministers of the
Item balance Russian Federation
Spending
Flour production 12.3 12.3
Groats production 2.2 2.2
Industrial processing 2.1 2.1
For production of combined feed and for fodder:
Under the funds of the Council of Ministers 5.3 9.2
of the Russian Federation
For All-Union consumers 1.1 1.1
For exchange 5.5 5.5
For distribution of commercial seeds 0.5 0.5
For export 0.1 0.1
Write-off 0.6 0.6
Carryover as of January 7, 1991 4.5 4.5
Total spending with carryover 34.2 38.1
Resources
Available as of January 1, 1991 18.9 18.9
Imports received:
Pursuant to decisions of the Council of Ministers 2.2 2.2
of the Russian Federation (January—March)
Pursuant to decisions of the Council — 4.0
of Ministers of the Russian Federation
(from Canada in January—June)
From Kazakhstan (January—March) 0.7 0.7
Other inputs 0.5 0.5
Total resources 22.3 26.3
Required imports in April-June 11.9 11.8
Monthly average 4.0 4.0

Source: GARF, F. 5446, Inv. 163, S. 562, p. 60.

to poultry farms and large complexes producing pork and beef. The material

and technical support for kolkhozes and sovkhozes has dropped. . .. Many

kolkhozes and sovkhozes have reduced their numbers of cattle and poultry,

which will undermine increases in meat resources for many years. . . . There

are great difficulties in supporting the 1991 harvest and in increasing grain

production. There are 5 million fewer unplanted hectares of winter wheat

than last year, and this is the smallest planting in twenty years. ... In a

number of regions low seed supplies are holding up their preparation for
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planting. . . . The low speed and quality of technology maintenance is worry-
ing. The country has 440,000 tractors, 254,000 trucks, 332,000 harvesters, and
more than 250,000 tractor-sowers that are out of commission. Most of the
enterprises of the Ministry of Agricultural Machinery are behind schedule in
supplying the countryside with machinery, spare parts, and equipment.*®

Chairman of the State Committee for Purchasing Mikhail Timoshishin
wrote to the government in May 1991: “At present, the supplies of bread
products are extremely limited. The remaining flour as of May 21 through the
Union is 1.5 million tons, which will satisfy the demand for fifteen days.”?

On the same day, Secretary of the Central Committee Oleg Shenin, subse-
quently one of the coup leaders in August, was concerned about something
else. On May 21, 1991, he sent Gorbachev a note in which he demanded
81.5 million rubles in convertible currency to buy equipment and materials
for the Party’s printing presses and 17 million convertible rubles to purchase
printing presses and other equipment for the Central Committee and local
Party organs, and he wrote about the need to give the Central Committee and
other Party organs 2,500 cars. He also asked for reimbursement from the
Union budget for additional expenses for Party workers related to higher
retail prices and tariffs. Another question worried the secretary of the Cen-
tral Committee on the eve of economic catastrophe: “The question of free
health care at institutions attached to the Cabinet of Ministers for workers
and members of select Central Committee USSR and Central Committee
RSFSR organs.”?! This is an amazing example of “common sense” and “social
equality” from the reality of our socialist past. The economic difficulties that
millions of people were experiencing were only now becoming evident to
the leaders, who were least affected by them. I am referring to the clients of
the closed stores and cafes. Here is an account from the diary of Anatoly
Chernyaev, Gorbachev’s aide, dated Sunday, March 31, 1991:

Yesterday the Security Council met [on] the food issue. . . . More concretely,
bread. It’s 6 million tons below average. In Moscow and other cities there are
lines like the ones two years ago for sausage. If we don’t get it somewhere,
there may be famine by June. Of the republics, only Kazakhstan and Ukraine
can (barely) feed themselves. That there is bread in the country turns out to
be a myth. We scraped the bottom of the barrel to find hard currency and
credits to buy it abroad. But we are no longer creditworthy. No one will
give us loans: our hopes are on Roh Tae Woo (M.S. agreed to stop at Lake
Chuncheon on the way back from Japan to talk to the president of South
Korea about 3 billion in credits). . . . And there is hope for Saudi Arabia.
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Kuwait seems to be saying no, even though Faisal promised, expressed all
kinds of gratitude to M.S. for support against Iraq. . . . Went to see N.N., she’s
still sick. She asked me to buy some bread for her. I drove around Moscow
with Mikhail Mikhailovich, starting in Maryina Roshcha: the bakeries are
padlocked or terrifyingly empty. I don’t think Moscow has seen anything like
this in all its history—even in the hungriest years.??

Prices Skyrocket

At this point, neither the political elite nor the public needed to be persuaded
that urgent and decisive measures were needed.?> At the end of winter
1990-91, the last Soviet government decided to implement what had been
impossible even to mention a few years earlier—a large-scale price increase
on the most important consumer items. It was formulated in a presidential
decree on March 19, 1991. The new prices and tariffs were to be introduced
April 2, 1991.2* The government version of retail pricing reform called for
price hikes of 60 percent. In fact, prices rose by an average of 90 percent,
for meat and poultry 260 percent, sausages 310 percent, and baked goods
300 percent (see table 7-3).2

Despite apprehensions, this measure passed relatively quietly in most
regions without creating mass disorder. The public saw that it was inevitable.
But after prices went up, the public saw clearly what the experts had under-
stood: harsh measures were not enough to correct the situation; more effec-
tive measures were needed. Compensation for the losses created by price
increases, growing disproportions in the budget, and the unsolved currency
issues led once again to shortages on the consumer market, even in areas

TABLE 7-3. Retail Prices for Selected Food Products

Rubles per kilogram

Food products April 1990 March 1991 April 1991
Beef, 1st category (with bones) 1.97 3.35 7.90
Dressed chickens (chicks), gutted 3.03 3.52 5.85
Meat patties (per ten) 1.15 1.28 4.03
Meat pelmeni 1.38 1.53 4.40
Cooked sausage, premium grade 2.79 3.26 8.90
Link sausage, premium grade 2.40 2.82 7.34
Semismoked sausage, premium grade 6.23 8.43 19.12

Source: Letter from V. N. Kirichenko (Chairman of Goskomstat) to the Council of Ministers, on price
dynamics, May 23, 1991 (GAREF, F. 5446, Inv. 163, S. 185, p. 48).
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where they had stopped briefly.? According to VIsIOM surveys in late April
1991, many people felt that it was not easier to buy goods and food after the
prices had gone up. Almost no one believed that the pricing reform would do
away with the deficits.?”

The fact that the price increases had not brought improvements visible
to the public created new and even more complex political problems for
the regime. Igor Zaramensky, deputy head of the Department of Ties with
Social and Political Organizations of the Central Committee, reported on
April 15, 1991:

In connection with price increases, sociopolitical unrest has grown more
acute. Work collectives in other sectors and republics are joining the striking
miners. A very difficult situation has formed in the Belorussian SSR. While
just a month ago most of the labor collectives were reserved about the min-
ers’ strikes, in recent days their support has increased everywhere. The exam-
ple of Belorussia shows that the economic demands the workers are making,
under the influence of opposition forces, are turning political, expressing no
confidence in the central organs of power and the CPSU.%

Compensatory payments to the population after prices went up destroyed
any hope of correcting the financial situation. The problems of the Union
budget grew worse. The total spent on compensation payments, higher
wages in nonmanufacturing sectors, and support of state-financed institu-
tions and organizations—240 billion rubles—corresponds almost exactly to
the changes in prices and tariffs. The Union budget got no additional rev-
enues from higher retail prices. The taxes went directly to the republic and
local budgets. The budget savings were insignificant after the higher food
prices were paid for. Most of the subsidies were financed from republic and
local budgets. At the same time, the Union authorities had obligations to pay
compensation to military personnel and other citizens and to Union institu-
tions and organizations.?

By the middle of summer 1991 and with new, sharply higher prices, the
food deficit was almost ubiquitous.

Kolkhoz market prices were almost six times state retail prices.*® The share
of the black market in trade of nonfood products was 30.9 percent, in food
products 10.9 percent, and in services 25.7 percent.’!

The public mood, and particularly the expectation of future problems, was
reflected in an article printed in Izvestiya in May 1991: “The garden boom is
ubiquitous today. People realize that they have to rely on themselves. So after
work and on weekends they work their allotments with shovels and rakes.
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Of course, this is not a complete solution to the food problem, but rather an
aid in the event of disruption in the food supply.”*

Money and the Fate of the Empire

The currency crisis, the drop in state revenues, and the growth of the budget
deficit prompted an expansion of the money supply. The amount of money
issued in 1991 reached a scale unprecedented in the last ten years of the USSR
(see table 7-4).

The growing political crisis and the disintegration of Union authority
made the possibility of attracting politically motivated credits very low. Even
countries that had earlier spoken of signing agreements to restructure the debt
owed to their firms as state obligations were more cautious by the summer of
1991. Minister of Foreign Economic Relations Katushev wrote to Prime
Minister Pavlov on June 26, 1991, on Greek credit:

In accordance with the assignment of the government (PP-17860 of June 5,
1991), we have been negotiating since June 24 with the Greeks on the terms
of credit and goods. The Greek side on the whole is prepared to give us credit
to buy various goods and to pay overdue debts; however it is concerned by
the lack of any progress in reducing existing debt in the last half year, and
this affected its position on credit questions. Thus, while at the end of last
year the Greek side took the initiative in offering financial support, in June
of this year, it was difficult to set up the schedule for official negotiations,
and because of their unreadiness, negotiations were postponed from the
beginning to the end of June.*

The Soviets even tried to get small political credits—$500 million from
South Korea for restoring diplomatic relations, $200 million from Kuwait for

TABLE 7-4. Change in the Money Supply, 1988-91

Billions of rubles

Month 1988 1989 1990 1991
April 4.13 3.63 2.60 4.77
May —-0.93 -1.55 0.22 5.50
June 3.40 3.48 2.62 18.74
July 3.76 2.18 2.93 19.87
August —2.06 -0.20 5.76 17.13

Source: GARF, F. 5446, Inv. 163, S. 41, p. 27.
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the position they took during the Gulf conflict in 1989-90. Without the con-
sent of its depositors, it withdrew $6 billion from accounts of Soviet organi-
zations and citizens in Vneshekonombank.** Still, there was a catastrophic
lack of hard currency. Vneshekonombank missed payment deadlines, Soviet
ships were seized in foreign ports for nonpayment of cargo and port services.
One of the main themes in interagency correspondence of the time was what
to do with Soviet specialists abroad. There was no money to pay their salaries
or to bring them back home.

At this point, the party leadership began to understand that the USSR
could no longer give financial support to Communist parties abroad. On
June 5, 1991, the second secretary of the Central Committee, Vladimir
Ivashko, wrote to Prime Minister Pavlov: “The chairman of the Communist
Party of Finland, Yrjo Hakanen, appealed to us because of their extremely
difficult material situation. The chief reason for it is that Vneshekonombank
is delaying payments of debts to the printing house Print-Jukhtiet, controlled
by our friends. . . . If the debt is not paid in the next few days, the firm and
the Party will be bankrupt, since the entire material base of our friends,
including the personal property of the Party leaders, is mortgaged in banks
that are demanding immediate payment and are not accepting any more
guarantees.”’

The last hope for stabilizing the situation was the meeting of the G-7 in the
summer of 1991. Gorbachev asked to be invited. Yevgeny Primakov, who
went to London in advance of Gorbachev’s visit, spoke on British television
about the threats inherent in the crash of the Soviet Union and the chaos that
would result if the West did not provide economic aid.’® The Western leaders
could not refuse Gorbachev an invitation, but they were not prepared to
promise funds.

The format of discussions at G-7 meetings is to elaborate approaches to an
issue, rather than make decisions; therefore it is difficult to imagine that even
if the Soviet leader had presented a realistic and tough program for emerging
from the crisis he would have received financial aid on the scale and in a time
frame that would have prevented the bankruptcy of the USSR. But the ques-
tion did not come up. The Soviet leadership had not decided what to do to
stabilize the economic situation even if got money. In those conditions, no
substantive talks in London were possible.

By late 1990 and early 1991 the contradiction between the inability to
retain the empire without using force and the fruitlessness of hope for
financial aid from the West if they tried to save the empire with force became
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obvious. This is the explanation for the unexpected and sharp political turns
made by the Soviet leadership.

Proponents of independence for the Baltic republics won in the elec-
tions to the Supreme Soviets of Lithuania on February 25 and of Latvia and
Estonia on March 18, 1990. In a series of referendums on independence in
February 1990, 90 percent of the population of Lithuania, 77 percent of
Latvia, and 90 percent of Estonia voted yes. An unusual feature of the polit-
ical process in the Baltic republics that distinguished it from that in other
territorially integrated empires was the support for independence from a
significant number of people originally from the metropolis.*’

In the spring of 1990, Lithuania, Latvia, and Estonia proclaimed their
sovereignty. This was a clearly formulated pretension against their status
as dependent states. Their example was followed by Moldova, Ukraine,
Belorussia, and Russia. By the end of the summer of 1990 most of the
Union refused to obey the Union Constitution. The public clearly saw the
constitutional crisis and the danger of circumstances in which the presi-
dent of the USSR could neither recognize the new status of the republics
nor change it.’

On April 13, 1990, Gorbachev and Ryzhkov sent an ultimatum to
Lithuania. They demanded that the Supreme Soviet of Lithuania repeal some
of the laws it had passed. They threatened economic sanctions if it did not.
A partial energy blockade of Lithuania began on April 18.* The suspension
of delivery of oil and oil products and appeals from Western leaders asking
the Lithuanian authorities to seek compromise with Moscow forced the
republic to start negotiations in the summer of 1990 on a temporary morato-
rium on decisions involving Lithuanian independence. The dialogue was not
productive.

In the summer of 1990, Gorbachev concluded a political agreement with
Boris Yeltsin. Its basis was a radical expansion of the rights of the Union
republics and the coordination of an anti-crisis economic policy. The pro-
gram that was proposed in August presupposed a transformation of the coun-
try into a soft confederation, without clearly defined mechanisms for making
key decisions, as well as anti-inflation measures, primarily reductions in
budget expenditures, especially on defense, and in capital investments. The
500-Day Program expected a reduction in fourth-quarter capital investments
in 1990 by 20 percent, in military expenditures (purchase of technology) by
50-70 percent, in expenses on foreign economic activity (aid and credits to
other countries were to be stopped), and in all unprotected lines in the budget
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by 10-15 percent.* Speaking only of economics, such a structural maneuver
could have been attempted in 1985-86. In mid-1990, with the budget and
currency problems, these measures were no longer enough. But that was not
the only problem. Such a program was categorically unacceptable to the entire
Union top leadership, the armed forces, and the KGB.

After long discussions within the leadership, including arguments over
military exercises near Moscow, Gorbachev retreated and undertook a new
attempt to come to terms with those who still believed in the possibility of
solving problems by force. The president’s new allies, who controlled the
power structures, that is, the siloviki, tried to regain political control through
force."!

Despite their tactical differences, all three Baltic republics wanted in-
dependence and to be reintegrated into Europe. A significant portion of
the Russian-speaking population supported the independence movement.
Gorbachev’s attempts to persuade the Lithuanian elite of the need to preserve
the USSR, which he began in 1990, were hopeless. The only argument left that
could maintain the unity of the empire was harsh and determined use of force,
which had allowed the Soviet Union to exist for decades.

This was discussed at the Politburo in spring of 1990. No decision was
taken. Nevertheless in late 1990 and early 1991, when the attention of the
West was on the war in the Persian Gulf, part of the Soviet political elite
decided to demonstrate that a use of force could solve the Baltic issue.
Commenting on the use of the armed forces in the Baltics, General Prose-
cutor Nikolai Trubin said in late January 1991: “As long as there is resis-
tance in the Baltic region, as long as we have two police forces, two
prosecutor’s offices, we cannot guarantee the constitutional solution of
problems.”*? A Soviet newspaper described what happened in Lithuania in
January 1991 this way:

On January 7 paratrooper units were sent into Lithuania. On January 8 they
began to act. In the words of a commentator on the television program
Vremya, they “took under guard” the House of Print and several other sites in
the city. The House of Print was taken under guard with the use of firearms.
There are wounded. All communications with Lithuania have ceased. The air-
portis not working, the trains are not running. . . . On January 7, Marshal Yazov
also gave orders to use paratroopers to ensure the draft of young men into the
army. Paratroopers were sent to Latvia and Estonia. There are reports of troop
movements in other regions (Moldova, Georgia, Armenia, Central Asia). . . .
On January 11, chairman of Gosteleradio Leonid Kravchenko gave the order
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to turn off the information channels of the large independent news agency
Interfax, whose service was used by many Western journalists in Moscow.*

Head of the Department of National Policy of the Central Committee
Vyacheslav Mikhailov informed the leadership of the Central Committee on
January 11, 1991, of events in Lithuania:

According to responsible workers of the Central Committee (Comrades
Kazulin and Udovichenko) in Lithuania, on January 11 paratroopers took
under control the House of Print and DOSAAF (which had the department
of defense of the region) in Vilnius and the building of the officer corps in
Kaunas. This operation went without major clashes. . . . At 17 hours local
time there was a press conference at the headquarters of the Communist Party
of Lithuania, where the head of the ideology department, Comrade Ermolavi-
cius, announced that a Committee for the National Salvation of Lithuania has
been formed. This committee is taking power. It is situated at a plant that pro-
duces radiation measuring devices (director, Comrade O. O. Burdenko). The
committee sent an appeal to the people of Lithuania and also sent an ultima-
tum to the Supreme Soviet of the Lithuanian SSR, demanding an immediate
response to the appeal of the president of the USSR.#

Anatoly Chernyaev (an aide to Soviet President Gorbachev) later told British
ambassador Braithwaite that the decision was made on orders from the
commander of land forces of the USSR, Army General Varennikov, without
consultation with Gorbachev.*

The actions of the power structures of the USSR were met with energetic
resistance. The parliaments of Russia, Ukraine, Belorussia, Kazakhstan,
and Mossovet and Lensovet condemned the events in Lithuania. The strike
committees in the Kuzbass demanded that Gorbachev resign and the
Congress of People’s Deputies be disbanded. The West, despite the Kuwait
crisis, made harsh statements addressed to the Soviet leaders. Gorbachev
defined the situation best at a session of the Union parliament: “It smells
of kerosene.”*

Western capitals took a frosty tone with Moscow. The currency and fiscal
problems were still not resolved. Western credits were badly needed. The
Soviets retreated. The ones who made the decision to use force pointed at
one another, looking for someone to blame. In the end, responsibility was
laid on the head of the Vilnius garrison. Yuri Shchekochikhin described the
comments of the authorities on the Vilnius events:
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Not-yet-confirmed minister of internal affairs B. K. Pugo could not explain
to the deputies what the all-powerful “Committee of National Salvation” was
and how it could bring tanks out onto the streets of Vilnius, and the explana-
tions of defense minister Yazov brought nothing but disbelief. Saying that
he did not know all the details (since he “was not on the scene”) and had
not given any orders for a tank and paratrooper attack, he offered his own
version of the tragedy in Vilnius. He said that when the members of the
“Committee of National Salvation” who had been beaten near the parliament
came to the head of the Vilnius garrison, the sight of them so upset the gen-
eral that he gave the order to take the television center, which was transmit-
ting “anti-Soviet programs.” That is, according to Marshal Yazov, the bloody
tragedy at the television center was caused by the emotional outburst of one
individual general! . . . And if the tragedy in Vilnius was caused by the actions
of one general, they can be considered to be mutinous, for which, as in every
civilized country, the military leader can be punished by law.*

Chernyaev, at the time one of the closest comrades-in-arms of the president,
wrote to Gorbachev about how he saw the events (January 1991):

This time the choice is this: either you speak clearly and say that you will not
tolerate the loss of an inch from the Soviet Union and will use all means,
including tanks, to keep it from happening. Or you admit that there was a
tragic event, uncontrolled from the center, that you condemn those who used
force and killed people and hold them accountable. In the first case, it would
mean that you are burying everything that you have said and done in the last
five years. That you admit that you and the country were not prepared for a
revolutionary turn onto a civilized path and that things will have to be done
and people will have to be treated in the former way. In the second case, things
can still be corrected in the name of continuing the course of perestroika.
Even though something irreversible has happened.*

The anti-Union government forces in the Russian leadership and the
workers’ movements grew active. An important event in the spring of 1991,
the miners’ strikes, was dominated by political demands (the resignation of the
Union leadership for a start). The losses from the strikes totaled 3.7 million
man-days, and coke production fell by 15 million tons.*

Under pressure from the West, Gorbachev decided to distance himself
from the violence in Lithuania in January 1991, which in essence was a signal
that the independence of the Baltic states was a fait accompli. But this was not
a personal choice. The freedom to maneuver was severely hampered by the
currency and fiscal catastrophe on the horizon.



ON THE PATH TO STATE BANKRUPTCY

By spring of 1991 it was clear to Gorbachev that he could not preserve
the Union by force. The political turn between March and July 1991, an
agreement with the republic leaders to create a radical transformation of the
government structure of the USSR, is evidence of that. During the negotia-
tions in Novo-Ogarevo on July 30, 1991, Gorbachev made a key concession
to the republic leaders, in essence ending the history of the USSR as a single
state, and agreed to the idea of a single-channel system of taxation, in which
the Union authorities would depend completely on the republic authorities
for the financing of state expenditures. In essence, this was the decision to
dissolve the empire, raising hopes that it could be transformed into a soft
confederation.
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How I survived only you and I will know.

—Konstantin Simonov

ON JUNE 17, 1991, Mikhail Gorbachev signed the draft agreement
“On the Union of Sovereign States” and sent it on to the Supreme Soviet of
the USSR and the Supreme Soviets of the republics. After major changes, the
final version was discussed in Novo-Ogarevo on June 23, 1991. Gorbachev,
Russian president Boris Yeltsin, and Kazakh president Nursultan Nazarbayev
decided in a meeting on June 29-30 that it would be signed by the heads of
the Union republics on August 20.

On the eve of signing the agreement that outlined a peaceful and regulated
dissolution of the empire, the vice president of the USSR, the prime minister,
the minister of defense, the chairman of the KGB, and the commander of land
forces, with the support of the chairman of the Supreme Soviet SSR, decided
to do what they thought the president was too weak to do: use force, restore
control, and preserve central authority. In three days it became clear that the
issue was not Gorbachev but a changed country.

On August 19-21, 1991, what the authorities had feared for decades came
to pass: the army shot at the people. It took only three days for the sociopo-
litical system of the superpower, which had always been prepared to use vio-
lence against its own people, to cease to exist.

The failed coup is remembered by many as being operetta-like. Yet its
organizers had set themselves hard goals: in a developed, urbanized society,
it is difficult to find officers prepared to order tanks to squash their fellow cit-
izens or soldiers to execute those commands. The officers, who had learned
in the 1980s that they, not the leaders of the coup, would be held responsible,
did whatever they could to avoid taking action. The coup leaders had not
come out of the revolution and civil war; they had lived through decades of
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stability. It was not surprising that they all tried to pass the buck. The GKChP
(State Emergency Committee, as they called the group that took power) was
not prepared to make decisions relating to bloodshed, hoping the Interior
Ministry, KGB, or Defense Ministry would handle it; this is related in the
memoirs of the late chairman of the KGB Vladimir Kryuchkov.!

The storming of the White House was supposed to start the night of
August 20. The order to carry out the plan was given by Kryuchkov at 9:00
a.m. It was supposed to be a joint operation of the army, KGB, and Interior
Ministry (MVD) troops under the code name “Grom,” or “Thunder.” The
decision was discussed by the General Staff for most of the afternoon. The
generals reported that from a military point of view taking the White House
was not a problem. But mass civilian casualties would be inevitable. At first
the operation was planned for 1:00 a.m., then postponed until 3:00 a.m., and
in the end it did not take place. The main factor in rejecting it was the unwill-
ingness of the coup leaders to take the responsibility for bloodshed. The army
waited for the KGB to act, the KGB for the army, and the MVD for the other
two. By night it was learned that the Alpha division of the KGB had refused
to participate in the storming, the Tula and Dzerzhinsky MVD divisions had
not left their positions, and the Teply Stan brigade was missing.

Georgy Shakhnazarov wrote: “If the tanks brought into Moscow had
opened fire on the barricades and had support from an air attack, it would
have ended almost instantly. The republics would have given up, which is evi-
dent from their cautious reaction, hoping to gain time while they saw how
things were developing in the capital. And if any bold fellows had called for
resistance, they would have been strung up quickly.” But it was not that sim-
ple. In Petrograd in 1917 there were leaders who gave orders to shoot demon-
strators.* In August 1917 the commander in chief of the Russian Army,
General Kornilov, was also ready to give such an order. It did not save the
regime. In such situations, the question is not only whether there are people
to give these orders but whether there are troops to obey them and whether
there are troops prepared to go over to the other side.

During those three days in August, Gorbachev did not use force to save
the regime not only because he personally did not want to, but because doing
so would have been impossible. The well-known political observer Maxim
Sokolov described the consequences of the failed putsch:

The last two days in Moscow have been funeral days: the idiotic regime died
in an idiotic way. The putsch was stupid because the people had stopped being
stupid. . . . A very important precedent was set—for the first time in seventy-
three years the citizens forced the state, armed to its teeth, to capitulate. The
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public began defining itself not through inertia caused by fear but through the
momentum brought by fearlessness. . . . In other countries coups are usually
the idea of a dozen villains who are then thrown in jail and life goes on, but
our August coup was unprecedented. Almost the entire Union leadership has
been charged under various articles of the criminal code: the power structures
(army, MVD, and KGB), the executive branch (Cabinet of Ministers), the leg-
islative branch (Lukyanov and the Union supporters), and the Party (the top
of the CPSU). And when the entire top echelon of the state consists of either
criminals or their accomplices and suffers a resounding defeat by the people,
that government cannot remain. The entire leadership of the state falls into
political oblivion, and a different state arises out of the political vacuum. It
has, and not just one.’

The harsh economic situation in the USSR in August 1991 limited the pos-
sible variants of development. Even if the coup organizers could have held on
to power, it would not have changed the economic picture.

The Political Economy of the Failed Coup

In early August, Gorbachev signed a decree on urgent measures to increase
production of goods and services for the populace. It commissioned the
Union-Republic Currency Committee, the Ministry of the Economy and
Forecasting, the Ministry of Foreign Economic Relations, and the Bank of
Foreign Economic Activity to ensure that priority hard currency funding
went for imports of grain, medicines, raw materials, and components needed
to produce consumer goods.® Comparing the stern directives in the decree
with the interagency correspondence shows how far its tone was from reality.
Chairman of the Board of Gosbank Victor Gerashchenko wrote to Chairman
of the Cabinet of Ministers Pavlov in June 1991:

Decisions made by the government at various times, beginning in 1959, have
directed Gosbank to implement budget expenditures by compensating for the
price differences between agricultural raw materials and other products by
using special accounts to regulate differences in prices . . . through credit
resources to be repaid from the budget. Because of systematic delays in repay-
ing this debt, the sum has grown from year to year, with a negative impact
on money circulation in the country. Starting in 1991, the Ministry of Finance
has moved the reimbursement of the pricing gap to the budgets of the
republics. . . . Yet with the transition to the market and the uncontrolled
growth of prices, banks are forced to pay ever-increasing differentials for
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agricultural and other products. Thus, in the first quarter this year credit
resources of 29.2 billion rubles were needed to cover the gap, and in April
5.9 billion rubles. Including the sums paid last year, the debt of the budget to
the banks over the period from the beginning of the year to May 1 has grown
from 61.6 billion rubles to 96.7 billion rubles. For that reason, and also in con-
nection with the growth of the total state debt, the centralized loan fund of
Gosbank is directed completely to covering budget expenditures. If bank
resources are automatically used to cover the reimbursement of price differ-
ences, then the only means of restoring resources is the expansion of credit
and the printing of more money. If decisions are not made on this question
the result will be ungovernable credit and cash emissions. We ask that you
immediately do away with the above-mentioned manner of reimbursing price
differences because it is destabilizing the economy and promoting uncon-
trolled inflationary processes.’”

And First Deputy Chairman of the Cabinet of Ministers Vladimir
Shcherbakov wrote to the Federation Council on August 16, 1991, three
days before the putsch:

The country is rapidly falling into a deep financial crisis with the collapse of
money circulation. These factors are determining the deterioration of the eco-
nomic, social-psychological, and political situation. . . . For the most varied
reasons, primarily related to the indecisiveness about taking unpopular meas-
ures, fear on the part of a number of leaders of a stronger Union government,
alow level of coordinated organizational and economic work among various
levels of the executive branch, and so on, the practical chances of implement-
ing an anticrisis program decrease every day. The fundamental measures for
stabilizing the country’s financial situation should have been realized on July
1. However, the endless conciliations, discussions, and so on have cost us two
months. In that period, albeit belatedly, we managed only to decide on stabi-
lization work in the base economic sectors and partially in production of con-
sumer goods. . . . We must realize that in two to four months we will need
completely different measures to normalize the situation and the anticrisis
program can be tossed into the garbage. A paradoxical situation is forming.
On one hand, the budget system is going to throw its deficit into circulation
in the amount of approximately 310-320 billion rubles, and on the other
hand, enterprise will add another 250 billion rubles. . . . It follows that the
budget system is becoming an important factor in generating powerful infla-
tionary processes. . . . In our opinion, with the agreement of the republic,
there could be a Presidential Decree to implement an immediate (as of Sep-
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tember 1) freeze on all Union and republic programs of a social character
unfunded as of August 1 and a continuation of this measure at least into the
first half-year of 1992. . . . In the second stage (after December 1, 1991) there
will be a transition to mostly free pricing, including a new mechanism for
forming wage funds. . . . It must be stressed that these approaches will not
solve the problem of fiscal balance as a whole but will simply move its solu-
tion beyond 1991. . .. Thus these measures will keep the situation from get-
ting worse, but they will have no cardinal effect on the true causes of the fiscal
imbalance.®

Currency reserves had been fully depleted by then.” Mere weeks sepa-
rated the country from bankruptcy and nonpayment of foreign debt—and
then only if it stopped all payments due for imports. There would be no
large Western credits if the GKChP succeeded. The new authorities would
have to make decisions about further reduction of food purchases, cut-
backs in cattle, reduction of imports of other foods, and stoppages in facto-
ries for lack of components. One of the organizers of the GKChP, head of
the Soviet military-industrial complex Oleg Baklanov, wrote to Gorbachev
in January 1991:

The economy at the present time is in crisis. . . . In addition, the country
is becoming ever more dependent on the import of material-technical
resources from capitalist countries. According to Gossnab, in 1991 the
country physically lacks raw materials for the normal functioning of agri-
culture in the amount of approximately 9 billion rubles, which were mostly
purchased abroad. . . . The inability to purchase resources is complicating
the country’s debts to foreign companies for raw materials, food, and indus-
trial goods for 1990. By late 1990, the lack of raw materials slowed the pro-
duction of many products, including consumer goods, and in the first
quarter of this year we expect mass stoppages in factories, plants, and enter-
prises. In light industry alone, more than 400 factories, one-third of exist-
ing ones, may shut down, and approximately 1 million people will be
without work. The situation is getting worse, with the possible closing in the
near future of production at ZIL, Rostsel’'mash, the Chernovtsy footwear
plant, the Cheboksary Kontur plant, the Altai tractor factor, the Vostochny
mineral combine in Dnepropetrovsk, the Moscow Stankolit plant, and
many other enterprises.'

The organizers of the putsch knew all this. Otto Latsis quotes materials from
a memo prepared by the KGB near the time of the coup:
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The program of capital construction for 1991 is totally unbalanced. Accord-
ing to forecasts, the funds to be used in 1991 will be 30-35 percent less than
last year, residential housing will be down 20-22 percent, and other objects
in the social sphere down by 15 to 70 percent. To keep the aviation enter-
prises working without disruptions, 1,938,000 tons of aviation kerosene and
53,000 tons of aviation fuel are needed. As of August 1, the delivery has been
only a bit more than half, 1,005,000 tons of aviation kerosene and 28,000 tons
of aviation fuel. The reduction of herds on kolkhoz, sovkhoz, and mixed farms,
which began in 1988, is increasing. . . . Moscow: Definite difficulties are noted
in energy supply. Some power plants have equipment exhaustion of 70 per-
cent. Supplies of heating oil are down to 50—-80 percent of what is needed.
The city energy system is functioning at the limit of its capacity. The con-
sumer market is in difficult straits. Meat deliveries to the stores in the city are
on average no more than 80 percent of last year’s levels. Food deliveries are
60—70 percent, and supplies on hand will last only fifteen days. . . . The energy
situation is difficult. All the power plants are working at capacity. The supply
of coal and fuel oil is only at 50 percent of what is needed. Food distribu-
tion is disrupted. Thirty percent of the population was unable to use their
coupons for June, July, and August for sugar, animal fats, and meat. Of par-
ticular concern is bread. The new norm is 250 grams per day per person.
(N. A. Savenkov, head of administration KGB USSR, September 2, 1991)"!

The man who signed the document headed the administration of the KGB,
which included economic security.

The budget deficit in the third quarter of 1991 was quickly approaching
30 percent of GDP.!? This meant that the situation on the consumer market
would remain catastrophic. Without structural changes and a reduction in
defense spending, agricultural subsidies, and capital investments, further
price hikes would merely reproduce the deficit in consumer goods on a higher
level. The unpopular and illegitimate regime would have to answer for all that.
Considering what was happening in the Baltics, Georgia, Armenia, and West-
ern Ukraine, its fate was easy to predict.

One of Gorbachev’s close aides, Vadim Medvedev, told Valery Boldin, a
participant in the conspiracy: “The Pinochet variant with generous foreign
aid will not work; on the contrary, domestic disorders and the inevitable
shutdown of channels for foreign economic aid will quickly bring the econ-
omy to catastrophe. The coup will not only weaken the centrifugal forces of
the Union, it will lead to the inexorable collapse of the Union, because the
republics will not want to live under that regime.”!3



THE FALL

Chairman of the Cabinet of Ministers Pavlov, who had a better under-
standing than the other members of the combined effects of the currency and
fiscal situation, drank so heavily on the evening of August 18 that he was felled
by a stroke. We will never learn what the head of the last Soviet government
was thinking. But I do not rule out that he was thinking of the political and
economic ramifications of the coup’s certain failure.'*

Political Death Throes

After the events of August 19-21, 1991, the death of the empire was no longer
inevitable—it had taken place. The question was only how difficult the eco-
nomic and political consequences of its collapse would be for the country’s
population.

Naturally, the Soviet authorities could have referred repeatedly to the
March 17 referendum on maintaining the USSR and insisted that the Decem-
ber 1 referendum in Ukraine, which brought out 84 percent of the residents,
90 percent of whom voted for independence for the second-largest Union
republic, was in contradiction to Union legislation.* None of that had any
relation to the real political process. When empires fall, their fate is not deter-
mined by plebiscite. A few weeks before the March 17 vote, Maxim Sokolov
noted accurately: “From the formally legal point of view, a flawed referendum
cannot cause juridical consequences, and from the practical point of view, it
does not give Gorbachev a single additional reliable division. . . . Gorbachev’s
readiness (or unreadiness) to take decisive action depends on less ephemeral
factors than the meaningless reply of the citizens of the USSR to a meaning-
less question. There are more significant factors: anger of the population, reli-
ability of the troops. . . .”'® People knew that by December 1991, the time of
the formal declaration of the collapse of the Union, the Union authorities
would have no reliable troops at their command.

The first consequence of the failed coup was a demonstration of the
regime’s inability to use force to control its territory. By late August 1991 it
was a given that not a single tank, not a single platoon, would move on orders
from the Union government to protect them or impose public order."”

This is not new for collapsing empires. Austria-Hungary and Yugoslavia
showed the difficulties encountered by state organs when the legitimacy of the
central regime is undermined and the loyalty of the officers and soldiers is
divided between the new national formations in the places they are from, the
metropolis, and the authorities in the regions where they are based. As a rule,
the result is that the military loses the capability to do anything.
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Neither the Union nor the republican authorities could control the armed
forces in the fall of 1991. Events in Chechnya in November demonstrated
that. The attempts of the Russian authorities to bring in troops and maintain
martial law failed, in part because the Union authorities were prepared to give
the army an excuse to do nothing. When the state loses not only the monop-
oly on power but even the ability to employ it, it stops being a state in the usual
meaning of the word.

After the August coup attempt, there came a string of declarations of inde-
pendence from the republics. The Union had no power or authority to stop
it. This showed the country and the world that the Soviet Union no longer
controlled its territory and from the point of view of international law could
no longer be considered subject to it. In the Baltics and Ukraine, the Union
authorities lost control of customs and state borders. There were no orga-
nized borders between the republics.'® The Soviet Union became a state with-
out borders. On September 5, the Congress of People’s Deputies dissolved
itself, drawing a line under the seventy-plus years of the USSR’s existence.
This is how the mass media perceived this decision."

The Treaty on the Economic Community prepared in early October by
some of the Union republics was rather vague. Article 16 called for preserv-
ing the ruble as the sole monetary unit. It also mentioned the possibility of
member states introducing their own national currency. For any state the
money question is key. The treaty did not define how to resolve it; the
republics intended to deal with it separately later. They established a banking
union, working on the principle of a reserve system, but did not specify how
it would work. The most important budget issue for any state and multistate
formation was unresolved. The document read: “The budget of the Economic
Community will be formed from the contributions of its members, deter-
mined in fixed sums. The amount and order of forming the fixed contribu-
tions will be determined by a special agreement among the members of the
Economic Community.” It is hard to tell what that means.

The leadership of the second largest republic after the RSFSR, Ukraine, had
maintained a watchful position during the putsch. The chairman of the
Supreme Soviet of the Ukrainian SSR refused to condemn the actions of the
GKChP right up until August 21, when it was obvious that the coup had
failed. That outcome made supporting the idea of independence for Ukraine
a choice without an alternative for him and all the leaders of the Communist
Party of Ukraine. Otherwise, he and the Party had no hope of political sur-
vival. On August 24, the Supreme Soviet of Ukraine passed the decision on
independence almost unanimously.?
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Chairman of the Supreme Soviet of Ukraine Leonid Kravchuk said on
November 8, 1991: “The economic treaty can be seen only as general princi-
ples, nothing more. We will be against creating any central organs. We will
not ratify the treaty if there are central organs of any kind behind it. There
must not be any center anymore except for coordinating organs that will be
created by the states participating in the treaty process.”*!

Political Disintegration: Economic Consequences

By the first half of 1991, before the August putsch, Russia got from the other
republics only 22 percent of the planned deliveries of sugar, 30 percent of tea,
19 percent of cereals, and 22 percent of soap. All the republics, except Russia,
introduced customs checks on their borders in order to limit the export of
goods to neighbors, especially Russia. The customs restrictions worked only
one way: bringing things into Russia was not allowed, bringing things in from
Russia was. In early 1991, Ukraine and Estonia placed orders (in Canada and
Sweden) to print their own money. As a preparatory measure, Ukraine
planned to introduce coupons as temporary currency in November 1991.%

The former deputy chairman of the USSR government Leonid Abalkin
wrote: “In early October, while in the United States, I met with Mr. Greenspan,
head of the Federal Reserve system of the USA, one of the most experienced
financial experts. We have known each other a long time and understand each
other well, practically speaking the same language. He asked me: ‘Do you
understand that there are only a few weeks left to prevent a financial crash?’ I
told him our estimates were two months. Actually, the difference was only in
the way of expressing the thought: a few weeks or two months is practically
the same thing.”?’ From Georgy Shakhnazarov’s notes on a meeting of the
state council on October 16, 1991: “At the meeting of the State Council, Grig-
ory Yavlinsky spoke of the Economic Union. He gave figures: production fell
15 percent in 1991, in 1992 it is expected to fall 23-25 percent. . . . Stopping
production and prices doubling or tripling will create a dead end.”**

The very modest capabilities of the Union to collect taxes fell to zero in the
fall of 1991. The government got a small amount of money from some of the
republics. But now they were closer to gifts than to taxes. And the amounts
were incompatible with the needs of the Union budget. Financing of state
expenditures came almost completely from Gosbank credits.

In monetary policy, the Union lost its monopoly, could not stop the
republics’ central banks from creating currency, and became one of many
competitors offering a supply of money. A letter from Gerashchenko to
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Gorbachev dated August 9, 1991, reads: “In the conditions of using common
currency, it is impossible to stop the destructive actions of those republics that
are using their right to establish autonomous monetary and credit policies.
The function of issuing money given to the Union in the treaty means only
the technical function of releasing bank notes and coins into circulation. Real
monetary emission that determines inflation processes will be carried out by
the republics themselves through their central banks’ credit operations.”?
The author of these lines saw the situation in fall 1991 this way:

By the time the Fifth Congress gave the president additional powers and
opened the way to deeper economic reforms, there had already been six years
of vacillation, indecisiveness, and compromises to create true socioeconomic
chaos. . . . Everyone understood that the time had come to pay for the years
of fiscal irresponsibility, for Vneshekonombank’s insolvency, the nonwork-
ing ruble, the empty shelves, all those social demagogic promises that were
given freely in recent years. . . . The autumn of 1991 saw a sharp fall in pro-
duction and a halting of heavy metallurgy, which threatened to halt all
machine building and construction. The fall of 1991 was a time of deep
despair and pessimism, with the expectation of hunger and cold. In those dif-
ficult circumstances anyone who continued to waste time talking and waiting
for a painless transition to the market, the stabilization of the economy, the
creation of a competitive market environment, and the formation of effective
private property rights would have waited until there was total paralysis in
production, the death of Russian democracy, and of the state itself.?®

The historical materials I had an opportunity to study show that this eval-
uation of the situation in Russia was correct. Let me quote a few documents:

Accounting practices define quantities of goods by their presence at the start
of the workday. Since most goods are sold out immediately, we might as well
accept that the ruble has no trade guarantees. . . . The trade and monetary
imbalance in the economy is compounded by the huge unsatisfied demand of
the population, which has been accruing for years and according to Goskom-
stat’s estimates has reached 233 billion rubles. . . . The total budget deficit in
the ruble zone is 300 billion rubles. A deficit of this size is catastrophic for
finances and money circulation. At the same time it leaves no chance for a real
correction of the situation before the end of the year. . . . The credits given by
Gosbank to the Union and republic budgets for the period from 1986 to 1991
have grown from 141 billion rubles to 581 billion rubles, and if we include
amounts borrowed in 1991, the sum is 644 billion rubles. . . . At the present
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time, people’s savings accounts are distributed among the republics and are
banking resources. Yet the entire sum of the population’s savings, which with
indexation is more than 600 billion rubles, is roughly equal to the domestic
state debt.?”

On the budget:

The execution of the Union budget has worsened the general economic pic-
ture and led especially to a reduction in income from foreign economic trade,
which produces a substantial portion of the revenues of the Union budget.
In just nine months of this year, because of the smaller production volume
and price changes on the world market, taxes on exports are behind 15.1 bil-
lion rubles and income from imports, 9.2 billion rubles. Another 14.8 bil-
lion rubles were not collected from credit and other operations. In just nine
months of this year the Union budget received 80.2 billion rubles in income,
or 96.9 billion rubles less than expected in the revised budget for that period.
The total deficit of financial resources for the Union budget and All-Union
stabilization fund for 1991 is estimated at 204.6 billion rubles, of which
90.4 billion rubles falls to the fourth quarter.?®

The state budget deficit for 1991, including the stabilization fund, was 156 bil-
lion rubles. The deficit of the consolidated budget of the states that were part
of the USSR in 1991 was 197 billion rubles, including the deficit of the stabi-
lization fund and 296 billion rubles to subsidize prices for agricultural prod-
ucts made using credit from the central bank.”

The budget crisis created more disruption in the circulation of money. The
directors of Gosbank were horrified. From a letter of Gerashchenko to the
State Council USSR in October 1991:

The income of the population is growing unchecked; in the nine months of
1991 it grew in comparison with the same period in 1990 by 63 percent. . . .
In the third quarter of 1991 it almost doubled. In October the process is
continuing. In the first half of October 1991, compared to the same period
last year, income has grown by 2.2 times. . . . The consumer market is char-
acterized by deficits in almost every possible good and item, the unsatisfied
demand for goods and services is growing, speculation is increasing.*

Developments in monetary relations, the nominal income of the popu-
lation, and the consumer market are illustrated in tables 8-1 and 8-2. The
public was well aware of the critical situation. VTsIOM reported to the
government:



THE FALL

TABLE 8-1. Relationship of Cash Savings to the Availability of Stocks
of Goods in the Retail System and Industry, by Population, 1970-91

Asof
Item 1970 1980 1985 1990 September 1, 1991
Funds held by population, 73 228 320 568 854
deposits, cash, and securities
(billions of rubles)
Funds held by population 19.3 36.8 41.2 55.4 69.5
(percent of GDP)
Stocks of goods per one ruble 0.62 0.29 0.30 0.13 0.14
of funds held by population
(rubles)

Source: RF State Archive, F. 5446, Inv. 163, S. 41, P. 28. Calculations in GDP shares based on data for
1970-89: S. G. Sinelnikov, Budzhetnyi krizis v Rossii (Moscow: Eurasia, 1995); for 1990-91: GDP reconstruction
based on the data of the CIS Statistics Committee.

Consumer behavior in every stratum of the population, without exception,
is characterized by agitated demand, flight from money, the stockpiling of
goods (food, clothing, and so on). Judging from a survey conducted in August
of this year, almost one-third of the population, on average, want to buy up
deficit goods, whether they need them or not. Half the respondents expressed
a willingness to overpay for individual items. Distrust of money and the desire
to get rid of it is manifest not only in stockpiling (which is primarily deter-
mined by the shortages) but also in the formation of a savings strategy that is
typical in crisis economies. The most popular use of savings is buying jewelry

TABLE 8-2. Growth of Population Income, 1985-91

Growth of population income

Growth of population income over the level of income in the

Year (billions of rubles) previous year (percent)
1985 14.0

1986 15.1 3.5

1987 17.3 3.8

1988 41.5 8.4

1989 64.5 11.6

1990 94.0 14.4

1991 (estimate) 570-90 517.0

Source: RF State Archive, F. 5446, Inv. 163, S. 41, P. 29. Calculations based on data from Statistical Year-
book Narodnoe khoziaistvo SSSR (Moscow: Finansy i statistika, various years).
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(38 percent of respondents said that this is a good time for it); slightly less
popular is purchasing hard currency (33 percent feel that this is good time to
buy it). Lack of confidence in the government is seen in the low ratings of state
forms of savings (savings banks, securities, and bonds).*

Stabilization was impossible without a radical budget reduction and nor-
malization of state finances. However the crisis just continued to get worse.
Chairman of the Control Chamber USSR Alexander Orlov wrote to Chair-
man of the Interstate Economic Committee Ivan Silayev in November 1991:

The budget deficit and the state debt for the nine months of 1991 has sur-
passed several times over the indexes ratified by the Supreme Soviet for the
end of 1991. The limit for the deficit of the Union budget for 1991 was set at
26.5 billion rubles. In fact the deficit according to the Ministry of Finance on
October 1, 1991, was 84.5 billion rubles, 3.2 times more than what was legally
determined. The limit for state domestic debt for January 1, 1992, was ratified
at 567.6 billion rubles. In fact the domestic debt has grown from 566.1 billion
rubles as of January 1, 1991, to 890 billion rubles . . . as of October 1, 1991.
The state debt will be higher than 1 trillion rubles by the end of the year. . . .
The budget passed by the (last) Supreme Soviet, considered unrealistic by the
executive branch, particularly in the revenue calculations, has become the
main precondition of the fiscal-budgetary and credit crisis. . . . The main
economic cause of the crisis of the Union budget is the manifold reduction of
its revenue base from previous years and from the plan ratified for 1991. The
Union budget does not get income tax revenue or tax from co-operative trade.
Cutting off the Union budget from its direct ties to the income of the popu-
lation and the new market structure and trade taxes was a grave strategic mis-
calculation and a blow to its stability and nondeficit standing. . . . Ukraine has
not paid its share of common state programs. In the Baltic states, all revenues
earned on their territories went into the republic budgets. . . . Sales tax turned
out to be an unreliable source of revenue. In nine months only 6.5 billion
rubles was paid into the budget, while the plan called for 26.8 billion rubles. . . .
According to the Ministry of Finance, at best we can expect 34.8 billion rubles
in income from foreign economic activity (20.6 billion rubles in nine months)
instead of 86.3 billion rubles—that is, only 40 percent of the plan. . . . These
great losses are due to the breakdown of contracts for our exports. Thus the
annual quotas for coal, metallurgical coke, pig iron, rolled steel, ammonia,
cement, lumber, cellulose, and trucks are only at 13-35 percent, for oil, iron
ore, copper, salable wood, cardboard, tractors, and cars at 37-66 percent.
Compared to the same period last year in the period January—September, coal
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exports fell by 18 million tons, crude oil by 48 million tons, natural gas by
a billion cubic meters, cotton by 144,000 tons, and so on. The reduction in
exports with the increase in payments on foreign debt forced the sharp
decrease in imports from capitalist countries (by 36.6 percent). . . . Political
factors affected the withholding of payments by foreign debtors (Iraq,
Algeria, Libya, and Syria), keeping 9.1 billion rubles from the budget.*

Valentin Gerashchenko and Yuri Moskovsky reported to Ivan Silayev on
a telegram from Riyadh Bank stating that the conditions in the USSR would
force it to postpone delivering the second and third tranches of credit (a total
of $500 million) for an indefinite period.?* The scale of the concern in the
international community over the USSR’s economic situation is illustrated
in a letter from Deputy Chairman of the Board of Vneshekonombank Yuri
Poletaev to head of the Committee on Effective Management of the Econ-
omy Silayev:

In connection with the decision of the president of the United States in late
August of this year to accelerate guarantees to the USSR within the framework
of the program of the U.S. Department of Agriculture, we report that
Vneshekonombank through its representatives in New York has had negoti-
ations with a number of American banks. However, none of these banks
intends at present to participate in giving the USSR credits. The position of
the American banks is explained by an unwillingness to take on any Soviet risk
in view of the instability and lack of clarity of the economic and political sit-
uation in the USSR, since the conditions of the program guarantee only 98
percent of the principal and part of the interest payments. One possibility,
proposed by the American banks and exporter firms, is to change the guaran-
tee to 100 percent of the principal.**

The risk of losing even 2 percent in the event of unpredictable events in the
USSR seemed excessive to American bankers then.

The last Soviet authorities understood how critical the situation was in the
fall of 1991. Silayev wrote “On the Extraordinary Budget for the Fourth Quar-
ter 1991” to Gorbachev in November:

In order to characterize the extreme fiscal and monetary state I will cite just
a few numbers. If you count the deficit in the stabilization fund as being
51.3 billion rubles, the total deficit is 204.6 billion rubles. The deficits of
the republic budgets are also greater than planned. What are the funda-
mental causes of the growth of the deficit? The main one is that in the cur-
rent year the revenue base of the Union budget has been severely reduced.
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In nine months, compared to expectations, we are short 97 billion rubles,
and for the year 147 billion rubles—that is, the budget received less than
47 percent of what had been planned. All of us—the executive and the legis-
lative branches—have contributed to this. I mean the decisions to repeal
the sales tax for all practical purposes, to lower the income tax from 45 to
35 percent, and to provide significant tax breaks. These decisions were
made both at the center and in the republics. Ukraine’s payment is short
8.8 billion rubles. That republic stopped transferring payments to the
Union budget in July. Georgia and the Baltic republics are not paying what
they owe. The Union budget also had to handle the expenses for a unified
fund for social security. When the reform of retail prices was being pre-
pared, it was supposed to be created from contributions by the republics.
However, all the republics that were supposed to make payments have
refused. And finally, with higher prices, defense expenses went up by 12 bil-
lion rubles. Thus the total deficit of the Union budget and the stabilization
fund for only nine months is 114.2 billion rubles. In ten months, banknotes
in the amount of 82.6 billion rubles have been issued, including 53.3 bil-
lion rubles for the RSESR, 6.1 for Ukraine, 4.4 for Uzbekistan, and 5.6 bil-
lion rubles for Kazakhstan. Over the year the amount of cash in circulation
will grow by 110-140 billion rubles.>

Orlov wrote to Silayev in late October:

The main sources for covering the huge deficit of the Union budget and the
nonbudget funds are the loans received by Gosbank in the form of credits
requested by the president and the Ministry of Finance (68 billion rubles)
and the printing of money (40 billion rubles), which also has a credit char-
acter. Because none of these loans (except for 5 billion rubles) have been rati-
fied by the Supreme Soviet, the president is put in a difficult situation. . . .
According to our calculations the budget deficit can be reduced in the fourth
quarter by 15-16 percent without a massive shutdown of defense plants or
panic in the army. Accept the financing based on quarters I-111; take off the
books wages for the servicemen (750,000 men) who are not serving; cancel
planned training; reduce the central apparat of the Ministry of Defense, the
types of troops, the military okrugs, the production of obsolete forms and
types of military technology, and recruitment personnel; retire one-third
of the generals and senior officers; dissolve military units that service dacha
settlements and hunting farms, some of the marine and coast guard units,
and some subunits of civilian defense. . . . In order to find additional sources
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of revenues for the Union budget it is necessary . . . to accelerate the transi-
tion to price liberalization.

The rate of printing money was unprecedented (except during the hyper-
inflation of 1921-22): “In nine months 70.3 billion rubles were issued, which
is greater than the amount in the previous five years combined (65.5 billion
rubles).”® And from V. Kulikov of Gosbank:

The growth of savings in organized forms (savings accounts, securities) in
eight months is 58 billion rubles, an increase of 31.8 billion rubles over the
period January—August of last year, or 2.2 times. The savings are in part
forced, since citizens cannot spend their earnings on goods and services that
don’t exist on the domestic market. If urgent measures are not taken to
increase production of consumer goods and the volume of paid services, and
also to limit unjustified methods to pay labor at enterprises, the overhang of
rubles in 1991 could increase by 250-280 billion rubles, including cash of
100-110 billion rubles. The amount of money in circulation could grow from
136 billion rubles as of January 1, 1991, to 240-250 billion rubles at the end
of 1991. ... Gosbank sees no possibility for further direct crediting of the
deficit in the state budget through short-term credits—that is, by putting
more cash into circulation. Even now, close to 60 percent of these resources
are used to cover accounting of a budgetary nature, and continuing this prac-
tice will produce extremely negative consequences for the economy.*

On the state of the Union budget for 1991 in the view of the Ministry of
Finance, see table 8-3.

Silayev wrote to Gorbachev: “At present, there is an extremely difficult
situation in a number of sectors caused by the large indebtedness for com-
pleted work and services. It is necessary to solve the question of additional

TABLE 8-3. Expected Execution of the Union Budget in 1991

Billions of rubles

Item Approved plan for 1991 Expected execution in 1991
Total revenues 250.1 112.1
Total expenditures 276.8 256.7
Deficit 26.7 144.6

Source: V. A. Raevsky (Deputy Minister of Finance) to the Committee for the Executive Planning of the
USSR Economy, on the expected execution of the Union budget for 1991, September 12, 1991 (RF State Archive,
F. 5446, Inv. 163, S. 41, P. 2, 3).
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credits from Gosbank to the Union budget for October in the amount of
20 billion rubles, as well as to extend until December 31, 1991, the credit of
5 billion rubles given in accordance with the resolution of the Supreme
Soviet of May 27, 1991.7% Deputy Finance Minister Vladimir Raevsky wrote
to the Committee on Effective Management of the Economy: “The total
need for credits from Gosbank in October of this year for budget financing
is 30 billion rubles.”*°

In the early days of December, Gosbank informed the Union authorities
that it had stopped payments on expenditures financed through the Union
budget throughout the country. This included salaries, stipends, certain pen-
sions and subsidies, money to servicemen, and All-Union programs.*!

Administrative controls over pricing allowed some control over inflation;
prices rose, but much more slowly than the money supply. But the financial
base for hyperinflation was already in place. The chairman of Gosbank wrote
to the members of the Economic Community: “The issuing of banknotes over
eleven months totaled 102.4 billion rubles . . . is over four times more than
during the same period last year. . . . As a result, cash in the hands of the pop-
ulation and in organized forms of savings for January—November 1991 grew
by 225 billion rubles, which is 167 billion rubles more than in the eleven
months of 1990. The growth in ruble overhang for the period January—
November 1991 was 98.6 billion rubles (as compared with 24.1 billion rubles
for the same period in 1990).”*

By the end of 1991 one of the greatest problems was the inability of Goznak
to print enough money to satisfy the needs of Gosbank. Gerashchenko wrote
to Gorbachev in November 1991:

The physical volume of retail trade in the period January—September 1991
was smaller than last year’s volume by 12 percent, and retail prices for goods
went up by 170 percent. The consumer market is characterized by deficits in
almost every category, unsatisfied demand for goods and services is grow-
ing, and speculation is increasing. As a result, cash in the hands of the pop-
ulation and in organized forms of savings for the period January—October
1991 increased by 159.3 billion rubles. . . . The growth in the ruble overhang
for January—October 1991 was 81.5 billion rubles (as compared with 20.3 bil-
lion rubles for the same period in 1990). Thus the gap between income and
spending is increasing every month. . .. Goznak cannot satisfy Gosbank’s
augmented commissions for printing bank notes, since the paper supplies
and printing presses of Goznak are overextended, work for 1991 has been
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going on in three shifts. . . . The growth of the ruble overhang is expected to
reach 250-280 billion rubles, which is 3.2-3.3 times greater than in 1990.
The amount of cash in circulation by 1991 may reach 270 billion rubles;
the increase over the year will be 110-140 billion rubles. . .. The total
amount of money in circulation for nine months of this year will increase
from 989 billion rubles to 1,661.2 billion rubles, that is, by 672.2 billion
rubles, or 70.2 percent. . . . More than half of the money in circulation is used
to cover the domestic state debt and budget expenses. The domestic state debt
to banks as of October 1 was 843.7 billion rubles, and it has increased from
January 1 by 325.1 billion rubles, or 62.7 percent. . . . One of the fundamen-
tal reasons for the worsening of the state of money circulation in 1991 is the
growing deficit in republic and central budgets, which will total approximately
300 billion rubles in 1991. The efforts of Gosbank to regulate the massive
amount of money in circulation are not yielding the desired results, since the
banking system is now broken up and national banks in some republics are
not obeying orders from Gosbank and are carrying out their own policies that
run counter to the interests of a stable common monetary unit.*

Chernyaev recorded in his diary: “Gosbank has stopped all payments: to the
army, officials, us sinners. We are without salaries now.”* In a survey con-
ducted by VTsIOM in November 1991, when asked the question, “Are we
going through the most difficult times now, or are they over/ahead?” 69 per-
cent replied that they were still ahead, 21 percent that they were going through
them now. VTsIOM in the fall of 1991 had warned the authorities about the
scale of a possible protest, the risks of losing control over the situation, and
that the “latent panic” reigning in the public could turn into a real social
explosion.*

The Ministry of Foreign Economic Relations informed Silayev on August
29, 1991, that Vneshekonombank had stopped providing guarantees on USSR
credits for imported grain and that this could lead to a halt in its unloading
and delivery to enterprises.*®

In a conversation with the British ambassador in late August 1991, Gor-
bachev described the situation this way: payments on debt for the next four
months of 1991 would total $17 billion. Exports for that period were esti-
mated at $7.5 billion, and another $2 billion could be mobilized by coordi-
nating credit lines. The gap between needs and abilities was $7.5 billion. He
asked the West for $2 billion in new credits, which had to arrive within a few
weeks, and for a restructuring of Soviet debt, and reminded the ambassador
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that the Soviet Union needed immediate aid in of the form of food and med-
icine. In the course of the conversation he once again repeated that the West
had spent $100 billion on the Gulf War. Ambassador Braithwaite promised
to report on this conversation to his government, but as he wrote, without
great hope of success.?

The declared gold reserves of Gosbank in mid-1937 were 374.6 tons. No
additions were made after that, and the reserves were turned over to the Peo-
ple’s Commissariat of Finance. The size of the reserve had been kept secret
since the late 1930s. Gerashchenko wrote to Gorbachev on November 15,
1991: “It was reported in October of this year that the official gold reserves of
the country are only 240 tons. The declared level of official gold reserves,
which is one of the most important indicators of a country’s solvency, is not
commensurate with the status of a superpower and leading gold producer,
according to experts. Reports of the size of the USSR gold reserves created
confusion among specialists on the gold market, who had previously esti-
mated them to be 1,000—1,300 tons.”*8

Amid the growing currency difficulties of the Soviet Union, Soviet
banks working abroad felt the crisis. Andrei Butin, acting financial direc-
tor of Mosnarbank, wrote to the government of the Russian Federation:
“Mosnarbank began having difficulty attracting money from the interbank
market in mid-1990. The bank was forced to create large insurance reserves
against the debts of former socialist countries (Bulgaria, Hungary, and
Yugoslavia). In that same period it was taken under special control by the
Bank of England. . . . In 1991 the bank’s situation deteriorated rapidly. The
outflow of deposits first reached 40 percent and then 75 percent. Selling
shares could not solve the problem in sufficient amounts or time.”** By late
1991, the bankruptcy of the Soviet foreign banking system was an almost
irreversible threat. Representatives of USSR commercial banks abroad
wrote to Boris Yeltsin in December 1991:

The network of commercial banks abroad includes banks in Austria—
Donau-bank; England—Moscow National Bank (Mosnarbank, founded in
1915); Germany—Ost-West Handelsbank; Luxembourg—East-West United
Bank; and France—Commercial Bank for Northern Europe (Eurobank,
founded in 1921). These commercial banks have branches in Singapore and
Berlin, as well as a number of affiliated leasing, consulting, trade, and other
specialized firms both in Russia and abroad. The total balance of all these
banks is $9.7 billion. . . . There is a risk that creditors of Vneshekonombank
will seize the funds it has deposited in foreign banks, including our banks
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abroad. This and other factors, especially the acute shortage of resources in
some of the banks abroad, worsened by the nonpayments of the USSR, make
the official bankruptcy of these banks a real possibility. . . . Bankruptcy of
these banks would bring about the bankruptcy of other commercial organi-
zations abroad that are serviced by these banks and would complicate the
work of shipping and Aeroflot and would lead to the loss of personal funds of
our fellow citizens with accounts in them. The capital of the banks would be
permanently lost.>

From the diary of Chernyaev, Gorbachev’s aide: “Yavlinsky reports that on
November 4, Vneshekonombank will declare bankruptcy: it cannot support
our embassies, trade representatives, and other representatives abroad—and
they won’t have any funds to return. . .. M.S. asked me to write to [John]
Major, coordinator of The Seven [G-7]: ‘Dear John! Help!’>!

Time changes our view of situations. Here is what Grigory Yavlinsky
wrote about those days twelve years later: “Financial stabilization, which
was basically achieved by the end of [the] 1990s through enormous social
sacrifice and economic distortion, including a default on state obligations,
truly was necessary—but before, not after, liberalization and privatization;
and not at the expense of the population, which lost its confidence in the
regime and in legal economic institutions, particularly the banking system,
but at the expense of resources that had been accumulated in the hands of the
state and its organs by the end of the Soviet period.”2

On November 15, 1991, Mayor Anatoly Sobchak of St. Petersburg wrote
to Silayev describing the food situation in the city: “With the sharp decrease
in meat and dairy deliveries from the sovereign republics of the RSFSR, the
food shortages for the general population of St. Petersburg, for the network
of public care, and for other secure facilities and children’s institutions are
critical. The remaining meat supply in refrigeration is enough for three or
four days for the city. Steady supplies for December and early 1992 are not
expected. This could lead to a dangerous social and political situation in
St. Petersburg.”>

The shortage of grain was becoming more severe. First Deputy Chairman
of the Committee for Food Purchasing Akulinin wrote to Silayev and his
deputy, Luzhkov, on September 6, 1991: “In order to stimulate stocking
grain and oil-seeds for the state, we have extended paying in hard currency
to domestic farms. However, there are no funds planned for these pur-
chases.”™ He wrote again to Silayev on September 27, 1991: “We have
informed you of the critical situation with wheat at the flour mills. . . . At the
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present time, because of the unsatisfactory delivery of imported grain the
supply of bread products may take a severe turn for the worse. . . . We ask
that you order the Ministries of the Economy and of Foreign Economic Rela-
tions and Vneshekonombank to take measures to get credits for the country
in September—October of no less than 1.2 million tons of wheat and imme-
diately find hard currency sources to buy an additional 1 million tons of
wheat by November 1, 1991.7%

The Committee on Effective Management of the Economy passed a res-
olution on August 31, 1991, “On urgent measures for ensuring food for the
populace.” For those who know the economic history of Russia in the
twentieth century, it sounds painfully like 1915-21. Here are a few actions
called for in the document: “Declare it unacceptable that a number of
places with enough grain resources are holding back its sale to the state. . . .
Introduce temporary measures under which the orders of the Committee
on Effective Management of the Economy on supplying grain and food to
all-Union consumers, on inter-republic deliveries, and on deliveries of
food to the Far North are mandatory and must be obeyed. Any questions
of mutual accounting that come up are to be examined during the elabo-
ration and signing of the Economic Agreement and confirmation of food
balances for 1992.” The people who signed this resolution were not capa-
ble of arresting and shooting hundreds of thousands of people as was done
in 1918-21 during the food redistribution. Without the will to do that, res-
olutions like this do not work. Therefore the resolution also contained
points like this: “The Ministry of Foreign Economic Relations and the State
Committee on Purchasing Food in cooperation with Comrades Luzhkov
and Kulik will take urgent measures to buy food products and raw materi-
als abroad in the period September—December 1991, in accordance with
the assignments for this year. Vneshekonombank will open letters of credit
in a timely manner and ensure that these purchases receive priority pay-
ments, including transportation expenses. . . . Assign Comrades Luzhkov,
Kulik, and Moskovsky, in participation with interested ministries and
other state organs, to immediately hold negotiations with foreign banks
about obtaining credits for advance purchases of grain, sugar, vegetable
oils, and other foods.”5¢

An explosive situation was brewing. Deputy Minister of the Interior Vitaly
Turbin wrote to Silayev on November 8, 1991: “Reports coming to the min-
istry show that it remains difficult to ensure the presence of bread and other
foodstuffs in a number of regions. . . . Long lines form outside stores, the cit-
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izens criticize the local and central authorities in strong language, and some
of them call for protest actions.””” A memo prepared for a meeting of the State
Council with the president of the RSFSR in the fall of 1991 stated:

The situation with bread may become critical. The low harvest and the inabil-
ity to expand imports together with the refusal of farms to turn over their
grain to the state may put the country and the republic on the brink of famine.
The only way out of this situation is to allow the farms to sell grain freely at
market prices with further liberalization of retail prices for bread. Without a
transition to free pricing in conjunction with an accelerated reduction of state
control in agriculture and trade, there will be no incentive for growth in pro-
duction, which will make the situation even worse in 1992-93.5

But as VTSIOM informed the authorities, “The leadership of Russia is
approaching price liberalization in an extremely tense social atmosphere,
which is characterized by: a rejection of the idea of free prices by a signifi-
cant proportion of the public; distrust of any measures for social security
and supporting the standard of living; a weakened consumer market; an
expectation of famine; a growth of dissatisfaction among the broadest strata
of the population.”

In December the key problem was no longer mobilizing hard currency to
buy food, but paying the shipping charges to transport goods to Russia. At the
time Vneshekonombank received directives to use 80 percent of the weekly
hard currency revenue to pay the freight of Soviet and foreign shippers:® “On
the extreme situation in supplying the RSFSR with bread, bear in mind that
Vneshekonombank has temporarily, as of December 19, stopped all forms of
operations with hard currency to enterprises, organizations, and accounts of
commercial banks that are not related to paying the freight for grain from the
US and Canada, as well as payment in individual cases for food and medicine
on letters of credit opened earlier under the guarantee of the government of the
RSEFSR to the account of the Republic Hard Currency Reserve of the RSFSR.”®!

One of the most important topics in negotiations between Western
creditor-states and Union agencies and leaders of Union republics that had
declared their independence in 1991 was who would be responsible for Soviet
debts. Creditors had largely written off the USSR as incapable of meeting
financial contracts. They needed to guarantee that the new de facto indepen-
dent states would accept the obligations of the Soviet Union. Foreign and
domestic hard currency debts of the USSR at the time it ceased to exist are
shown in tables 8-4 and 8-5).
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TABLE 8-4. External Debt of the Former USSR in Freely Convertible
Currency as of January 1, 1992?
Billions of U.S. dollars®

External debt Amount
Of which—
1. Credits obtained or guaranteed by the USSR Government, USSR Gosbank, 70.5
and USSR Vneshekonombank
Of which—
a) Principal 57.1
b) Interest on all credits¢ 13.4
2. Liabilities on import letters of credit opened before December 31, 1991¢ 2.7
3. Open import letters of credit for medium-term bank credits 2.3
4. Confirmed letters of credit of third countries (principal and interest) 1.2
5. Import payments in arrears? 4.2
6. Credits obtained directly by various duly authorized enterprises
and organizations (estimate) 2.4
7. Debt to foreign transportation companies for previous shipments 0.1
of foreign trade cargo (estimate)
Total (1-7) 834
Additionally:
Lend-lease* 0.8
Debt to former socialist countries (on balance)f 33.7
Debt under clearing barter accounts (not including open import letters of credit)? 5.9

Source: Yu. V. Ponomarev to the assistant to First Deputy Chairman of the RF Government V. B. Bogdanov,
data on the foreign debt as of January 1, 1992, May 15, 1992 (personal archive of Ye. T. Gaidar).

a. Debt liabilities not included in the official Soviet foreign debt in convertible currency but included by the
Vneshekonombank management in national debt liabilities totaled $40.4 billion, while the total Soviet foreign
debt was estimated by the bank at $123.8 billion. Also not included are liabilities contracted by individual inde-
pendent states without the participation of the Vneshekonombank. The original table included a large number
of subsections, but they are not essential for understanding the Soviet foreign debt at this time.

b. Recalculated into U.S. dollars at ruble cross-rates for December 26, 1991.

c. Interest accrued for the remaining life of credits (estimate). The amount of interest will continue growing
because of the accrual of additional interest on rescheduled credits (adjustments will be negotiated with creditors).

d. Based on documents on file at the USSR Vneshekonombank.

e. To be determined with the competent U.S. authorities.

f. Data cited only for current account balance in transferable rubles and for clearing (preliminary data sub-
ject to verification of the amounts and recalculation rate during negotiations with former socialist countries).
Indicative rate: 1 transferable ruble = US$1.795).

g. Debt for clearing and barter accounts for the benefit of the USSR is US$0.7 billion (Afghanistan).
Clearing currencies were recalculated into U.S. dollars at the international market rate.

A Ciwvilized Divorce

The collapse of the USSR did not mean that it was immediately replaced by a
regulated system of relations among the former republics. The borders of the
newly independent states were not clear and were historically questionable,
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TABLE 8-5. Domestic Currency Debt of the Vneshekonombank in Freely
Convertible Currency to Individuals and Corporations, as of January 1, 1992
Millions of U.S. dollars

Corporate accounts

Of which correspondent accounts

of commercial banks and institutions Individual

Country Total of the Vneshekonombank accounts
Russia 8,856.3 2,036.6 433.8
Ukraine 462.1 421.1 45.8
Belarus 220.1 194.6 10.6
Uzbekistan 53.6 46.1 2.5
Kazakhstan 68.2 31.5 0.9
Georgia? 36.1 11.8 0.9
Azerbaijan 49.0 30.4 0.5
Lithuania 68.9 61.8 9.6
Moldova 16.0 15.3 oo
Latvia 39.0 15.0 0.9
Kyrgyzstan 3.2 oo
Tajikistan 3.8 1.0 .
Armenia 33.3 31.6 3.2
Turkmenistan 150.8 146.0
Estonia 19.6 .. e

Total 10,079.7 3,042.8 508.7

Source: Yu. V. Ponomarev to the assistant to First Deputy Chairman of the RF government V. B. Bogdanov,
data on the foreign debt as of January 1, 1992, May 15, 1992 (personal archive of Ye. T. Gaidar).
a. Data as of December 1, 1991.

thus fraught with the potential for conflict and bloodshed. The lack of border
clarity was the greatest obstacle to forming a stable democracy after the fall of
the authoritarian empire.®

The new states encountered difficult relations with authorities below the
federal level. They were particularly difficult in the national autonomous for-
mations. No one knew which normative acts would apply to their territories.
The authorities were incapable of guaranteeing even a minimal degree of law
and order. In the fall of 1991 there was no more talk about preserving a united
state, the question was how to get out of political and economic chaos while
avoiding large-scale civil wars.®® Considering the size of the Soviet nuclear
potential now scattered across four states (Russia, Ukraine, Belorussia, and
Kazakhstan), the fate of civilization was in question.

Before the collapse of the Soviet Union, three territorially integrated
empires had collapsed in the twentieth century: the Austro-Hungarian,
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Ottoman, and Russian. Yugoslavia collapsed almost simultaneously with the
Soviet Union. In three out of four, the empire’s collapse led to lengthy and
bloody war. In one (Austria-Hungary), the armed conflicts establishing new
borders were stopped by the armies of the Entente. Civil wars followed the
collapse of the Ottoman and Russian Empires and of Yugoslavia. History did
not suggest that the dismantling of the Soviet Union would pass without
bloodshed.

If experts were asked in 1989 which of two socialist multiethnic countries
would face the greatest risk of civil war if it were to collapse: the Soviet Union
or Yugoslavia, which had come closer than any other country in Eastern
Europe to joining the European Union and had a fairly liberal political sys-
tem (by socialist standards) and an open market economy, most would have
responded the USSR. History decided otherwise.

Left-wing intellectuals who live in stable, democratic societies have trou-
ble understanding the dynamic of the processes that unfold during the crisis
and collapse of an authoritarian regime. Their point of view is illustrated by
Emmanuel Todd in After the Empire, a book popular in Russia for its anti-
American views. For three pages he describes the harsh and pointless liberal-
ization of the Russian economy in the period 1990-97 and how the Soviet and
then Russian government liquidated the harshest totalitarian regime in
human history, without resorting to violence, and agreed not only that their
neighbors in Eastern Europe would become independent but also that free-
dom would be offered to the Baltic states, the republics of the Caucasus,
Ukraine, Belorussia, and the republics of Central Asia; they agreed that the
presence of enormous national minorities in the new states could not be
obstacles to their independence.®* The author does not seem to understand
that the peaceful dissolution of the empire and economic liberalization were
connected. The people who took part in elaborating the key political and eco-
nomic decisions of the period know that the absence of mutual territorial
demands, the unwillingness to use force as a way of getting food from the
countryside, and the consequent need for immediate liberalization of the
economy and the introduction of market mechanisms, do understand it.

Why did civil war break out in Yugoslavia and not in the former USSR? No
one can answer precisely. That includes the participants who made key deci-
sions. One can suggest hypotheses. Let me give you mine. It was a question of
subjective factors: the differences in the personal priorities of Boris Yeltsin
and Slobodan Milosevic and their political biographies. For Milosevic, the
leader of the Serbian Communists, the way to retain power after the collapse
of the former ideology was to play the radical Serbian nationalism card. Boris
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Yeltsin, who in the public mind was a “fallen angel” who had suffered on
behalf of the people, could bet on opposition to the Communist regime,
which had lost its popularity and support.

I believe that the presence of nuclear weapons in the former USSR played
a partas well. At the end of 1991, Ukraine had almost one-fifth of the ground-
based warheads in the strategic triad. The total number of strategic weapons
there was greater than the total in England and France combined. Data on the
distribution of nuclear weapons on the territory of the former Soviet Union
are not completely reliable. This is even more evidence of how dangerous the
situation was for the country at the end of 1991. See tables 8-6 and 8-7 for (the
sometimes conflicting) data provided by informed analysts who have studied
the history of the USSR’s nuclear endeavors.

The most serious problems were not with strategic nuclear weapons. They
were controlled from Moscow. According to Soviet military experts asked by
the Russian government, the newly independent states would need many
years to develop similar capabilities. The situation with tactical nuclear
weapons was much more complicated. The decision to use some of them
could be taken by commanders of okrugs.®> More precisely, they had the abil-
ity to use nuclear shells and mines. The use of tactical missiles was technically
controlled by Moscow.* Even so, they were still a threat to civilization after
the crash of a territorially integrated empire. The participants in the decision-
making process understood the risks of armed conflict between post-Soviet
nuclear states.

TABLE 8-6. Deployment of Soviet SNW Warheads in the Republics

Quantity
Republic Type of SNW Carriers Warheads
Russian Federation ICBM 1,064 4,278
SSBN/SLBM 62/940 2,804
HB 101 367
Ukraine ICBM 176 1,240
HB 21 168
Kazakhstan ICBM 104 1,040
HB 40 320
Belorussia ICBM 54 54

Source: A. Pikaev and A. Saveliev, “Nuclear Might of the USSR: On Land, on Sea, and in the Air,” Nezavisi-
maya Gazeta, no. 137 (November 2, 1991).

Key: SNW = strategic nuclear weapon; ICBM = intercontinental ballistic missile; SSBN = nuclear-powered
ballistic missile submarine; SLBM = submarine-launched ballistic missile; HB = heavy bomber.
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The threat that events would unfold in the post-Soviet space as they had in
Yugoslavia was real. On August 26, 1991, Pavel Voshchanov, the press secre-
tary to the Russian president, warned that the borders of Russia and the
republics (excluding Lithuania, Latvia, and Estonia) could be “reevaluated”
if they did not sign a Union agreement. The statement suggested Russian pre-
tensions to territory in northern Kazakhstan, Crimea, and part of left-bank
Ukraine. Voshchanov’s words elicited an angry response from the leaders of
Kazakhstan and Ukraine: they saw it as blackmail. Moscow mayor Gavriil
Popov made even greater territorial claims on Ukraine on August 27 and 28,
1991. They extended beyond Crimea and part of the left bank to Odessa and
the Transdniestr.*

In the fall of 1991 the Russian leadership did not discuss plans for using
nuclear means against other republics in the event of territorial disputes.
However, perceptions are as important as facts. From an article in Nezavisi-
maya Gazeta of October 24, 1991: “Even such a democratic newspaper
(T used to think) as Moskovskie Novosti . . . published on the front page infor-
mation from the corridors of the Russian government that there was a pos-
sibility of a preventive nuclear strike on Ukraine. When Ivan Plyushch and I
were in Moscow, [ asked Gorbachev and Yeltsin about it. Gorbachev replied,
‘You know, Kostya, you’ll do better if you read fewer newspapers.” And
Yeltsin said that he had discussed the possibility with the military and that
they don’t have the technology. Neither reply satisfies me or the residents of
Ukraine.”®8

U.S. authorities, with only a vague idea in 1991 of what was going on in the
empire that had opposed them for decades, were perceptive in one regard.
They had a sober estimation of the threat of uncontrolled use of tactical
nuclear weapons on the territory of the dying superpower. That fall, George
H. W. Bush addressed the problem. The U.S. administration presented a plan
to destroy all land- and sea-based tactical nuclear arms. When realized, it
would reduce the size of the USSR nuclear arsenal that the Russian republic
could inherit. As often happens in history, even a strong and innovative pro-
posal lagged behind reality. The Soviet Union no longer had the ability to put
it into practice.

Internal correspondence between the Union and Russian governments
at the end of 1991 focused on the problem of removing tactical nuclear
weapons from the other republics. One key issue was how to store them.
After they were removed from the Baltics and Transcaucasus, they would
have to be warehoused. After discussing the risks of local resistance by orga-
nized groups opposed to their removal, the officials decided to remove the
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nuclear weapons, using the reasoning that they were complying with signed
documents on disarmament.*

Nuclear weapons, which limited military activity during the cold war,
were a restraining factor during the disintegration of the USSR as well. The
leadership of the newly independent states was mature enough to under-
stand that when talk is about borders, however notional or unfair they may
be, talk is of war. The agreements reached in Belorussia on December 8 and
ratified on December 21 in Alma-Ata opened the way for the signing of
a strategic forces agreement (December 30, 1991). It obligated the mem-
ber states to cooperate on the liquidation of nuclear weapons in Ukraine,
Belorussia, and Kazakhstan; it established that by July 1, 1992, those republics
would remove their tactical nuclear weapons to central bases for disman-
tling under joint control; and it spelled out that the parties saw no obstacles
to moving nuclear weapons from the territories of Belarus, Kazakhstan, and
Ukraine to the territory of the RSFSR.7°

The tactical weapons in Ukraine were taken to Russia by May 6, 1991.
Ukraine was prepared to hand over strategic nuclear weapons after receiving
compensation and security guarantees from the United States and Russia.
Such an agreement was signed on January 14, 1994, in Moscow and ratified
by the parliament of Ukraine on February 3. The removal of nuclear missiles
from Ukraine to Russia and the destruction of launch pads were completed
by June 1, 1996.

On July 2, 1992, the Kazakhstan parliament adopted a decision to ratify
Agreement SNV-1, and on December 13, 1993, the republic joined the Non-
Proliferation Treaty as a non-nuclear state. Over that period nuclear warheads
were removed to Russia and launch pads were destroyed in Kazakhstan.”!

In the republic of Belarus, removal of nuclear weapons began in 1992, and
by the end of the year the majority of weapons had been moved to Russia.
On February 4, 1993, the Supreme Soviet of Belarus ratified the Agreement
SNV-1. The official removal of nuclear warheads from Belarus to Russia was
completed on November 23, 1996. Much in the history of post-Soviet space
becomes clearer if one takes careful note of the date of the referendum in
Belarus de facto legitimizing Aleksandr Lukashenko’s monopoly on power
(fall 1996), the Russian position on that question, and the date of the com-
pletion of the removal of nuclear weapons from Belarus (November 1996).72

On December 25, 1991, after Mikhail Gorbachev’s resignation, the indepen-
dence of the former republics of the Soviet Union became not only a political
fact, but a juridical one as well.”” This change offered a chance to overcome
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the mounting chaos, but nothing more. The problems facing the Soviet
Union in early autumn 1991—an unmanageable army, the inability to main-
tain law and order, the absence of hard currency reserves, the friability and
controversial nature of the borders, the paralysis of the administrative eco-
nomic system in the absence of market mechanisms—were not solved by its
dissolution.” Now the authorities of the new republics had to deal with them.
Many have described how they chose new national political and economic
institutions, decided how to address the problems of food supply and finan-
cial stability, fought against famine, and formed republic programs of market
reforms.”

I do not want to repeat all of those stories here. But as a person who knows
about these events not only from books and archival documents, I can say that
the lesson learned from the last years of the USSR is that it is important when
one is elaborating political decisions to remember that apparently solid, but
inflexible, economic and political constructions that are incapable of adapt-
ing to the challenges of the contemporary world turn out to be fragile and
collapse under the weight of circumstances that are hard to predict.

“For want of a nail, the shoe was lost; for want of a shoe the horse was lost;
and for want of a horse the rider was lost, being overtaken and slain by the
enemy, all for want of care about a horseshoe nail.” The excuse for the pro-
found economic crisis that provoked the collapse of a superpower was the fall
of oil prices in the mid-1980s, which for all its significance is incommensu-
rate with the consequences. Developments on the oil market were, for the
Soviet economy, not the reason but the excuse for its collapse.

Joseph Stalin, in choosing a model for industrialization that was the oppo-
site of Bukharin’s, laid the foundation for an economic and political system
that began to develop large cracks, creating the risk of its destruction under
rather modest external influences. The development of events in the USSR in
its last years demonstrates how important it is when one is elaborating an eco-
nomic policy to consider the long-term risks, to evaluate decisions not only
from the one-year or three-year perspective, but to look decades ahead. If that
is not done, future generations of Russians will have to answer for the mis-
takes made today.
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AS I HAVE DEMONSTRATED, inthemid-1980s the USSR faced
a crisis in its balance of payments and accounting system that developed into
a broader economic crisis and led to a steep decline in production and the
standard of living, political destabilization, and finally the collapse of the
political regime and the Soviet Empire.

By the end of the 1990s, Russia, the successor state of the USSR, had formed
a fundamentally new and open economic system. It included a number of
flawed but functioning market institutions: private property, convertible cur-
rency, a banking system, a system for regulating the stock market and natural
monopolies as well as accumulated market knowledge and skills among the
administrative elite and a critical mass of effective managers who could work
in a market economy. This made it possible to move out of the transforma-
tional recession, begin economic growth, ensure sustainable improvements in
living standards and positive structural changes in the economy, and stabilize
the country’s monetary system and foreign trade.

The structural changes undertaken in 1992-98 were similar to those the
Soviet leadership should have made beginning in 1986—87. Capital invest-
ments, military spending, and grain imports were sharply curtailed, exports
of raw materials and energy sources were expanded, and their domestic
consumption was reduced. With fewer imports of materials and compo-
nents from the West and the dismantling of the decades-old system of eco-
nomic relations within the USSR and Comecon, production volumes fell
as well; the forced adaptation to a new currency and the fiscal situation led
to a significant decline in the standard of living. But the currency reserves
that had been depleted by the end of 1991 were gradually replenished, and
the deficit in the balance of payments in hard currency vanished. In late
1999 and early 2000 the country began restoring its reputation as a reliable
borrower.

If these measures had been implemented by the Soviet regime, stabiliza-
tion of production volumes and living standards might have been achieved in
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a shorter time. But the Soviet authorities were not capable of doing the most
important thing—replacing the socialist system of central planning and
management of the economy with the market system of a capitalist economy.
So the results would have been ephemeral. Forced to deal with fiscal and cur-
rency stabilization and structural reforms simultaneously, Russia and other
postsocialist countries had to travel an arduous path in order to form the
shell of a market economy.

In the course of those years a young and imperfect democracy was created.
It had elements of populism, political irresponsibility, and corruption. Nev-
ertheless, the country had a system of checks and balances. This let us hope
that once the most difficult consequences of the socialist experiment were
overcome, the country would have in place the preconditions for sustainable
development on market and democratic bases. Naturally, interethnic con-
flicts, especially in the Caucasus, remained a serious challenge to the coun-
try’s security and political stability. Still, the system of federative relations gave
reason to hope that the system was flexible enough to ensure stability in the
organization of life and political processes in the huge and ethnically hetero-
geneous country.

Elements that could be moved and changed were built into the economic
and political system, and this flexibility guaranteed its sustainability. In other
words, if there were an unexpected challenge, the system could be anticipated
to respond with appropriate changes instead of catastrophic collapse.

In 2000-2003, economic reforms, consistent and effective on the whole,
improved the tax and fiscal system, made the financial basis of the feder-
ative relations more transparent and understandable, secured people’s
right to own land, passed labor legislation commensurate with a market
economy, and implemented a series of other important and useful changes
that expanded the basis for economic growth. Many people felt that the
most serious problems on the path to a steady development of Russian
democracy and market economy were solved. I must admit that I was
among them.

However, as so often happens, history showed once again the danger of
extrapolating from short-term tendencies. Since 2003—04, there have been
worrying signs in the development of Russia’s political system, federative
relations, and economy.

In 2002—-03 Russia had a parliament that was on the whole loyal to the pres-
ident and government but still relatively independent, retaining its influence
on decisionmaking. In order to get legislation through the Duma and Feder-
ation Council, the government had to conduct substantive discussions with
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deputies and seek compromises and possible solutions. Working with such a
parliament was not easy. It was not a rubber stamp for government decisions.
Its presence did, however, improve the quality of state government. A respon-
sible and independent parliament does not allow decisions to be made in back
rooms, without public discussion and advice from specialists who are not
employed by the authorities.

When the parliament becomes an instrument of formal approval of the
actions and intentions of the executive branch, the quality of the decisions
suffers. Even an effective bureaucracy, if it does not respond to systematic
professional criticism, makes mistakes, sometimes very crude ones.

In the early 2000s, there was a fairly independent press. It was not always
moved by considerations of high morality or the public interest, and it often
was the tool of information wars between oligarchic clans. But since the num-
ber of clans was greater than one, the public had an opportunity to get news
from many sources and draw its own conclusions about what was happening
in the country. When an ever-greater share of the press is under the direct or
oblique but strict control of the authorities, one more instrument of public
control is blocked.

A few years ago, Russia had influential entrepreneurial organizations, such
as the Russian Union of Industrialists and Entrepreneurs (RUIE). Its voice
was heard and taken into account in developing key economic and political
decisions. This was beneficial for the country because the entrepreneurial
community was objectively interested in raising Russia’s attractiveness to
investors. Investment from outside increases the capitalization of companies
and expands their access to credit resources. Large Russian enterprises did a
lot to improve legislation and economic policy. But in 2003, the RUIE began
to evolve into an ornamental body.

Many (though not all) regional leaders in power at the turn of the new
century were, to put it bluntly, not very competent or impeccably honest.
Nevertheless, the residents of these regions were beginning to realize that
when they elected a governor they were not selecting the person who would
go to Moscow and yell louder than the rest about local problems, but were
deciding who would determine the quality of their lives, their children’s edu-
cation, and their parents’ health care, and ensure the delivery of heating oil
and garbage pickup in their cities. This understanding comes only with expe-
rience. It took decades for it to form in developed democracies. Neverthe-
less, developments in Russia in the late 1990s and early 2000 were headed in
that direction. The 2004 decision to return responsibility for the appoint-
ment of governors to Moscow permits the local authorities and regional
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elites to pass the buck to the center and say that they can do nothing about
local problems.

Such decisions as the repeal of elections in single-mandate districts,
which permitted outspoken political figures to have, if not influence,
at least a voice in discussions of issues of state, and the introduction of the
7 percent barrier, which limits the ability of many political forces that
reflect the views of millions of Russian citizens to be represented in par-
liament (a measure unusual in developed and stable democracies) are
steps that, without being fatal, do create a higher risk for the survival of
Russian democracy. Together they indicate a path toward the creation of
a system that could be called closed (managed) democracy, or soft author-
itarianism. Naturally, this system has little in common with the harsh
totalitarian regime of the Soviet Union, but still the weaknesses and ele-
ments of instability that are characteristic of authoritarianism are begin-
ning to show.

Such political constructions are stable only until they come up against a
crisis, first and foremost an economic one that requires not only silent obe-
dience but actual support from society. And then it becomes clear that getting
that support will be difficult. This severely limits maneuverability at a time
when it is most needed by the government and the country. The Soviet lead-
ership of the second half of the 1980s learned that the hard way. Unfortu-
nately, it was not alone in having to pay for that bitter lesson.

The curtailment of democratic elements and real federalism is taking its
toll on the dynamic of international relations. I cannot force myself to apply
the term democratic to the state structure of many Russian national republics
in the late 1990s and early 2000s. Nevertheless, they were regimes formed by
the local elites and capable of controlling interethnic relations within the
republic and had influence in the local societies. Attempts to replace them
with appointed Moscow puppets sometimes led to the formal state organs of
the republic managing and administering nothing. The real process of deci-
sionmaking bypassed them. But where the authorities remain representatives
of influential local elites, they can lay the blame on Moscow for any problems
that arise. The fact that presidents of autonomous republics are appointed
by the federal center is playing into the hands of the nationalists, who can use
this as proof that Moscow treats the residents of autonomies not as full-
fledged citizens but as conquered entities. A better present for separatists is
hard to imagine.

In economic policy, the Russian authorities have learned from the
Soviet experience. That is evident in the responsible budget and monetary
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policy of 2000—2004, in view of the high oil prices and the related high, but
not permanent, budget revenues. The budget policy was conservative in
order to support a balanced budget, reduce foreign debt that was the legacy
of the Soviet Union, and lower the expenses required to service it. In creat-
ing a stabilization fund according to well-defined rules, the Russian gov-
ernment and the Russian parliament showed political reasonability and
demonstrated an ability to learn from the mistakes of their predecessors,
unusual in Russian history.

In 2000-2004, the Russian budget could function without serious excesses
or large imbalances with medium-range oil prices for the long term and
remain unaffected even with anomalously low prices, such as those in
1986—90 and 1998-99. It is difficult to hold such a responsible fiscal line for
long. There is a wealth of world experience to show that.

Today, with unusually high oil prices, discussions about how reasonable
it is for Russian leaders to invest the country’s stabilization fund in securi-
ties of countries whose currencies are seen as reserves is a natural element
of the economic and political landscape. Only a lazy Russian politician
would not join the competition to propose popular and exotic ideas for
spending the money in the stabilization fund. However, if we compare the
size of the Russian stabilization fund, which was only 5.7 percent of GDP
as of January 1, 2006, with the state oil fund of Norway, which also has to
deal with the problem of the “oil curse” (where it was 70.1 percent of GDP
as of October 1, 2005), it is clear that the idea that Russia’s stabilization
fund is too big is an exaggeration. No less popular is the topic of an excess
of gold currency reserves (as of January 1, 2006, it represented 24.2 percent
of GDP). Talk that only enemies of the homeland would invest so heavily
in foreign stocks is cheap on today’s political market. Nevertheless China,
whose economic policy was held up frequently over the past fifteen years
as amodel to be emulated by Russia, had 36.3 percent of its GDP in currency
reserves.!

It was obvious in 2005 that the government’s ability to continue the poli-
cies that would minimize the risk of a financial and currency crisis after a
drop in oil prices was becoming restricted. As noted in chapter 3, it is pos-
sible to explain to the public why the state cannot spend money on some-
thing when there is no money. To tell people it cannot be done when there
is money is more difficult, even if one explains that the country’s economy
might find itself too dependent on unpredictable factors, which would lead
to a deep economic crisis, the price for which is incommensurate with the
short-term gains.
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For now, the steps taken by the government that are financed by additional
oil revenues and that increase its budget commitments are relatively few.
From 2004 to 2006, budget commitments grew by approximately 3.5 percent
of GDP. But in view of the limited size of the stabilization fund, even such
modest growth reduces the reliability of the country’s fiscal system. Russia’s
economy, like the USSR’s before it, is becoming dependent on keeping oil
prices at historically anomalous levels.

Different scenario calculations performed at the Institute for the Econ-
omy in Transition show that if prices for oil (Brent type) fall to $25 by
2009, the revenues of the federal budget will be approximately 9 percent
less than in 2005. Instead of increasing, GDP will decrease. The deficit
of the federal budget will be 7 percent of GDP. The remaining money in
the stabilization fund will be zero. The volume of gold currency reserves
will be approximately $80 billion less than in 2005. Inflation rates will
reach 40 percent.?

Naturally, this is not a prognosis, but a scenario calculation. The institute
is also looking at scenarios with super-high oil prices and inertia scenarios.
Each potential scenario produces different results. But as I have repeated, in
countries that are dependent on commodity markets, it is important to
soberly evaluate the risks of hard-to-predict developments on the market
when one is elaborating economic policy.

Realistic prognoses show that with the present reserves of the stabiliza-
tion fund, even with negative developments, Russia in 2006—08 will not
face a serious financial crisis. The threats lie in the noticeable deceleration
of economic growth. However, in discussing long-term risks, it is impor-
tant to think farther ahead than two to three years. In making economic
decisions today, in creating budget commitments, we are defining the out-
lines within which the Russian government will have to work over the next
ten to fifteen years. The reserve of stability guaranteed in the early 1980s
by high oil prices gave the Soviet leadership the opportunity to do nothing
and still retain power. The problems that began in the late 1970s and early
1980s appeared later, but on a scale that is hard to imagine. The decisions
about how to regulate those risks had to be made by others, by the gov-
ernments of the states that arose from the ruins of the empire. We must do
everything possible to prevent Russia from repeating the mistakes of the
Soviet Union.

Today, the risks of destabilization in Russia are much lower than those
in the USSR in the early 1980s. We call today’s political regime soft author-
itarianism. It has many elements of freedom and flexibility. That is a hope-
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ful sign. The proportion of ethnic Russians in Russia is much higher than
it was in the Soviet Union, and that makes regulating interethnic relations
with a reasonable policy possible. The market economy functioning in
Russia is incomparably more flexible than the socialist one. It can adapt
easily to changes in the world economy. Its logic does not presuppose that
all responsibility for changes in economic life belongs to the current leaders.
But this does not mean that the risks attendant on an inability to adapt and
the growth of the country’s dependence on dynamics not controllable by the
regime have disappeared. Caution and a sober evaluation of the threats the
country might face will be integral components of responsible policymaking.
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our Russian expanses, in the given historical era, it has exhausted itself. But that
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Afterword
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7alleb31?rwkey=u1562160&%24rwframe=0; www.cbr.ru, www.gks.ru.

2. The macroeconomic and financial forecast and the federal budget indicators
of the Russian Federation for 200610 are based on a structural econometric model
of Russia’s economy developed at the Institute for the Economy in Transition. The
model is a system of structural econometric equations that reflect a link between
principal macroeconomic variables. This model, based on exogenous dynamics of
some variables, allows for the creation of a forecast for the remaining variables. Each
equation allows one to understand the degree of influence of separate explanatory
factors on the described variable. The equations were derived in the course of eval-
uating an individual property of an analyzed structure of time series, the order of
integration, the statistical significance of individual lag values of variables, seasonal
influences, and separate shocks.
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