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ABSTRACT

PROPERTY RELATIONS
FROM THE USSR TO THE RUSSIAN FEDERATION:
CONTINUITY OR CHANGE?

ATALAY, Serap
M.Sc., Department of International Relations
Supervisor: Assist. Prof. Dr. Pinar BEREHANOGLU

September 2005, 123 pages

This study, by focusing on the economic reformrafits in the USSR and the
privatization process in the Russian Federatiorl, guestion the scope of
political change in Russia during the capitaliangformation process until the
end of the Yeltsin period. It will be argued thatk tdetermination of the

political processes on property relations durirg tilme of the USSR persisted
in the Yeltsin period since after the collapseh#f USSR, main political actors
of the Soviet system such as the Party and mingdtigials and the enterprise
managers maintained their dominant positions witheproperty relations. As
will be shown in the thesis, this was ensured thhouheir successful

interventions in the privatization processes. Hepe®ple who had important
positions in the former Soviet Union, became whethe new owners of state

assets, or had the authority to determine the vemers.

Keywords: Property Relations, Russia, USSR, Paaiibn



0z

SSCB’DEN RUSYA FEDERASYONUNA
MULK IYET ILISKILERI:
DEVAMLILIK MI, DE GiSiM Mi?

ATALAY, SERAP
Yiiksek Lisans, Uluslaradliskiler Bolumi
Tez Yoneticisi: Yrd. Dog. Dr. Pinar BERBHANOGLU

Eylul 2005, 123 sayfa

Bu calsma, Yeltsin doneminin sonuna kadarki sure¢ icindgitialist dongim
surecinde Rusya’da yanan politik dgisimin kapsamini, SSCB’deki
ekonomik reformlar ve Rusya Federasyonu'ndaki ég@ine slrecine
odaklanarak inceleyecektir. SSCB déneminde maulkiligkileri tzerindeki
politik sirecin belirleyicilgi SSCB yikildiktan sonra Yeltsin doneminde de
devam etti, Parti ve bakanlk yetkilileri vglatme mudurleri gibi Sovyet
sisteminin bglica politik aktorleri mdalkiyet ilgkileri bakimindan baskin
konumlarini sdrdurdiler. Tezde gorulgcegibi, bu onlarin 6zellgirme
surecine vyaptiklari aril mudaheleleri yoluyla gtandi. Boylece, eski
Sovyetler Birlgi'nde o6nemli konumlara sahip olan kimseler, ya dévl
mallarinin yeni sahibi oldular ya da yeni sahipleelirleme yetkisine sahip
oldular.

Anahtar Kelimeler: Mlkiyeiliskileri, Rusya, SSCB, Ozeljirme
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CHAPTER 1
INTRODUCTION

The collapse of the Soviet Union in 1991 is one¢haf most important
events of the ZBcentury. Many writers, especially the liberal gnesnsidered
this development as the proof of the victory ofitajsm against socialism in
line with their worldviews.

It has to be reminded that this sense of victorthefearly 1990s left its
place into a cautious stand as it became cleahénformer Soviet Union
countries, specifically in Russia, that market eosop could not fulfill the
expectations attributed to it. Corruption, crisesl @overty, as leading issues,
have started to dominate the books and articlé$ransition”. Since then, one
of the most important arguments, used by many rgrii@ explain the reasons
of such an outcome, has been that the politicalegposould not really be
transformed in Russia after the collapse of theobnof Soviet Socialist
Republics (USSR). It has been stressed that thmefonomenklaturain the
USSR has maintained their ruling position in thevrngystem as the new
capitalist class.

Nomenklatura can be defined as a group of people took part in
the administrative bodies of the Soviet Union. Thegeived a whole range of
hidden privileges which were not available to thstrof the population due to
their loyalty to the Communist Party of the Sowktion (CPSU). This group
consisted of people who had high responsibilityitposs, from top to bottom,
such as, the members of central bodies of the CRI®Jmembers of the
council of ministries, managers of state enterprete.

This study agrees with such comments and, aimsippast them by
examining closely the economic reform attempts e USSR and the
privatization process in the Russian Federationomder to show how
nomenklaturahas managed this. It will be argued that the dante of the

political processes on property relations durirg tilme of the USSR persisted



in the Yeltsin period as after the collapse of ISR, main political actors of
the Soviet system such as the Party and minisfigiait and the enterprise
managers maintained their dominant positions witheéproperty relations. As
will be shown in the thesis, this was ensured thhouheir successful
interventions in the privatization processes. Hepe®ple who had important
positions in the former Soviet Union, became whethe new owners of state
assets, or had the authority to determine the nvewers.

As the main steps to transfer the ownership oftagseprivate hands
were largely taken during the Yeltsin period, thesis aims to examine the
process of change in property relations until the ef the Yeltsin period. The
succeeding Putin period has been deliberately dgdidrom the scope of this
thesis as it requires a detailed analysis of ite awa presently debated issue.

In order to show how property relations persisteundamental ways
during the transition from Soviet socialism to Rasscapitalism, both periods
have to be examined by focusing on this questitwe. thesis hence gives equal
weight to the USSR and Russian developments in steofn changes or
continuities in property relations. While chapt@rand 3 deal with the basic
features of the Soviet property relations as welaiempts for reform in this
sense covering the most ambitious Gorbachev pecioapters 4 and 5 cover
different forms of privatization processes durihg Yeltsin era.

Soviet Union was based on a command economy, iaveke property
did not exist, so the reform attempts in the Soueion since the 1960s were
principally related to changes in production relas, rather than the transfer of
the property rights. Soviet production relation$eded from property relations
in capitalist system. The subjects of property tsghere government officials
and the mechanisms and tools of the transfer ofptioperty rights were
through delivery and distribution in the Sovietusture. The division of
property into categories and hierarchies in theiGosystem was based on
political rather than economic considerations. €hesues will be examined in
detail in the second chapter of the thesis by ageing the political structure

of the USSR, the planning process as well as tfieiglgcies of the system and



persistent attempts to reform it through furtherntcization and/or
decentralization.

In the third chapter, the strong position of thei8bnomanklaturaover
the state assets and its resistance to reform pi$ezoncerning the production
relations in the Soviet system will be examinediiythe Gorbachev period.
This period has a crucial importance in Sovietdmstbecause Soviet Union
entered in this period to the irreversible roaddpitalism. The chapter will try
to discuss some possible reasons of this radielgg# by concentrating on the
struggles on reform.

With the fourth chapter, the thesis will start exaimg the Yeltsin
period, and mass privatizations between 1992 afd %8l be its first focus in
this sense. Mass privatizations, as will be argwexs one of the greatest and
fastest examples of its sort in the world, butatild not substantially change
the property relations Russia has inherited frommUl$SR. The implementation
of the mass privatizations program was not competiand open to foreign
investors. Instead, they were uncompetitive antticésd to foreign investors.
Formernomenklaturaplayed a major role in the transformation of prcican
relations from state control to private ownership aealized this change in the
form of maintaining its power on distribution of nership through several
political collaborations. Namely, former Soviebmenklaturatransformed
itself into a capitalist dominating class in thesRian Federation.

In the fifth chapter, the next rounds of the prixation process in Russia
will be examined: namely cash privatizations anareh for loan
privatizations. The Russian government launchedédtprivatization
programs to find a solution to its budget defictfdem though they ended
up by transferring the country’s most lucrativeesso corrupt private
hands, later to be defined as “oligarchs”. Undeséhprivatization schemes,
leading firms of the Russian economy, such asrallgas firms, were sold
off to “selected individuals” despite the oppositiof the Russian

Parliament. This chapter will try to show that Rasscapitalist class today



has acquired this position through a very corruptess that benefited a lot

from the inherited power relations from the USSR.



CHAPTER 2

THE SOVIET SYSTEM AND REFORM ATTEMPS

2.1 Introduction

This chapter will examine the general featureshef$oviet system and
the reform attempts until the Gorbachev periodeA# brief explanation on
the constitutional structure of the Soviet systamerms of its executive and
legislative bodies, the role of the CPSU and thpr&me Economic Council
(Vysshij Sovet Narodnogo Khoziajstva, VSNKill be analyzed in order to
exhibit some distinctive features of the Sovietestdhen, the characteristics as
well as the deficiencies of the planning process property relations in the
USSR will be briefly discussed before a comprehananalysis of the reform
attempts since the early years of the Soviet Uniatil the Gorbachev period

will be examined in a chronological order.

As discussed in the chapter, although some systproislems of the
Soviet system such as huge bureaucracy, poor yudligoods, shortages of
consumer goods and lack of incentive had necesditaibstantial reforms, the
Sovietnomenklaturadisplayed a firm resistance to such efforts gerteived
them as threat to its authority over the statetasbéany reform attempts were
either hindered or made ineffective during theipiementation.

Understanding the strong authority of th@menklaturaover the Soviet
system is important as this would enable one tosmravhy different
privatization programs during the transition pracester did all serve
ultimately to the interests of the former Sovieimenklaturaat large and
helped them transform themselves into the new lemisge of the Russian

capitalism.



2.2 General Features of the Soviet System

2.2.1 Constitutional Structure of the Soviet System

Following the revolution of 1917, the founders obviet Union,
Vladimir 1. Lenin and his successor Stalin triedféom a socialist system. In
theory, the Communist party came to power and dednthe creation of a
revolutionary democracy. According to Lenin’s visioof revolutionary
democracy the state with its bureaucracies, paitanyilarms, ministries, and
government would eventually disappear. Howevepractice, this vision was
not realized and the Soviet system turned more ogay by day in terms of
its structure and legality. A huge bureaucracy tred been developed in this
process became the main hindrance for many of thpoitant reform
initiatives, while attempted reforms served iroflicato the further

strengthening of the bureaucratic structure.

2.2.1.1 Legislation

As an indicator of the theoretically democraticusture, the Soviets
functioned at all levels of the system as both jembu elected legislative
assemblies and as organs of the government. Ale8owere directly elected.
The people’s deputies (members of Soviets) wergesuto recall. At the same
time, all Soviets combined legislative and exeautfunctions to a certain
degree?

The USSR Supreme Soviet was the ‘highest bodyeokthte authority’
and the supreme legislative body. It had two chamlibe Soviet of the Union
which was directly elected by the Soviet populatisna whole; and the Soviet
of Nationalities elected proportionately by the W&S many nations? In
principle, it was responsible for; (a) making alws in areas of federal
jurisdiction, (b) appointing the ministers of thevgrnment and overseeing the

! Rachel Walker,Six Years that Shook the World, Perestroika-The &sipte Project
Manchester and New York, Manchester University £r&993, p. 23.

2 Robert Beard, “1936 Constitution of the USSR,”
<http://lwww.departments.bucknell.edu/russian/cd®a6toc.html>



activities of the government, (c) ratifying the whans of the republican
Supreme Soviets below itUSSR Supreme Sovidtresidiumwas executing
the promotion and dismissal of government ministdeslaration of states of
emergency, and ratification of treaties as the neiecutive body of the
Supreme Soviet.

In addition to these central legislative bodieache of the USSR’s
fiteen Union-republics had their own Supreme Spvielected by the
population of the republic. Also, at the regioraty, and district levels, local
Soviets were directly elected by their populatioki$hough local soviets were
supposed to have considerable powers to contradtieities of local industry
and agriculture, their roles in practice remairadely limited with the supply
of local services such as education, health, mpaidightings, etc.

The hierarchy of the Soviets was like a pyramidthwihe USSR
Supreme Soviet at the pinnacle, and the numeraisats Soviets forming its

base Power effectively flowed from the top to bottom.

2.2.1.2 Execution

The Councils of Ministers were the highest administe and
executive bodies of state authoritfhey also existed at the all-Union, Union-
republican and autonomous republican levels. Atnén level, the USSR
Council of Ministers had executive responsibility the administration and
management of the Soviet economy and social affigsmembers were the
ministerial heads of the big all-Union ministriesieh operated across the
Soviet territory or the heads of several State Cdtess. Ministers were
supposed to be nominated by the USSR Supreme Sautthey were
supposed to account regularly to USSR Supreme Sdeputies for their

activities.

?|bid., p. 24.

* Robert Beard, “1936 Constitution of the USSR,”
http://www.departments.bucknell.edu/russian/co8&6toc.html

® |bid., p. 25.



The Republican Councils of Ministers were assunted have
independent executive authority on their territtoyrun the economy of their
Union or autonomous republic. At the same time,Republican Councils of
Ministers could call off the decisions of the ex@o® committees of the
Soviets at the regional level and below, becaus&tiviets, in addition to their
legislative functions, were also supposed to hawasicderable responsibility
for the local econom§.

The main aim of this system was that it was supgde guarantee the
democratic participation of the whole populatiorthe management of societal
affairs. Although this system did include a greasldof participation, it was
often rather formal. Ironically, there were ovemtwillion deputies involved
in the activities of the Soviets and in any peradden years about five million
people, a notably high proportion of the populatismould have experienced
deputy servicé.

Hence, the executive arm of the state was algoeshike a pyramid,
with the USSR Council of Ministers at the pinnaolerseeing an enormous
network of all-union ministries, followed by the ldn-Republican Councils of
Ministers, the Councils of Ministers of the autormm republics, and the
executive committees of all the local soviets ird@vnward hierarchy of

power.

2.2.1.3 The CPSU

The role and position of the CPSU in the Soviedteay had always
been important. The responsibility of the rulingn@ounist Party was the
creation and management of policies and the maantn of centralized
control over the system. The party was set up lierarchical pattern enabling
a stress on top-down decision making from its inoabinet, through the
Central Committee and its Secretariat, down toypaffices and delegates in
all areas of social and economic life. At the saime the party was integrated

® |bid., p. 26.

"bid., p. 27.



with the structure of the state in such a way #ilamajor social and political
organizations were officially incorporated undes @eneral supervisichlt

supervised recruitment to all positions of influenand responsibility in
government ministries and throughout the Sovietesysand finally oversaw

the implementation of policies at all levéls.

2.2.1.4 TheVSNKh

VSNKhwas another important body in the Soviet systefterA_enin
came to power on December 15, 1917, the new Sguietrnment formed it to
completely reorganize the national economy. Thenalization of enterprises
soon commenced, and responding to the spread athor&zed nationalization
initiatives conducted by local authorities, ¥8NKhin January 1918 decreed
that no nationalization should be carried out witthds clear approval. By
May, thirty eight provincial and sixty-nine districegional councils had been
set up to administer the economy under the supervisf the VSNKh By
September 1919/SNKhhad obtained control of 1.300 enterprises emptpyin
about 1.3 million people. A year later 80 percehindustrial enterprises had
been nationalized. Thousands of small enterprisese valso nationalized
during this period® But the results were not good as industrial préidoc
declined to one-fifth of the prewar level, and ne@lome per capita dropped by

60 percent!

2.2.2 Planning Process
The economy of the Soviet Union was based on tesy®f state
ownership and administrative planning, and the mitegn process was another

important feature of the Soviet system. The defettthe planning process,

8 Terry Cox,From Perestroika to PrivatizatigrBrookfield, USA, Aldershot, 1996, p. 7.
° Ibid, p. 7.

21 ynn D. Nelson, Irina Y. KuzedRadical Reforms in Yeltsin’s Russia: Political, Ecoromi
and Social Dimensionsondon, M.E. Sharpe, 1995, p. 6.

1 Jonathan Been, “Nikolai Bukharin and the New EcoicoRolicy A Middle Way?,"The
Independent Reviewol. I, No.1, Summer 1997, pp. 79-95, p. 80.



which will be taken up at the second part of thiepter, were the main
inspiration behind the reform attempts.

Stalin introduced planning in late 1920s as tlsefst means to achieve
industrial development and economic growtifter 1928, the entire course of
the economy was guided by series of ambitious ywar plans Riatiletkag.
Under Stalin's instruction, a complex system ofmplag arrangements had
developed. The five-year plans integrated shorigaplanning into a longer
time slice. They described the chief push of theunty's economic
development and specified the way the economy coddt the desired aims
of the Communist Party. Although the five-year glamere enacted into law,
they contained series of guidelines rather thas @fedirect orders.

Periods covered by the five-year plans took up game place with
those covered by the meetings of the CPSU Partyg@sa. At each CPSU
Congress, the party leadership presented the fmathe next five-year plan.
Thus, each plan had the approval of the most aitdtige body of the
country's leading political institution.

The Central Committee of the CPSU and, more spadif, its
Politburo, set the basic rules for planning. ThditBuro determined the
general direction of the economy by means of cénfrgures, major
investment projects, and general economic policidsese guidelines were
submitted as a report of the Central CommittedaéoGongress of the CPSU to
be approved there. Following the approval of thengtess, the Council of
Ministers set the priorities of the five-year pkamd sent them tGosplart® for
their fulfilment and supervisioff.

2 \Walker,op. cit p. 27.

13 Among more than twenty state committe€msplan headed the government's planning
apparatus and was by far the most important agantlyge economic administration. The
Soviet economy was managed throgbsplan(the State Planning Commissio@osbank
(the State Bank) and tli@ossnab(State Commission for Materials and Equipment Sg)ppl
The state planning agency was subdivided into its madustrial departments, such as coal,
iron, and machine building. It also had other depants such as finance, dealing with issues
that crossed functional boundaries. With the exoaptf a brief experiment with regional
planning during the Khrushchev era in the 1950s Shviet planning was done on a sectoral

10



Economic ministries also played key roles in tloei& organizational
structure. When the planning goals were establidgheosplan economic
ministries drafted plans within their jurisdictioasd spread planning data to
the inferior enterprises. Hence, the planning detee sent down through the
planning hierarchy for progressively more detaééaboration.

The Soviet enterprises produced not accordingeanarket incentives
but according to the pldni.Enterprises were called upon to develop the most
detailed plans covering all aspects of their openatso that they could assess
the feasibility of target® The plan targets were raised on the basis of past
performance, with little regard for productive paials. The enterprises had no
regard for costs, for which they were not respdasidhe strength and
prosperity of the enterprises depended not on f@iductivity but on their
ability to negotiate a favorable plan with the Nimy. The planning system
was changed into a bargaining between the Mingstiy the enterprises. At the
same time, it can be said that, it was precisadydlssessment according to the
Plan’ (i.e., payment of incentives according to thdfilment or over-
fulfillment of targets determined in the Plan tbat caused enterprises to try to
distort economic information to understate theipamaty and overstate their
applications for resources, which would allow théonfulfill targets more
easily and acquire material advantages if theyilfedf a taut plan.

As the individual enterprise drafted its detailetbquction plans, the flow of
information was reversed; enterprise managers qgi@micipated in the planning
process at this level. The enterprises' draft plae®e then sent back up through the

basis rather than on a regional bakigp://www.answers.com/topic/economy-of-the-soviet-
union

14 "Economy of the Soviet Union," Wikipedia, 2005, A, 2005.
http://www.answers.com/topic/economy-of-the-sawigdn

1> Walker,op. cit, p. 27.

6 "Economy of the Soviet Union," Wikipedia, 2005, A, 2005.
http://www.answers.com/topic/economy-of-the-sawdn
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planning ministries for review. This process enthiletensive bargaining, with all

parties seeking the target levels and input figthhasbest suited their interesfs.

After this bargaining proces§osplanreceived the revised estimates
and re-aggregated them as it saw appropriate. Tthente-drafted plan was
sent to the Council of Ministers, the Politburo,daentral Committee
Secretariat for approval. The Council of Ministetdbmitted the Plan to the
Supreme Soviet and the Central Committee submitiedPlan to the Party
Congress, both for approval. By then, the processldeen completed and the
plan became law.

The review, revision, and approval of the fivexyplans were followed
by another downward flow of information, this timéth the amended and
final plans including the specific targets for eaelator of the economy. At this
point, implementation which was largely under tlmmtool of the enterprise

managers started.

2.2.3 Property Relations in the USSR

2.2.3.1 Traditional Russian Property Relations

Russian economic mentality was based on the moizapioh of
official functions in a public division of labornd power and domination were
based not on private property but on high statusaditional hierarchy and
prestiget®

The well-being of a representative of a rulingsslabsolutely depended
on his place in state hierarchy. There was nobigliguarantee of property in

Russian society and the officials’ privileges wepearanteed by only their

""Economy of the Soviet Union," Wikipedia, 2005, Af§j 2005.
http://www.answers.com/topic/economy-of-the-sawigdn

8 Rustem Nureev, Anton Runov, “Russia: Whether Degidation is Inevitable? Power-
Property Phenomenon as a Path Dependence Probeepared for International Society for
New Institutional Economics-2001 5-th Annual Confexe“Institutions and Governance”
USA, Berkeley, California, September 13-15, 20Q4.,1641, p. 5.
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posts in the bureaucracy. The representativesabté giower had direct and
indirect incomes because of their official funcgon

Nureev and Runov argue that:

Russian culture related to economic mentality cancharacterized as municipal,
communal, considering the man as the part of whBtecesses of reciprocity and
redistribution always played an important role insRia. It developed propensity to
humility and resignation and interfered with allboa of the individual as
independent agent, absolutizing moral values inresting material values. Property
was frequently considered in Russian culture asiinegthing. Freedom was treated
not as independence, but as an opportunity to dat wu like (in spirit of anarchy
and willfulness). The dependence of the individusisa community prevented the
development of private work and private propentcréase of efficiency and culture
of individual productiort’

2.2.3.2 The Soviet Property System

2.2.3.2.1 Property System in Law and Marxist Theor

The process of the establishment of the public gntgpsystem started
in 1932 by a decree of the Council of People’s Cdssariats, which
proclaimed that public property is the base ofSbeiet social order. Violation
of the decree was decided to be sentenced as geatdty and by the
beginning of 1933, according to official statisfiést.645 persons had been
convicted under the new law, 2110 of whom had tséwen?°

The Stalin Constitution was adopted in 1936. Tuosistitution was a

watershed in the politization of property. This stiution declared that
socialist ownership of the means of production #eseconomic base of the
USSR. [Article 4]. Socialist property was “the soeirof the wealth and
strength of the motherland” and the “sacred andleinable foundation of the

9 bid. p. 6.
20 Kevin P. Block, “Depolitizing Ownership an Examiivat of the Property Reform Debate

and the Law on Ownership in the USSBg&rkeley-Duke Occasional Papers on the Second
Ecoonomy in The USSR 3.
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Soviet social order” [Article 131]. Those who unehémed socialist property
were the “enemies of the people” [Article 131].

The 1936 Constitution brought two important conaaptchanges
concerning ownership. It classified property intacialist and non-socialist
varieties. Property owned by the state was sotiall contained the land, air,
water and means of production [Article 5-6]. Co@tie (kolkhoz)property
too was supposed as socialist [Article 5]. Propeviyed by individual citizens
on the other hand was regarded to be not soclalistindividual” property,
and was limited to a residence and items for edagyuse [Article 10§

In addition, this constitution set up a hierarchypooperty with state
ownership (for example state farnsukho}, which belonged to all people,
ranking at the top. Secondly, collective propefty €xample collective farms,
kolkhozepwas another category in the hierarchy of propdrythis category,
the land was owned by the state, but the activifate collective farms were
controlled by the collective farmers. The farmensied and run the collective
farms as cooperativéd. Lastly, individual property contained individusl’
savings residence household goods and other ittemeeoy day usé?

According to Marxist doctrine, ownership is traditally viewed as the
key to political powef®> The division of property into categories and
hierarchies in the Soviet system was based onigadlitather than economic
considerations. In the Stalin era, ownership ag@mnomic term disappeared
from the professional literature, and was replabgdthe identification of
ownership with political power. For example, owrngoshad been defined as a
manifestation of class struggle in this &ta.

2 bid.

2 |bid.

% Walker,op cit, p. 47.
24 Block, op cit, p. 3.
% bid. p. 2.

% |bid. p. 3.

14



In order to understand the Soviet property systamgomparative
analysis with private property system can be usafudid Nureev and Rund?.
One of the important differences is that, publioss® property exists in the
Soviet property system while private property existprivate property system.
The subjects of property rights are governmentiaiis in the Soviet property
system whereas individual owners exist in privatepprty system. Types of
property rights concerned in the Soviet propertgtesyn are public-service
rights of officials within the framework of the herchical system of state
management, and individual rights in private propsystem. When it comes
to the question of rights and responsibilities; levtihey are distributed between
all managing subjects but not belonging entirelyatoybody in the Soviet
property system, the separate bunches of rightsr@spubnsibilities belong to
independent private proprietors. Target function séibjects is the
maximization of difference between received disitins and deliveries in the
Soviet property system; while it is the maximizatiof given current cost of
actives or dividends under the shares in the emerpn private property
system. In the Soviet property system administeatbontrol provides the
motivation, on the other hand individuals providetivation to increase
personal well-being in private property system. il and distribution are
the mechanisms and tools of the transfer of th@eutg rights in the Soviet
property system, while they are the contracts betwéhe independent
participants in private property system. In the i8bgystem the guarantees of
property rights are special administrative retahatdivisions of central or
regional power. In contrast to this, in the westerivate property style, there
are courts, law enforcement organizations. Mechansf guarantees of
property rights work through administrative comptaiin the Soviet property
system, while they work via the statements of claigainst violations of the

contract obligations in private property system.

2" Nureev and Runowp cit, p. 14-5.
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2.2.3.2.2 Property Relations in Practice

In the industrial sector, party leaders, ministfficaals, managers of
enterprises, local government officials, and wosker state enterprises were
the main potential claimants of control over s@eperty?®

The Party, particularly the Politburo was very usfhtial in the
administration and in the use of property in theans of production at all
levels, and party officials were able to use theower to influence the
distribution of the surplus and their own sharit.6t

At the same time, in practice, the party officiatsild only be reached
by close interconnection with several governmeffitiafs specifically in the
economic ministries. The control over state prgpday ministry officials
tended to be more direct and concrete than thpaxy officials. In this regard,
Whitefield argues that ministry officials were thest powerful actors in the
economy by controlling the vast resources and tiirgenormous number of
workers®

The power of ministries in turn was also limited twe nature of the
Soviet system, so there were sectional competiteiween different ministries
and sectors. Besides, the power of governmentaligvas limited due to their
dependence on the Party.

At the regional and local levels, the power of government officials
to control state property was much more limitedaose they were dependent
on central government for resources. They were atsapeting with each
other for supplies from the center. They were urddiese control of the Party
as local appointments were made according to they’®anomenklatura
system, and party officials were often stronglyementionist in local politics

in order to guarantee local fulfilment of plangats®! Nureev and Runov say

% Cox, op cit, p. 15.
29 bid.
% bid. p. 16.

! bid.
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that regional committees and municipal committead Bn average level of
control over state properfy.At the same time, it should be mentioned that,
both Party and government officials could improegional loyalties where
bureaucrats from different organizations in the esaegion could cooperate to
provide their mutual interests against the intemstheir superiors at the
center®

The control of the managers of enterprises ovelstage property was
much more closer and immediate than any other grobpt's why with the
decrease of the central authority during the tteorsiperiod they were in a
powerful position to establish property rights owde ownership of the
enterprises they managed. In spite of their stypygition, they were under the
supervision of Party secretaries in their entegsrisnd ministries, and also they
were directly subordinate to officials at the cahtgovernment level in
different economic ministries and other agenéfésureev and Runov also say
that directors of factories or managers were at lthweest level in the
bureaucratic hierarchy.

The weakest potential property holders were thekersrof enterprises
at the bottom of the chain of command. Accordinghi® Soviet ideology, the
Party and state operated in the interests of theking class potentially
fostered the foundation for a claim that state prgpwas really workers’
property. However, for most of the era of Sovieitdiy industrial workers
lacked any institutional basis from which to congé and represent their
interests. Enterprise councils or labor collecteencils were cancelled in the
1920s until they were reinstated in 1993 hat's why Nureev and Runov do

not contain workers in the framework of the bureatic structure.

32 Nureev and Runowp cit p. 14.
% Cox,op cit, p. 16.

% Ibid.

% Nureev and Runowp cit p. 14.

% Cox,op cit, p. 17.
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The bureaucratic hierarchy discussed above wa®megpe from the
preservation as well as the reformation of the &osystem as a whole in the
name of people. Bedirhaglo explains the strong power of the Soviet
bureaucracy and Soviebmenklaturawith the following sentences:

The rapid development of an administrative-burediccitratum during the Stalin
years to manage not only the centralized econorystesy but also the ongoing
revolutionary process had constituted a decisiep &iwards the formation of the self
glorifying state class in the USSR, which had id@a its own interests with the
survival needs of the regime. This state class,hernbmenklatura which was
composed of not only the leading members of th@alerful Communist Party and
mass bureaucracy, but also the larger group offige managers and the educated
technical experts, was to be the main beneficiftii® Soviet system thereaftér.

2.3 Reform Attempts

2.3.1 Systemic Problems of the Soviet Economy

Mau says that the debate about ways of improviegetficiency of the
Soviet economy began before the Second World Wéttzare was a growing
literature on the problems of the financial syst@ognomic accountability,
and commodity-money relations under socialism ftbenend of the 194G,

After the rapid growth rates of the early yearsyvi&b economic
performance experienced a dramatic decline in thst Btalinist era. Soviet
leaders had never been satisfied with the perfoceaih the economic system.
There was almost no year in which some changeerStiviet system was not
introduced and some new experiment was not laundhat anticipated

possible future changes.

"Pinar Bedirhanglu, Predicaments of Transnationalized Passive Revolutions
Transformation of the Russian Nomenklatura in teelderal Erg Unpublished Ph.D. Thesis
Submitted to the University of Sussex, Sussex Ewmogastitute, The Univesity of Sussex,
2002, p. 107-8.

% Vladimir Mau, The Political History of Economic Reform in Russia83:4994 The Centre
for Research into Communist Economies, 1996, p. 3.

39 Edward A. HewettReforming the Soviet EcononWashington D.C., Brookings Institution,
1988, p. 221.
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Soviet people were prepared to bear the poverty Stdlinist
industrialization because of the threat from foneignemies. But, after the
1950s, this perception changed as the USSR bedsrsztond big industry in
the world and a superpower against the USA. Theermajist threat had been
overcome and scientific technological success waseaged. Under these
conditions, the ruling stratum should have givemesoconcessions to the
governed mass. Soviet leaders became aware olitilie’p troubles. Namely,
the economic indicators of the Soviet Union andaaand politic tensions in
the society due to the adaptation problem of theegeople to the system
were confirming the need for reforrfs.

There were many reasons of the reform attempts. @rtbem was
related to the shortage of consumer goods. It @mvinthat, Soviet industry
was concentrated after 1928 on the production giitalagoods through
metallurgy, machine manufacture, and chemical itigluss a strategic
preference, so there was always a shortage of owmrsgoods. After the
Stalinist period, Soviet people increasingly bedamanding greater quantities
of consumer goods.

Another one was related to the huge bureaucradhefSoviet state
structure. After the civil war, a fast bureaucratian emerged in the USSR.
Expanded bureaucracy in the Soviet Union howeveaine both the cause
and the result of refornfd. Bureaucracy produced reforms, and reforms
produced bureaucrats. Generally, until Gorbach@eéeestroika the reform
attempts in the USSR had taken the form of deckdton or
recentralization. The mean of decentralization e@®rcement of central state
organs, especially ministries, while the mean ofcetdralization was
enforcement of enterprise managers. This huge hmdsy bureaucracy also

caused difficulties in the practices of reforms.

40 yladimir Mau, “ Perestroika: Theoretical and Political Problems Oériemic Reforms In
The USSR, 'Europe-Asia Studies, May 95, Vol. 47, Issue 3, pp. 1-24, p. 2.

41 Antonio Carlo, Sovyetler Birlginin Sosyo Ekonomik KarakteriCev. Emre Adigiizel,
Ankara, Kaynak Yayinlari, 1985, p. 115.
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Other reasons of the reform attempts were relatedeneral to the
deficiency of the planning process. Soviet industquld not provide
incentives at all levels to improve growth, produity and efficiency. Firstly,
managers of enterprise were often more preoccumvéll institutional
careerism than with improving productivity They received fixed wages and
only received incentives for plan fulfillment onethbasis of job security,
bonuses, and some benefits. Manager of enterpresesved some benefits
when targets were over-fulfilled, but when they evgreatly over-fulfilled,
they only saw their control figures increagddHence, there was an incentive
to exceed targets, but not too much. Enterpriseshainderstated capacity in
order to bargain with the ministries for more adegeous plan targets or
control figures.

Secondly production quotas usually stipulated the quantity fot the
quality of goods to be produced by a given factdrgerefore managers of
enterprises were often tempted to meet their piomluguotas by sacrificing
the quality of the goods they produced. Thus, nafdfe output of the Soviet
economy was of very low quality by internationadrglards. This led to the
common problems of badly made machinery break damd, disrupted the
rest of the econonf.

Lastly, enterprise managers were not able to deviam the plan and
were allocated certain funds for certain capitad &bor inputs. As a result,
managers could not improve productivity by disnmigsunnecessary workers
due to such labor controls. There was considerabtEeremployment due to
controls in plans drafted during the collectivedzaning between enterprises

and ministrieg®

42 paul Hofheinz, “Gorbachev’s Double Burden: EconoRédorm and Growth Acceleration,”
Millennium: Journal of International Studig¥ol. 16, No. 1, pp. 21-53, p. 22.

43"Economy of the Soviet Union," Wikipedia, 2005, Agr, 2005.
http://www.answers.com/topic/economy-of-the-sawigbn

*Ibid.

“ Ibid.
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Nove considers the growing complexity of the ecoyoand the
impossibility of adequate information to plan andménister the system
centrally as the basic problefhKornai, meanwhile, focuses on the inability of
the system to encourage enterprises to maximizgéuptity and profitability.
The system was based on vertical bargaining betwbferent levels of
political hierarchy, and directives were formulateaditically, so if plan targets
were not met and an enterprise failed to operatitably, constraints could be
relaxed by a subsequent political decisloiBoth of these arguments were
implying that solutions might be found in the decalization of some decision
making in the management of the Soviet economyth@rother hand, Ellman
sees the causes of the economic decline as thatiela of the discipline in
Soviet society since Stalin’s time, and the growimgs of central control over
the economy as it grew in complexify.

Until the Gorbachev's reforms, there had been falentifiable
reformist peaks: Khrushchev's reforms in 1957, tBeezhnev-Kosygin
reforms in 1965, the 1973 industrial reorganizatiamd the 1979 reforms. All
of these reforms aimed at balance, efficiency, wation in the system, and
responsiveness to customers, and all of them edpirom the previous

reformist attempt&’

2.3.2 The New Economic Policy
The “New Economic Policy” (NEP) was declared by ireat the 10th
Congress of the Russian Communist Party in Marchl@®1. The NEP

6 Alec Nove,The Soviet Economic Systeailen and Unwin, London, 1980, p.89 quoted in
Cox,op cit.p. 11.

47 Janos KornaiThe Socialist System: The Political Economy of ConsnurClarendon,
Oxford, 1992, p. 140-3 quoted in Caq cit.p. 11.

“ M. Ellman and V. KontorovichThe Disintegration of the Soviet Economic System
Routledge, London, 1992, p.13-4 quoted in Gxgit.p. 11.

49 Hewett,op cit p. 222.
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replaced the emergency policy of War Communifsin those years, Russia
was primarily an agrarian nation, with a very smatban population and a
weak industrial base. The Soviet industry was suifefrom the problem of

low productivity. Industrial output was at less rthane-seventh of its pre-
revolutionary level. Russia did not meet the ecoicoeniteria necessary for a
full socialism.

The NEP was officially treated as a temporary wistiehl from the
orthodox methods designed to facilitate the advaoerds communisnt. In
this context, Lenin admitted that the NEP was aréad” and a “turning back
toward capitalism”; however, he considered “spetrahsitional measures” as
necessary to form socialism in a peasant poputaiadtry>?

The NEP was proclaimed by a decree on March 211 ,1iRd "On the
Replacement of Foodstuff and Natural Resource Assest by a Natural
Tax." It was introduced in order to revitalize tkeonomy, increase food
production, and promote business growth.

Lenin also saw the NEP as a technological soluiiothe problem of
low productivity in the Soviet industry. The non4Bloevik engineers and
economists (so called “bourgeois specialists”) wagrgointed to high positions
in Gosplan Additional technical assistance was obtainedutjnothe granting
of foreign concession.

Under the NEP, the agricultural sector was increggi privatized.
Smaller businesses were permitted to operate aatprenterprises. The NEP
also allowed farmers to sell their crops on thenopmarket after paying a tax
proportional to their net yield. Government gave taging all agricultural

0 An emergency economic policy, instituted during fRussian Civil War (1918-1921) that
replaced market mechanisms with a quasi-militagnemic structure.

®1 Mau, “The Political History of Economic Reforms im$ia, 1985-1994,” p. 13.

2 Been,op cit, p. 80.

%3 "New Economic Policy," The Columbia Electronic Enopdia, Sixth Edition, Columbia
University Press, 2003, June 18, 2005.

http://www.answers.com/topic/new-economic-policy

>4 Bean, op cit, p. 80.
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surpluses from the peasantry. Peasants were atsatieel to lease land and
hire laborers. Thus, the peasantry won the rightotganize its own
independent family production for commodity excharrg

On the other hand, the government maintained thetrao of
“commanding heights” of the economy such as, th@endustries, banks
and financial institutions. Nevertheless, a privaector was formed by
denationalizing small industry and leasing fac®ri® cooperatives and
capitalist entrepreneurs. State factories werecaized to buy and sell goods
on the open market and to do business with “Nepmin@ private merchant
who were buying and selling items according to $uppd demand®

The NEP brought economic recovery. Prosperity meed the tax
revenue. The private sector handled 75 perceriteofdtail trade and produced
90 percent of the agricultural output. Nepmen imdaiésts produced one-third
of all consumer goods. The NEP succeeded in crpaéin economic
recuperation after the devastating effects of tinst WWorld War, the Russian
revolution and the Russian Civil War.

Despite the return of prosperity, the Party wascali toward the NEP,
as it favored industry and defense at the experfse&oasumer goods
production. The farmers had little incentive to gwoe more. Workers
welcomed the end of rations and the reintroductibmoney wages, but they
resisted other aspects of the policy. Under the NEfustrial workers were
supervised by three layers of management: uniomeseptatives, factory
managers, and Party secretaries. Managers of iestbred workers on a
temporary basis, enabling them to fire at will, aochover and absenteeism
were high. Thus, workers labeled the NEP the “Nexpl@tation of the

Proletariat™®

% Cox,op cit, p. 8.
%6 Bean, op cit, p. 83.
> |bid. p. 81.

%% |bid.
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During the implementation of the NEP, state promest policy was
founded on buying grain from the peasants at thekebgrice. After 1927, the
state faced increasing problems in obtaining sefficgrain to meet its targets
at prices it was willing to pay. Lenin's successSglin in order to secure its
political control over surplus appropriation, cadiout the policy of forced
collectivization to bring the peasants under disgate control and eliminated
the private ownership of farmlarid.

Stalin replaced the NEP with his own economic paogg known as the
Five-Year Plans. In the first Five-Year Plan (192882), central planning
replaced market mechanisms, and a strict stateatt@ut regime dominated
the Soviet economy.

In this context, Mau argues that the sequence eftswduring the NEP
was the first appearance of a feature of the cdndiuceforms that was the
characteristic of the entire Soviet history: causidiberalization of economic
life under pressure of crisis, soon replaced bye® rtonservative wave
tightening the economic regini&.

The NEP influenced economic reformers in the Souieion. In the
mid-1960s, Soviet economists revived the NEP mddel965, reformers were
allowed to experiment with some NEP-like policidsove all, Gorbachev
expressed his economic reforms in socialist terfomo and described his
perestroikaas a return to NEP-like policies. This will be @aed in the

following chapters.

2.3.3 Khrushchev Reforms

Following Stalin’s death, the ministries were sasrthe primary reason
of the economic decrease in view of substantidfigiencies in the operation
of enterprises. Khrushchev’s opponents tried tokeeaKhrushchev’'s power

by reinforcing the control of the ministries andheét central organs and by

% Cox, op cit., p. 8.

€9 Mau, The Political History of Economic Reforms in Rus§@85-1994p. 13.
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weakening control of the regional Party and govesnihorganizations, where
Khrushchev's power base Idit.

Early in 1957 Khrushchev suggested the devolutigomoaver to control
the economy to regional councilsonarkhozy) The changes resulted in a
transfer of power from the central apparatus tor@aamately 100 economic
councils, which, under the supervision of the rdjgab-level branches of
Gosplan directly controlled major enterprises in theiritery. The ministries’
supervising productive activities were virtually Banned, their powers were
spread among thevnarkhozyThe remaining central bodies (the Ministries of
Trade and Finance, and ev@osplan had seen their power reduced. Gosplan
continued to control only the most critical natiboammodities’?

The aim of the reform was the elimination of depemtalism of the
ministerial system, and replacing it with a ratibdiision of labor within and
between regions. At the same time the bonus systesrgiven a major haul in
1959 to increase efficiency. Gross output was dateng the enterprise
bonuses. If the target for the growth of gross outwas not fulfilled, no
bonuses could be paid. However, the major bonusrm@iing indicator
became the target for cost reductions, usually oreds per ruble of
commodity productiof®

In this reform period, contrary to the expectatjogeowth rates for
national income and labor productivity fell dransatly, implying significant
reductions in the efficiency with which productifactors were used. Real per
capita consumption growth rates fluctuated in #te 1950s and early 1960s,
but around a lower average than in the period imately preceding
sovnorkhozeforms® Hawett argues that it was difficult to identifyriables

that directly measure the impact of the reform&oonomic performance since

®1 Hewett,op cit, p. 224.
%2 |bid.
%3 |bid. p. 225.

® Ibid. p. 226.
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much of the reform was concerned with rational@atin intra-territorial
specialization and production. At the same time, dleclining growth rate at
the beginning of the 1960s was probably the ralacof many influences, of
which thesovnarkhozyeforms was only on®.

By the early 1960s there was a retreat fromdbenarkhozyeforms.
As the most important part of them the numbes@inarkhozydropped more
than half to forty-seven and as an old economicybtte VSNKh was
resurrected to coordinate planning for economioviégtat the union level. In
appearance, one of the reasons of this outcomekiwashchev’s struggle to
retain his position as party leader; the other thaslow economic indicators.
In fact, it is not difficult to claim that, the mstries were not ready to leave
their autarky on locals. At the same time, it wasing seen that local
authorities were enforced to struggle with ministerMoscow. This event was
a clear example of this struggle of power.

Namely, these reforms had failed. The reasons &f tdutcome,
according to an interpretation, were the enforcémancentral authority
throughsovnorkhozyand the maintenance of strict practices of plastotding
to another interpretation, it can be thought thiée empowered local
authorities caused the growing second hand econamygre corrupt relation
between technocrats and workers.

Table.2.1 Selected Macroeconomic Growth Rates (pexat), 1955-62

National income | Labor production Real income
Year L :
produced in industry per capita
1955 11.9 9.5 0.9
1956 11.3 7.0 5.9
1957 7.0 6.6 8.7
1958 12.4 6.2 5.9
1959 7.5 7.4 1.8
1960 7.7 5.4 6.4
® |bid. p. 227.
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Table.2.1 (continued)

v National income | Labor production Real income
ear L :
produced in industry per capita
1961 6.8 4.4 1.6
1962 5.7 5.5 3.2

Source: Edward A. Hewett,Reforming the Soviet EconomWashington D.C.,
Brookings Institution, 1988, p. 227.

2.3.4 Kosygin Reforms in the 1960s

The first important sign of the Kosygin reforms w&sgsei Liberman’s
article ‘Plan, Profit, Bonus’ published in SeptemBe 1962 edition oPravda
This article launched one of the extensive debatethe whole history of
Soviet economic® Liberman, as quoted in Hewett, stressed that prses
should be encouraged to seek out and use thepriadluctive capacities, make
better the quality of goods produced and curb tegimng appetite for new
capital and additional workers. Furthermore, he alspported the elimination
of unwarranted central interference in enterprigevies. Liberman suggested
achieving these goals by significant reductionthenobligatory plan indicators
related to product mix, deliveries, and profitsOf course, the proposal
advanced by the reformers under the leadershipbafrinan in the first half of
the 1960s resulted in sharp oppositions from ecastsrof a conservative and
moderate persuasion.

The economic discussions of the 1960s were notyparphenomenon
confined to academic life. They resulted in theBl86onomic reform, the most
far reaching attempt at reform of the Soviet ecocomanagement until
perestroika In the literature it is frequently called the Kgs reforms,
referring to the Chairman of the USSR Council ofnMdiers, Kosygin, who

was the man who prepared the reforms and secueegdiitical decision to

% Mau, The Political History of Economic Reform in Russie3:94994 p. 19.
7 An English translation of the Liberman piece is ke in Morris Bornstein and Daniel

Fusfeld, The Soviet Economy: A Book of Readings, idamod I, Irwin, 1966, pp. 352-58
quoted in Hewettpp cit, p. 228.
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carry them ouf® Aslund argues that as the Kosygin reforms lackempsrt at
the highest political level, they could not beemplemented in fulf® Alexi
Kosygin announced a set of measures at the Septetfb& Plenum of the
Central Committee. They consisted of three basmsaian administrative
reform reestablishing the ministerial system, a mlete revision of the
enterprise incentive system, and a price reférm.

Concerning the general characteristic of thesermefpit can be said
that some parts of these reforms had a tendenayefdralization, on the other
hand it was true that these reforms brought new epewio enterprises
especially about enhancing profitability and settiprices. In the Western
economic literature, the aim of these reforms wefdd as decentralization.

Starting with the administrative reform, the 196f ke transferred the
power of regional planning authorities to twentyeth newly constituted
industrial ministries. Additionally, existing stateommittees —for instance
Gosplan assumed greater authority and responsibility assalt of the 1965
decree. At the same time other committees suchas$ notablyGoskomsent
(Prices), Gossnab(material and technical supply) am@KNT (Science and
technology) were established in the fall of 196hisTreform enforced the
hands of authorities in Moscow and had the moginijggmpact among the
reforms’*

It reintroduced a decision making hierarchy th#dli® had used to
manage the economy, and expanded the number ofstriesi and state

committees. After 1965, this ministerial hierarchvas steadily expanded in

% |bid., p. 230.

% Aslund, Gorbachev’s Struggle for Economic Refolthaca, New York, Cornell University
Press, 1989, p. 10.

O Hewett.,op cit, p. 230.

"bid., p. 243.

28



scope in a constant effort by successive Soviedelesato administer the
increasingly complicated systeff.

The second part of the Kosygin reforms was reldtedenterprise
incentive system. The system of the obligatory plargets was changed
completely by a decree in September 1965. By thlig@atory decree, targets to
individual enterprises were reduced from forty tdyceight. The gross output
indicator was replaced by a target for sales volustit though the targets for
costs were not part of the obligatory targéts.

At the same time, this decree launched a new begagem which
depended on the achievements of the enterprisas this point of view, these
new regulations gave larger capability to entegonmnagers to maximize their
profits, and enterprises started enjoying the benahd losses of their own.
Thus, the new system made it difficult for miniefito intervene in enterprise
operations.

However, a few indicators that ministries werehauized to pass on to
enterprises left each ministry, and therefore e¢mianners, with considerable
influence over the details of enterprise activitidamely, the planners and
ministries continued to determine the productioncfion for the enterprises
centrally.

The third component of the Kosygin reforms wasatesd to the revision
of price setting mechanism. The prices were freethfthe interference of the
central plan directives via this revision. At thedeof this process, virtually all
industries and enterprises were able to operatétably in the new price
environment. On the other hand, because of thispree system a significant

number of factories were closed.

2 | bid.

3 Antonio Carlo,op. cit.,p. 159.

29



2.3.4.1 Implementation of the Kosygin Reforms

The administrative reform was the most rapidly lenpented one
among the reforms. Price system and enterprisanfiveesystem could not be
implemented until 1967. Price reform began in Oetobd66 with changes in
retail prices for light and food products, and tew wholesale prices for
heavy industrial products started on July 1, 1967.

Enterprises incentive reform was implemented wowly. By the end
of 1966, only 1.5 percent of industrial enterprigese operating under the new
regulations. In 1967, the first serious effortraplementation began and by the
end of the year, 15 percent of industrial entegsriwere operating under this
new system. The aim of this reform was first to adld most profitable
enterprises in the system and leave to lost thesewould have the most
difficulty in financing bonus payments under thevneiles. That criterion was
most likely responsible for the slowing down of timeplementation of the
reforms in the late 19608.

At the same time, with other measures, implemamntavent even more
slowly. For instance expansion of wholesale trads wot operatedsossnab
delayed introducing this system of direct ties lestwenterprises and buyers.

Implementation process was slow since there wetaysleresulting
from the system. The ministries and thkavki (sub-divisions of ministries)
tried to delay the reforms by using such ways asmaktion, complication,
regulation. Firstly, they tried to assimilate nesmgedures into old bureaucratic
procedures. Second tactic of delay was complexXitynistries used the
multiplicity to further complicate the regulatioasd instructions. Finally, the
third tactic was the violation of the statutes gmetsistence in formal or
informal continuation of more than the allowed nwmbof obligatory

indicators’® Bedirhanglu interprets the resistance of the ministries eoning

" Hewett.,op cit, p. 236.
> Ibid.

% Ibid., p. 237.
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the implementation of the reforms as a way forrti@ntenance of the Soviet

nomenklaturaule:

Particular political function ensured by the celited economic organization was
crucial for the maintenance of tm@menklaturarule, and this was exactly why most
of the sound reform proposals, which tended to wkeakze the decision making
process in production and distribution, were eithet implemented or crippled in
practice until the mid-19808.

The administrative recentralization had the mosting impact among
the reforms. As mentioned before, it reintroducetktaision making hierarchy
that Stalin had used to manage the economy andndggdathe number of
ministries and state committees. While many of Kosygin reforms were
eliminated later, this administrative hierarchy wasserved and made even
more complicated by the successive Soviet leaafers 1965°

The price reform could not be implemented fullytekfthe reform there
was still a fixed—price, supply-oriented price gystunresponsive to changes
in demand, or even to changes in domestic €bst.

The enterprises incentive system was never fuljyl@mented. The new
regulations affected the system only formally. Teefactosystem remained
one in which outputs were the key determinant afuses, and other indicators

such as sales ability were given a secondary irapoet

2.3.4.2 The Impact of the Kosygin Reforms on Econam
Performance

Although the reforms in the 1960s were not impletadrentirely, the
economic performance somehow improved after they¢iageforms.

" Bedirhanglu, Predicaments of Transnationalized Passive Revolutifrensformation of
the Russian Nomenklatura in the Neoliberal Epa 111.

8 Hewett.,op cit, p. 244.

9 Ibid., p. 236.
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Table 2.2 Selected Macroeconomic Growth Rates (pexgt), 1961-72

Variables 1961-65 1966-72
National income produced 6.5 6.9
Industrial output 8.6 8.1
Labor productivity in industry 4.6. 5.8
Real per capital income 3.5 5.5

Source: Edward A. Hewett,Reforming the Soviet EconomWashington D.C.,
Brookings Institution, 1988, p. 239.

This table shows the success in three variableSona income
produced, labor productivity in industry, and rear capita income. These
results exhibit that, in the period during and indinaéely following the
implementation of the 1965 reforms economic perfortoe improved in
compared to the past five years. National inconevtr rates were slightly
higher, even though industrial output had fallemewhat. Most importantly,
the national income growth rates did not fall, andharked improvement in
labor productivity growth rates in industry andrarmatic improvement in the
growth rate of real per capita incomes were redlize

In conclusion, as a result of the Kosygin reformey branch ministries
were established and the power of Moscow increasedhermore, while the
dominant role of plan indicators was reduced, the of value instruments was
enhanced by new enterprise incentive system. Then meason of this
contradictory situation was that although the fundatal ideas of reform were
put forward by some economists like Liberman, themative documents were
prepared by others known as more moderates, antdlogcal implementation
was directed by those who were even objectorseobésic ideas of reforff.

The failure of the 1965 reforms served as the @pamind for two

further efforts to improve the Soviet system in 1850s.

8 bid., p. 244.
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2.3.5 The Reform Attempts in the 1970s

Two main reform attempts were put into practice the 1970s.
Brezhnev’'s two decrees in March 1973 aimed to cbahg decision-making
hierarchy by simplifying the administrative appasatof ministries and
merging enterprises with production associatiot&sE regulations were made

by the spirit of centralization.

2.3.5.1 The 1973 Reforms

The basic aim of the 1973 reforms was to reducesike of the
administrative hierarchy in industry and increake éfficiency with which
industrial enterprises were managed by the ceiitee. basic tools of these
reforms were associations, which were conceived smgervised by the
ministries®!

“All  Union Industrial Associations” V{sesoiuznie Promyshelnnie
Ob’edinenie VPO whose authority would in general cover similar
enterprises throughout the USSR were establishedzhBev intended to
redirect each ministry’s efforts toward long-rangk&nning and technical
progress in the sector as a whole rather than dalyagement of enterprises.

The VPOswere to be much more independent from the Minittgn
the glavki. Their job was to actually supervise the operatbthe production
associations and enterprises, research and desjanipations and technical
institutes>

At the same time due to this reform, another estfatvient was formed:
the Scientific Production AssociationsNguchno-Proisvodstvennie Ob”
edinenie,NPO9. Soviet officials combined all the necessary congnts to
conceive, design, and produce new technologiesruhdeone organizational
structure.NPOswere to contain their own research and desigritubess with

accompanying factories capable of producing andinggsprototypes, all

8 bid., p. 245.

8 \bid., p. 246.
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attached to one or more major entities engageerialgproduction of related
products®

During the implementation of the reform, the mines pursued their
conservative attitude and many of the preliminadtang submitted by
ministries were rejected for they were reluctantmrgers or to give up direct
control over enterprise activities.

Continuing pressure from the government finally ébats fruit in a
massive merger movement in industry. By 1975, tmalrer of NPOs reached
up to 2314, which accounted for 24.4 percent otigtidal output. This figure
increased and in the early 1980s there were ne#B0 production and
scientific production associations, which accounfi@done-half of industrial
output. But, it was a fact that, many of the mesdead little or no effect on the
actual decision making of the member enterprisggeSall of the production
associations were formed within the ministries, isterial autarky was
preserved, a totally predictable outcome of thasitee to put the ministries in
charge of the planning and the execution of merfers

Like the 1965 reforms, the 1973 mergers were nodrapanied by any
change whatsoever in the central planners’ antiopahat ministries would
be held responsible for providing the economy wetable supplies of ‘their’
products produced by ‘their enterprises and asdris. There was no
incentive for the ministries to empower the VPOshwiew authority. VPOSs,
together with the ministries, continued to conteaterprise behavior as they
did in the past

Ultimately, the 1973 merger movement had almostipced none of
the consequences the leadership had hoped forstM@s managed to protect
their authority over production units by assimilgtithe new measures into the

existing system.

8 bid., p. 247.
8 bid.

% |bid.
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This movement indicated some lessons about themeddforts in the
USSR. Firstly, it was naive to give to ministridse ttask of designing and
implementing a reform that would reduce their pavé&econd, the efficiency
problems in the Soviet system could not be overcwrntle only supply-side
solutions; demand-side solutions should be alssidered®®

Eventually, the Soviet approach of ordering merdess the center
was another example of the central planners’ caiovichat they knew the best
for all economic units in the system. Thus, theiSoleaders erected, not for
the first time, afacadesuggesting change. Behind it, the system continaed

function as it used to be in the p&ist.

2.3.5.2 The July 1979 Decree

The July 1979 decree “On the Improvement of Plagpniand
Strengthening of the Action of the Economic Meckanii proposed substantial
changes, most of which were somehow related tanitentive systerft This
decree in many ways represented an extraordinediyiplex completion of
measures announced but not implemented since Haf&ever, it also sought
to introduce some new ideas, most notably a redi@mccalculated value-added
index as primary bonus-forming indicator for entesps®®

The aim of this decree was to encourage enterptisesperate as
closely as possible to their full productive cagiasi by increasing the
efficiency of their use of human and physical igpuAnother aim was the
timely delivery to customers of products actuatiydemand in the system.

The measures introduced fall broadly into two categ: planning and
supply, and performance indicators. Concerning rpfem and supply, one of

the important goals of the Decree was to enhareedle of five-year plans by

% bid., p. 249.
8 bid., p. 250.
8 Hofheinz,op cit.p. 23.

8 Hewett,op cit.,p. 251.
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relegating annual plans to their originally inteddele for elaboration, but it
was not a typical major revision of five-year plai$ie other category was
related to performance indicators. Possibly thetrnmysvative step taken was
to make ‘normative net output' (NNO) the main iratior for enterprise
activities. NNO measures were outputs, which weatueradded by the
enterprises by using actual quantities. These taitpuere multiplied by a
branch wide range of the value-added products amn gaoduction. Thus an
enterprise that used more labor than the branctaggevould not be rewarded
for doing that and would have to accept the noweatather than its actual
value-add; an enterprise using less than brancragedabor inputs would be
rewarded. The value-added weights that go intoctdeulation were set by
Goskomtsenaind issued in 1981, along with new price list d&et effect in
1982. NNO was to be used in the calculation oftée primary bonus-forming
indicators for enterprises: labor productivity atie proportion of highest-
quality goods in total output’

Although two prime determinants of bonus paymengsewspecified in
the 1979 decree, ministries were also allowed ¢tude in enterprises’ plans
eighteen other indicators, the most important obeisig the production of
principal products in physical units, norm wages pgble of output, the
number of employees, the commissioning of new a#dpac and goals for
production costs. Some of these had to be fulfibetbre the enterprises paid
out bonuses; and others had relatively small banattached to them.

The 1979 decree was an attempt to improve the alecdntrol over
microeconomic decisions, but in no fundamental diglyit seek to change that
control. In particular all signs indicated that tenter had continued to enforce
its wishes with regard not only to the final resulif enterprise activity, but

also to the methods used to obtain these results.

bid, p. 250.
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2.4 Conclusion

In this chapter, the general features of the Sadenomic and political
system and reform attempts from 1917 to 1985 weesviewed. As seen, in
this period, there were many reform attempts teseethe production relations.
Almost all reforms aimed at reducing bureaucratechanism, deficiencies of
the planning process, and enhancing employeeshiives. Many of these
reform attempts generally started with some let@ia but later
implementation could not been practiced entirelire Tmain reason of this
outcome was the fact thaobmenklaturaor state class was happy with the
existing power mechanism, thus, they opposed afgrmeattempts which
would diminish their control over the state propert

The implementation was the hardest stage of tleemeéttempts due to
the resistance of lower levels of themenklaturaagainst centralization, and
upper levels against decentralization. The Sowvietnenklaturaused the
reforms as a way to maintain its authority over temtralized economic
system and production relations.

As again discussed in the chapter, reform attemnptis the Gorbachev
period were related to some moderate changes auption relations and did
not aim at privatization in any way.

Despite these reform attempts, Soviet productidatioms did not
change considerably. The economic indicators of W&SR continued to
deteriorate substantially until the 1980s. Manytegiassess the period from
the beginning of the 1980s until the Gorbachevasa ‘stagnation period.’
Thus, the reform needs of Soviet system continmedeasingly. Due to this
and other reasons discussed in the next chaptebaGwev initiated a radical
reform process in the middle of 1980s, which hath tmilarities with and

differences from the previous reform attempts.
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CHAPTER 3

GORBACHEV REFORMS
3.1 Introduction

In this chapter, the Gorbachev period will be exsadiin terms of the
changes related to the property relations in th&RIS Initially Gorbachev’s
traditional reform attempts will be explained. Gachev in his early years tried
to change the system partly as did his predecesstlsle the system
preserved its basic socialist principles such astrak planning and public
property, Gorbachev adopted some different refanmisis first two years of
administration such as anti-alcohol campaign anttbguality standards.

After 1987, Gorbachev’'s reforms entered a new stadpgch will be
defined in this thesis as moderate reforms. In thesiod, perestroika
anticipated a shift in the balance of power withie public sector from
ministries and party officials to enterprise mamagand workers. By
diminishing the amount of ministries’ direct intention, enterprise managers
and workers were permitted to exercise their owtiatives and improve
economic performance under the stimulus of the etark

In 1989, with the adoption of the Law on CooperedivGorbachev’s
reforms started to become more radical. This latiated the first example of
private enterprise which was much extensive thavipus implementations
like individual self employment or family business.

Gorbachev’'s reforms became increasingly more radioatime.
Therefore, his reforms will be explained in thregegories such as traditional,
moderate and radical ones. In order to provide teebenderstanding of the
political context of these reforms, important poat developments will be

examined until the formal collapse of the Sovietduin
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3.2 Gorbachev’s Reformist Posture

When Mikhail Gorbachev became the General Secrethtiie CPSU
Central Committee on March 11, 1985, there wereynepectations that the
new General Secretary would introduce economicrmefoto improve the
Soviet economy because of his reputation as amésat*

Gorbachev’'s reformist character was clear in theiode that he
occupied second or third place in the Soviet hamar He had read the
Novosibirsk report of April 1983 which included o the most vigorous
critiques of the Stalinist command econothysorbachev's speeches preceding
his election for the post of the General Secrestuigwed that throughout 1984
he was thinking intensely about the problems arificdities of the Soviet
economic systent,

Until Gorbachev’'s coming to power in 1985, urgenvlgpems of the
Soviet economy could not be addressed comprehéngpastly due to the
reasons discussed in the previous chapter. There @ear indications that
something was going wrong. Especially, there wésng term decline in the
growth rates. According to the Eleventh Five YedanPfor the 1981-85
periods, the growth rate could reach only to 215 eet®

Moreover, the depressed state of the Soviet ecpribneatened the
status of the USSR as a superpower. By 1980, theiSdnion had lost its
claim to be the world’s second largest econdfit the same time, after 1978
the Soviet Union began to run a budget deficit Whiy 1985 reached to 37

billion rubles®Also production costs were steadily rising, whilices were

1 Hofheinz,op cit p. 21.
92 SakwaGorbachev and His Reforms, 1985-198@w York, Prentice Hall, 1990, p. 269.

% Mau, “Perestroika: Theoretical And Political Prefils Of Economic Reforms in The
USSR,"p. 2.

% Hofheinz,op cit p. 24.

% peter Rutland, “Economic Crisis and Reform” in Shii#, A. Pravda and Z. Gitelman (eds.),
Devlopments in Soviet and Post-Soviet Politidacmillan, pp. 200-226, p. 204.

% Sakwayp cit.,p. 272.
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held constant. The gap was filled by governmentsisliés®’ After 1985,
besides these structural problems, there emergedies of exogenous shocks
such as falling of world oil prices, Chernobyl, aheé Armenian earthquakg.
All of these factors brought the economy to thenpof collapse.

It can be argued that Gorbachev’s initial aim wabring about only a
sufficient change to enable the system work effitye He did not believe at
the outset that the system had to be reformeditgittoots and branches, rather
he believed that a series of smaller-scale chanwgetd be sufficient to restore
the system to healffi.Ilt seems also clear from Gorbachev’s early speettiz
he did not think a radical overhaul of the systefncentral planning was
required"®

Gorbachev declared his intention clearly in a spetr the Party
members on December 10, 1984, and used the keyswadrdhis reforms,
uskorenie (acceleration), glasnost (openness), and perestroika
(restructuring)’®® In the first two years of his administration, hémarily tried
to carry outuskoreniethrough his traditional reform attempts followeg b
someglasnostpolicies. As he did not see any considerable teshé started to
adopt perestroika in the late 1986s with the Lavinalividual Labor Activity.

Gorbachev’s reform attempts became increasinglyemadical due to
the resistance afiomenklaturaagainst reforms. Thus, after 1988 Gorbachev
initiated some reforms which include a revolutignamtervention into the
Soviet production relations by trying to ensure tiaive participation of

people in politics.

" Rutland,op cit, p. 204.
% Sakwap cit.,p. 272.

% Graeme Gill and Roger D. MarwicRussia’s Stillborn Democracy? From Gorbachev to
Yeltsin,Oxford, Oxford University Pres, 2000, p. 27.

190 Rutland,op cit, p. 208.

101 sakwa,op cit.,p. 6.
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3.3 Traditional Reform Attempts

The Soviet economic reforms during Gorbachev’dahjteriod (1985-
86) were similar to the reforms of the previousdea'® The period of
uskoreniewas mainly about modifying the administrative coamu system
without making truly fundamental changes. He usenhes very traditional
methods to try and improve the economic performafice

- Disciplining individuals to work properly rathethan changing
institutions:**

- Organizing the economic system to make it worktda and more
efficient,

- Achieving accelerated economic growth by imposarg ambitious
five-year plan (the twelfth five-year plan).

Gorbachev argued that the Soviet economy’s declindd be traced to
the system’s failure to increase people’s inteiregheir work!® He felt that
the only solution to this problem would be the cadlidecentralization of power
and transfer of responsibility from the ministrigs the enterprises. In this
sense, a Politburo decree was issued in August 1985 the Board
Dissemination of the New Methods of Economic Mamaget and Technical
Progress’. According to this decree, enterprisegwafowed to set up material
incentive funds and were granted more investmeihtoaity. Enterprises could

invest any amount up to four million rubles with@entral authoritie&>®

192 Simon Clarke, “The Crisis of the Soviet System'SinClarke, P. Fairbrother, M. Burawoy,

P. Krotov (eds.)What about the Workers? Workers and the TransttioGapitalism in Russja
London, New York, Verso, pp.30-55, p. 38.

193 walker,op. cit, p. 77.

1% 1n the first phase of thperestroika 1986-87, Gorbachev and his team adopted a wage
reform which determined worker’'s salary levels adegg to their quality and quantity of
work, launched an anti-alcohol campaign in 198@nmprove labor discipline, and a 1987
campaign to improve product quality through a systd independent quality inspection.

195 Hofheinz,op. cit, p. 26.

198 |bid. p. 27.
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Gorbachev announced his intention of transferrihgfathe ministries,
enterprises and work brigades to ‘fuiozraschet®’ at the 2% Party Congress
in 1986. He had sharp words for the managers dbrfi@s that operated at a
loss and called for steps to be taken to make pgupy} from their own pockets
for inefficient or bad labot®® He also expressed that enterprises should be
allowed to sell any products they made in excesbePlan.

Gorbachev also saw the amalgamation of severalstrigs to create
‘super ministries’ as a way of cutting down the amof bureaucracy and
devolving operational decisions to associationsmérprises>®

Gorbachev’s traditional reform methods aimed talloeate power
within the nomenklaturain favor of its technocratic section. Enterprise
managers saw also all these managerial reforms wagyato translate their
economic power into a recognized political auttyorf

At the same timeglasnostwas another policy promoted by Gorbachev
since the beginning of his reforms. Its centraltdea was to improve the
production and circulation of accurate informationthe system. Gorbachev
also anticipated that it would make officials maecountable and help to
create a more constructive atmosphere in the Sewiekplace. In practice,
glasnostdid not meet the expected results. Chernobyl tagase was an
indication of how limitedglasnostwas. In this event, the Politburo and
Gorbachev initially received inaccurate informatias to what had happened

there. The reports of the catastrophe were prepareonceal the responsibility

97 This word was usually translated as ‘economic aeting’, ‘cost accounting’ or ‘profit and
lost accounting’, but no English phrase can cot®rvarious meanings, which includes an
enterprise covering its expenses from sales arglithitoducing some forms of profit motives.
This term was one of the main slogans of the eaty Meriod and had hesitantly been re-
introduced into the Soviet industry after the 19@®akwa, op. cit., p. 278).

198 Hofheinz,op cit, p. 25.
199 Cox, op cit, p. 50.

110 Bedirhanglu, Predicaments of Transnationalized Passive Revolutibrensformation of
the Russian Nomenklatura in the Neoliberal Bya27.
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of the management of the Chernobyl power pt&nThe full scale of the
Chernobyl catastrophe was hidden for several years.

At the end of this initial period, accelerated emmic growth was not
realized and economic decline continued. The budegé#tit remained as a
main economic problem. All these factors undermit@arbachev’'s public
credibility as a reformel*® Additionally, the decentralizing managerial referm
of Gorbachev had diminished the initial supporttbé military industrial
complex, one of the most powerful socio-economaugrin the USSR.

By the mid-1986, after the Chernobyl catastropharb@chev started to
admit that some sort of radical restructuring af #tonomic mechanism was

required:**

3.4 Moderate Property Reforms

Gorbachev administration after 1986 entered a neferm process
related to the managerial system of Soviet prodaatelations in the context of
perestroika On this purpose, two important laws were intragticThese laws
were the Law on Individual Labor Activity and thew on State Enterprises.
While the first law allowed the individuals to wopkivately in some areas, the
second one approved the operation of state erdegowith greater autonomy
based on a profit and loss calculation. Accordiaghis law, managers and
workers of state enterprises would be responsiighieir loss, and the state
would no longer rescue the loss making enterprises.

At the same time, Gorbachev had provided some etaFprises with
more autonomy by giving them the right to tradesclily with foreign firms
without formal authorization of the Ministry of Feign Trade®

ML Daniloff Nicholas, “Chernobyl and Its Political Falt: A Reassessment,”
DemokratizatsiyaVolume 12, Number 1, Winter 2004, pp. 1-16, b. 1

112 sakwapp cit.,p. 78.
13 \walker,op cit, p. 78.

114 Rutland,op cit, p. 209.
115 Hofheinz,op cit., p. 28-9.
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Clarke assessed this initiation as an attempt @akothe monopoly of
the Ministry of Foreign Trade and to make entegwisnore responsive to
world market pressures by providing them with treans and the incentives to
enter export markets on their own accofifrhis initiative did not relieve the
Soviet economy because of the falling energy asidgigrain prices in world
markets, and the indicators of the USSR foreigderdeclined by 12 percent
from 1986 to 1987, bringing about a further deterion of the budget

deficit.*’

3.4.1 Law on Individual Labor Activity

As a first sign of real innovation in the Sovietssgm, the Law on
Individual Labor Activity was adopted by the Supeei@oviet on November
19, 1986 and scheduled for implementation on Mag9B7*'® On the other
hand, a harsh law against ‘unearned income’ hazhayr banned the unofficial
private initiatives a short while ago (on May 2886)*°

This new law consolidated the general provisiorsest in the 1977
Constitution by conforming, in general, the legaldbf private work for
individuals. It specified more clearly what kindsveork activities were legal.
Among the permitted activities were the manufactame repair of clothing,
furniture, pottery and toys, the construction aeg@air of houses and other
domestic buildings, repair of cars, radios and o#lectrical and household
appliances, hairdressing and cosmetic servicesatpritransport services,

private tutoring and some medical servit®s.lt also established the
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procedures for registration and regulation of ifdial work*?! In practice, the
return to private enterprises was strictly limitgmbrmitting only groups of
family members to work in one business. The work ¥eabe carried out only
in a person’s spare time from a state j6bSome of the rules were later
relaxed.

Thanks to this law, investment shifted to consusestor, which was
planned to grow 2.3 times faster than heavy ingustrl989. The 1989 draft
plan approved by the Supreme Soviet on Octoberl288 was for the first
time oriented towards meeting consumer needs. Mereonew laws on

consumer protection were draft&d.

3.4.2 Law on State Enterprises

Law on Sate Enterprises of 1987 was another refoitiative that
aimed at decentralization in the industrial secidris law targeted to make
state enterprises self-accounting so that they reed from many of the
direct controls by their branch ministries andabad to operate on a profit and
loss basig?* It was intended that if the state was no longerescue loss
making enterprises, managers and employees wowle ttadeal with their
jobs and incomes by becoming more profit orient€bvernment would
exercise only a general strategic control by ‘statders’ specifying levels of
production, and “normatives” indicating the extet®t which factors of
production and social cost would be covered byestaidgets® Within this
framework, enterprises would be able to enter aatatracts with suppliers and
customers after fulfilling state orders for theimmtries. This law increased
the technocrat’s hold over the productive resources
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This law gave the enterprises the rights of possessuse and
administration of their assets. Moreover, it gavent the right to transfer their
assets. Thus, enterprises could escape from cectrdtol by transferring
productive activities to subsidiary enterprises,icthwere not subject to
ministerial regulation or contrdf®

The Law on State Enterprises introduced a radigaaiive to improve
the quality of the “human factor” in production. & law, though increasing the
managers’ freedom to determine the policy of thenterprises, gave the
enterprise workforce increased influence by prawgdihem with the right to
elect their managers and the council of labor ctite **’

In practice however, this law failed and was thdughbe responsible
for exacerbating the ongoing economic crisis. (Hagekteemed this law as a
simple paper reform, allowing actually the centertake back what it had
given. Whatever the juridical changes, the mirgstricontinued to hold
power’?® Ministries maintained their right to impose statders. At the same
time, both investment and supply of materials weot¢ decentralized and
managers continued to rely on state orders for gtevision of thent?
Moreover, the elections of managers and entermagmcils usually did not
happen; when some elections took place, they didesult in any important
change either in the management personnel or ipdhees.

The reformist group saw these two laws as waystrengthen the
popular and technocratic support base after haseen the impossibility of
meeting the expectations of themenklatura This situation brought about a

conflict of interests within theomenklaturaas Gorbachev and his team were
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supported by the technocrats or specialists ancageas while conservatives
such as upper Party cadres and branch ministrigssegd them.

To sum up, the first wave glerestroikabrought only juridical changes,
and it was largely ineffective in achieving imparttamprovements in either
productivity, distribution of goods, or quality pfoduction. Thus, it was seen
that the failure in the implementation of these davaused a new radical
reformist debate on production relations and ownmprsssue in the Soviet

Union.
3.5 Radical Property Reforms

3.5.1 Law on Cooperatives

Law on Cooperatives was passed on May 26, 198& tonplemented
on July 1, 1988 as another law of Gorbachev’'s mfattempts. The new law
on cooperatives began by clearly establishing thmalst respectability of
cooperatives. Cooperatives were no longer to bsidered as a secondary or
transitional form of property which would finallyebreplaced by more fully
socialized forms of enterprise. Rather they werbdaegarded together with
state enterprises as the main components in thieedimational economic
system>° Work in cooperatives was honorable and prestigiand was
encouraged in every possible wai.

The main articles of the law were as follot¥s:

- State and public organizations were going to bdrinom interfere in
the management of cooperatives. Nevertheless,igalicauthorities could
interfere cooperatives in cases of lawbreaking, famehcial authorities could

interfere cooperatives in cases of the collectibiaxes.
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- Cooperative ownership was admitted as one ofdhes of socialist
ownership. Cooperatives completely owned their eriypand they could sell,
lease, transfer or merge their property as theyt.wan

- The role of the state was limited in the regardhe setting up of a
cooperative. After cooperatives were registeredhay state, they were to be
responsible for drawing up their own business plandependently.
Nevertheless, the business planning process shmuldoordinated with the
state plan. At the same time, cooperatives haadligority to decide their own
prices except in cases where the cooperative axteptstate order. In such
cases the price would be agreed with the stategrastganization in advance.

- Cooperatives should be able to use in any fornproduction or
provision of service except where the activity ammed was explicitly banned
to cooperatives by the law. The concerning autiesritooth at the central and
republican levels, would issue lists of such barmadities.

- Any adult Soviet citizen could take part in comieves as a member.
All cooperative members should work for their cogpiee, at least on a part
time basis. Members’ incomes in a cooperative shd@ determined either
according to the amount of work they contributed, agcording to their
financial contribution to the cooperative. Coopeeaimembers could provide
income from their cooperatives in return for thewrkforce contribution or
financial contribution to the cooperative. If they agreed, cooperatives could
also issue shares for sale to members at a fixedofareturn which was not
necessarily to be governed by the cooperative’suahctperformance.
Cooperative shares could not be sold to non-memls&wsperatives could
employ non-members on a temporary contract basis fimed payment.

- A council of members who would elect a chairparsbould decide
upon cooperative business. Contract workers woatchave a vote and would
not be considered as members of the cooperativepélatives would be
managed by a chairperson who would be elected dyuacil of cooperative
members. Contract workers would not be consider®dnambers of the

cooperative, and would not have a vote in the ielect
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Gorbachev sought to establish cooperatives as lgleswocialist
organizations, based mainly on the labor of thembers and characterized by
democratic management. Exploitation via wage lat@s not permitted in the
cooperatives.

In practice, under this cooperative law, a coopezammember could
take a high income from his/her financial contribatin return for only a small
proportion of their labor to a cooperative. Furthere, since contract workers
were only paid a fixed contract price for theirvees they would not be able
to share in any extra profits that might resultfrtheir work for a cooperative.
The importance of cooperatives was stemming fromir theing the first
example of a private enterprise form on a largeles¢han individual self
employment or family business.

Cooperatives experienced a fast rise and falltimoayears time. Unlike
the previous attempts of economic reform, the draministries did not see
their own interests so adversely affected by #wg legarding cooperatives that
they did not seem to take such an active partendiscussion process of this

law 133

3.5.2 Political Situation and the Reform Debates

Towards the end of the 1980s, a conservative oppoegrom the Party
cadres at different levels began and not surpiigimgnistry officials were also
affected by this development. Though Gorbachev nraday appointments
from the reformist figures to consolidate his refoattempts in the beginning
of his administration, this could not prevent aremwpstruggle within the
nomenklaturd®* At the same time, conservatives, generally fromGbsplan
and other central organs desired to take parteamdform commissions in order

to control the reform attempts in this period.
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In such an environment, Gorbachev also initiatedltgionary changes
in the political system. A new legislative organswestablished: the Congress
of People’s DeputieS> Gorbachev’s aim was to shift the balance of power
from the Party and economic ministries to peopleusl Gorbachev tried to
establish a more democratic structure compatiblh whe innovations in
production relations such as enhancing self-manageim enterprises in favor
of workers. Another aim of Gorbachev was the elation of the CPSU from
all its direct administrative powet&

Congress of People’s Deputies was elected for ttet fime by
competitive elections in March 1989. In this elenti many well known
reformers such as Bogomolov, Gavriil Popov, Shmdlegame members of
the CongresS®’ However, communists who had strong connectionk ttie
ministerial bureaucracy or conservative sectiothefParty still dominated the
new Congress of People’s Deputies, with 87 per.t&nt

In this political atmosphere, Gorbachev adminigiratcontinued to

introduce reforms in production relations in fawbthe workers.

3.5.3 Law on Leaseholding

This law was implemented initially in the agricubl area. Gorbachev
in a series of speeches in late 1988 and 198%cilteadjustments to be made
in the production relations in agriculture, arguifty a campaign to attract
people in forming leasing and contracting work ectlives. He thought that
leasing would help foster a feeling of ownershigroland or livestock, which
would ensure a greater sense of responsibilityalsie argued that if the period
of lease holding was extended to fifty or even bonedred years, this could
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encourage leaseholders to feel free to invest prorements to their land or
stock due to the long term benefits to their famsi® Gorbachev also
proposed the idea that leaseholding should be @&teto the industrial area
and trade.

In this context, it should be mentioned that, \& feasing arrangements
were already adopted by some enterprises in Mosoearly as 1987. Some
of the new cooperatives and individual enterprig@sexample in catering and
the retall trade, had involved in leasing premigegquipment from the state.
At that time, even though there were some lega¢bdsr lease holding, the
reform faced a number of constraints. At the emiseplevel, there was an

overwhelming resistance from the managers and Rufiyials™*°

and not
surprisingly they got an influential support frohetconservative cadres.

The first legislation attempt about leaseholdiregva decree clarifying
the rights in both collective farms and state quiees in April 1989. Thus,
leasing of industrial units to teams of workers dredgn 1989:*'According to
this decree, work teams could sign contracts wigir tworkplace to lease land,
equipment, or premises for some periods. This @ealso extended lease
periods by suggesting an upper fifty years, andesones more. On the other
hand, this decree left the decision of whethee&sé or not to the enterprise or
governmental body that held rights over the properguestion’*?

Because of the volatile political conditions, Lam Leasehold was
approved for implementation at the beginning of @,9%ter it was debated in
the Supreme Soviet in November 194d.

This law gave the work collectives a comprehensivthority over the

enterprises. It provided all employees with a rifginta general meeting to set
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up an organization with the purpose of drawing ugraft lease. This draft
lease had to be prepared in consultation with ridet union and submitted to
the ministry as the owner. After an agreement weschied, the enterprise
would operate under a management responsibledowrtiik collective:**

At the same time, according to this law, a lea=st@rprise was free to
enter into contracts with other suppliers or cusmsn It could also issue
securities and payment of dividends. Additionatlyis law allowed a leased
enterprise to determine its own wage rates anesysf payment?°

The Law on Leaseholding obviously opened a new estag the
legislation ofperestroika which was related to property relations in theiSo
Union. What was significant about this law was thatpermitted the
inheritance of individual and family leases by fpmmembers in the case of
the death of the original leaseholder, which wastally new understanding in
Soviet systent*®

A particular innovation of the new law was thagja@ve greater freedom
of operation within the state sector for the fitshe. It suggested more
favorable tax rates for managers, and also allaveoh a degree of freedom in
setting wages and work routines. Thus, on balaadtiepugh the leased holding
reform offered many advantages to leased entegpend their workforce in
determining production conditions, it ultimatelynémnted a traditional set of
barriers stemming from the vested interest of seaterprise managers and

ministry officials*’

3.6 Ownership Debate and Laws on Property
Law on Leaseholding paved the way for an extendeieate on the

qguestion of ownership in the USSR. According to dBlothere were four
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groups supporting different views. The first oneswhe conservative group,
who believed that ownership was equal to politialver, and political power
should remain in the hands of the state. The secomed neo-conservatives,
believed that there was nothing inherently wronghveitate ownership, while
asserting that problems arose because state owmdrad been deformed.
They saw democratization as a remedy for the pnafleThe third group,

moderates, favored a limited depolitization of ovetg. They wanted to
define socialism as a system that was based onsttivef forms of ownership.

And the fourth one was the radical group who sae ‘tbroperty of all the

people” as an ideological fiction. They clearly papged the necessity of

private property as the main ownership fdffh.

3.6.1 The USSR Law on Ownership and Legislations @oerning
Property

Within the framework of the ownership discussiotise Law on
Property was adopted on March 6, and took effectully 1990**° This law
removed the hierarchy of ownership among the statepperative and
individual properties and strongly suggested thlfaams of ownership are
equal™® This law also expanded the limits of individual rewship, and
allowed ownership of the means of production fer l&bor-based business.

Additionally, this law contained the rudiments gbr@gram to privatize
state enterprises under which privatization coubiket several forms.
Enterprises leased under the new leasing law doeldubject to redemption.
Alternatively, the state could simply transfer atfay to its collective. In either
case, the result was a “collective enterpriSeAnother privatization type in

this law was the issuing of stock. A collective ktbdecide to transform its
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enterprise into a stock company, but only if itsnistry would agree.
Stockholders could include individuals as well @stitutions; they could even
include individuals who did not work at the relafgdnt!*?

In fact, this law also contained some contradiditike providing the
bureaucracy with a controlling power over their lempentation. While this
law granted property holders with the right to hiteeir labor, the law
prohibited “the exploitation of man by maf® Similarly, although it legalized
the ownership of the means of production by th&ézens’, the national and
republican authorities were empowered by the rgfhtetermination of the
types of property, which could not be owned byzeitis*>*

In addition to Law on Property, the governmentctaoned a decree
clarifying conditions for the transformation of taenterprises into joint stock
companies™ This decree arranged the terms under which jobotcks
companies could be set up with shares owned bgrdiit kinds of ownership
including state organizations, western businesses both Soviet and western
individual citizens->®

According to this decree, a state enterprise ctuwrldinto a closed joint
stock company (JSC) during the distribution ofstisck limited to its founding
partners. A state enterprise could also turn ind&@& with the distribution of
its stocks by open subscription. In each caseaitest had to be agreed by both
the work collectives of the enterprise and the suipig ministry. An implicit
recognition of a form of private ownership in th&8R was the main feature

of this decreé®’
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In August 1990, an additional legislation was pisgmb to allow the
independent existence of small enterprises undeousaforms of ownership,
including even the ones under the managementiogéesowner. According to
this law, the workforce of a small enterprise sdoble at most 200 for
industrial enterprises, 25 in the service sectderpnises. These new small
enterprises could be state owned, private or cabper they were also given
tax concession. Therefore, many managers couldthesenew legislation to
convert their enterprises into individually ownedsmess>® This was an
indication of the enhanced power of managers dwestate enterprises thanks

to Gorbachev’s reforms.

3.6.2 Political and Social Developments

Along with the legal developments, a new body, $itete Commission
on Economic Reform, was established in July 1'68%.eonid Abalkin who
was also promoted to the post of Deputy Prime Nimnibecame the chairman
of this commission. Abalkin prepared a long-terragvam for transformation
to capitalism in the 1990s. His program envisagegramual transition to a
mixed market economy. If the program was implem@éntewould establish
market regulation of the economy within the framewof state management,
a mixture of state and collective forms of ownegoshAbalkin’s reform
program was rejected by the Prime Minister Ryzkhov.

In such a political atmosphere, in the social figldlarization of social
forces increased. The miner's strike began in timarser of 1989, with the
demands related to increases in wages and chamglee working conditions
in individual enterprise¥° This event constituted one of the most important
turning points in the rapid change of the politicainditions in the country.

According to Clarke, the meaning of the miner’'skstrwas thatperestroika
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was no longer a matter of debate. It was resolvedirwthe ruling stratum
alone, but the aspirations of working class had &isbe taken into account.
Thanks to the miner’'s strike, it was clear that tleeonstruction of the
administrative command economy had become imp@ssaold the conviction
rapidly spread within the ruling stratum that thelyoway forward was the
transition to a fully fledged ‘market econony. The miner’s strike was also
exhibited that many of Gorbachev’s hitherto supgarthad not agreed with
him to form a democratic socialist structure. lrctfathe main aim of the
supporters was only to take advantage of the refmoness to move upwards
in the political hierarchy but nothing more. Thuake reformist block was
disintegrated because of the crucial differencéwaédxn the expectations of the
technocrats and the Gorbachev's close suppdfferst that point, the
technocrats and bureaucrats expressed clearly pheferences in favour of
capitalism that reform debates were transformeal dietbates over transition to
capitalism'®*

At this stage, radical economic programs starteddominate the
political area. One of them was the 400 Days Progoaesented in February
1990 by a group headed by the liberal economigjdsii Yavlinsky. Another
one was the 500 Days Program prepared by a teamr uhd direction of
Shatalin who was supported by Yeltsin in August@98nd the last one was
the Yavlinski-Allison Plan in June 1991. All of e programs aimed at rapid
transition to a market economy and large scaleapration of the state owned
enterprise$®

In such a rapidly changing political atmosphere favour of the
capitalist option, Gorbachev chose the middle waywken capitalism and

socialism. Gorbachev presented his own proposala paper, titled ‘Basic
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Guidelines’, which was approved by the Supreme &owi October 1990.
Gorbachev’s program did not envisage to harderathiority of ministries to
issue state orders. According to his program, thal fdestination of the
property reform would involve a privatization preseghat would hough take a
much longer period than had been envisaged by iBhdta

This political development in fact indicated thhe treforms had gone
beyond Gorbachev’s aim of introducing market regoiainto a system based
on collective forms of ownership. At the same tiités program also gave the
decision-making authority over the disposal ofestatoperty to the republics.
According to this program, Union Republics coulsloatietermine the details of
privatization. Hence, the Soviet state lost its toahng power over the
destatization and privatization.

After this stage, radical liberals quickly acquiradpopularity in the
political area. The process of the rise of poptyaof the radical liberals had
started firstly with the miner’'s strike in 1989. &hradical liberals also
presented themselves as the representatives ofjgheral interest® The
election for the Congress of People’s Deputies380lwas another important
opportunity for radical liberals to broaden thedpplarity.

The well-known conservative August coup againstb@ohev, was the
decisive event for radical liberals to consolidéteir control power in the
course of change. Conservatives felt that Gorbasheform program had
gone too far and the proposed union treaty disdetee much of the central
government's power to the republi€s. Therefore, they aimed to oust
Gorbachev and take control of the country on Aud9st1991.

The leaders of the August coup formed the Commifethe State of

Emergency and attempted to assume control of thergment. However,
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Russian parliamentarians, under the leadership eftsivi, led popular
resistance to the Committee's leadership and tlgaigticoup collapsed in only
three days. The August Coup crushed Gorbachevsshibyat the union could
be held together in at least a decentralized forchtastened the disintegration
of the Soviet Union. Moreover, political power irussia had devolved to
Yeltsin, who used the coup's failure to eliminate fpolitical power of the
conservatives®

After the August coup, the USSR lived for only awvfenonths.
Gorbachev and his reform attempts took their partsstory, and Yeltsin and

his radical reformist team started to direct Rusgialitics.

3.6.3 The Establishment of the Russian Republic

In June 1990, Russian Soviet Federal Socialist RepyRSFSR)
declared its sovereignty’® This event initiated a new stage fasmenklatura
that enjoyed many opportunities of the rapid chatogeards capitalism in the
RSFSR'® At the same time, the radical liberals gave ujr #wenounced target
of democratizing the USSR, replacing it with thenab ensure the national
sovereignty of Russia against the USSR.

Yeltsin, as a sign of his radicalism, declaredsuigport for the Shatalin
Program that deemed privatization the core of mEgm@mm. Afterwards, in
November 1990, the Russian Supreme Soviet decieremht of jurisdiction
over all property in the Russian territory, andhe next few months it rapidly

adopted its own new laws on property, enterpris@s, land instead of the
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corresponding Soviet law&’ These laws were more radical than Soviet
property laws.

On December 24, 1990, the Republic’'s Supreme Spasted the Law
on Ownership in the RSFSR, which became effectivdanuary of the next
year. This law provided that the ownership in Rassould be regulated by the
republic, not by the all-union law. This law comiadl a broader definition of
property than its all-union counterpart. It encosga not only land,
buildings, securities, and the like, but also guises, minerals, raw materials,
and “other property for productive, consumptivegiab cultural, or many other
purposes*”™ Like the USSR Law on Ownership, the RSFSR Lawndbaed
the distinction between socialist and non-sociavgherships and substantially
modified the traditional categories of state, ppaspand collective property.
Most significantly, it recognized private propertwhich the USSR law
pointedly failed to dd’* Hence, this law departed significantly from theSFS
Law on Ownership in defining and regulating stateperty. It acknowledged
the division between republican and local authesitin state property.
Republican holdings were characterized as “fedgralperty,” while the
holdings of cities and regional entities were diésd as “municipal property”.
The state vested the ownership of municipal prgptrtiocal soviets and to
other organs of local self-government. Local autles became “independent
owners” of their property without any responsigilito the republican
authorities:"

Along with this law, a new law on enterprise orgaion, “Law on
Enterprises and Entrepreneurial Activity,” recogmznterprises in all kinds of
ownership. This law was clearly different from tBeviet legislation in its

treatment of state enterprises. The Russian Law gawle to the employees in
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decisions, which would affect their work organipati However, this law was
not clear about the balance of power in the staterprises between work
collectives and the relevant branch ministfiés.

Throughout 1991, the Russian government soughtmiplement a
program that envisaged the distribution of stateperty to other forms of
ownership. In this regard, a new legislation orvaization of state property
was adopted. The details of the Russian legislalmout privatization will be

examined in the next chapter.

3.7 Conclusion

This chapter examined six years of the USSR unklerGorbachev
administration. As discussed, Gorbachev, who wderagned to introduce
reforms at all costs in the Soviet Union, had gedigumoved toward radical
initiatives. What forced Gorbachev to this direntizvas the conservative
resistance of the Soviebmenklaturaagainst reforms who felt threatened by
the reformist wave.

This uncontrolled move towards radical changes d¢inbabout the end
of the USSR, but not the end of the rule of timmenklaturaas will be
discussed in the next chapter. The Som@mhenklaturavould prove its power
in the system by successfully manipulating the @sscof transition to
capitalism in the Russian Federation and transfaogritself to the new Russian

bourgeoisie.

176 Cox, op cit, p. 126.

60



CHAPTER 4

MASS PRIVATIZATIONS

4.1. Introduction

Following the collapse of the USSR in December 198l1power
struggle emerged between the conservative andmefbiforces in Russia.
President Boris Yeltsin, who was elected in Jun8119vas determined to
initiate a program of sweeping economic reformsoraer to transform Russia
into a market economy speedily, a “shock therapgbpm was adopted, and
the top priorities of the economic reform progranerev defined as the
liberalization of prices and the privatization date enterprises. Small and
medium sized state enterprises were on the ageintlte anass privatization
program. In this chapter, it will be argued thathaligh the Soviet Union
collapsed as a political institution, the productrelations in the former Soviet
Union had continued in a different form in the nBussian Federation. To
demonstrate this, the chapter will focus on theallegnd institutional
framework, methods, implementation and consequencksthe mass
privatizations in Russia, which were conducted leetw 1992 and 1994 for

small to medium size enterprises.

4.2 egal and Institutional Framework

The Russian Voucher Privatization Program was laedwn October
1, 1992 by the Decree of the President of the RunsBederation’’ In fact,
regarding the privatization efforts, the Russiampr8me Soviet had already
passed two relevant laws; one on the PrivatizatbrState and Municipal

Enterprises in the Russian Federation, and ther otre the Personal

7 Wiladyslaw, Jermakoviez, Julian , Pankov AleksaddeAbramov, “Voucher Privatization
in Russia: First Results and Experiences,” CemteSbcial and Economic Research, Warsaw,
1994, pp. 1-47, p. 1.

61



Privatization Accounts in the summer of 19%hortly after the election of
Boris Yeltsin as the President of the Russian Repdf}

The law “On Privatization of the State and Munitigaterprises in the
RSFSR” was adopted on July 3, 1991. Article 1 af thw spelled out that
privatization was “an acquisition by citizens, jpstock companies
(partnerships) of various forms of property (as iprovided by the law) from
the state and from the local Soviets of the Pespleputies as private
property”. According to the Law, the share of thates local Soviet, or public
organization, or charitable fund in a privatizedegprise should be limited to
25 per cent, and the shares of the enterprisesldsioau privatized through
auction sale or sale through a tender by providirgain benefits for the
workers*”® This law also established that government shoulit to the
legislature an annual program specifying what waand what would not be
divested, and in what manner. It also assignedrgige managements some
responsibilities in the process of privatizatiorattithere appeared to be a
substantial overlap of responsibilities. 1t gavéeeprise workers the power to
approve or reject, or at least delay, privatizafooposals, but said only very
little about foreign investment and ownersHipThe second law was not a
detailed one; it only vaguely indicated that invesnt certificates would be
distributed to all citizens to be used in the piization process®

On October 28, 1991 President Yeltsin clearly dedais intention to
undertake a radical market economic reform in a&cpenade to the Russian
Congress of People’s Deputies. Later Yeltsin agpdina new type of
government, and almost all old Soviet branch mieistwere abolished. The

178 Stefan Hedlund, “Property without Rights: Dimemsioof Russian PrivatizationFurope-
Asia StudiesMarch 2001, pp. 1-24, p. 14 and Anders Aslund, $Was Russia's Economic
Transformation Been So ArduousPaper presented at the World Bank?Annual Bank
Conference on Development Economwsashington, D.C.April 28-30, 1999, pp. 1-59, p. 2.

179 John Nellis, “The World Bank, Privatization and &mrise Reform in Transition
Economies: A Retrospective Analysis,” Center for lialoDevelopment, The World Bank,
2002, pp. 1-62, p. 33.
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new ministers of Yeltsin were outsiders, liberabmamists led by Prime
Minister Yegor Gaidat®

Moreover, a decreen December 29, 1991, which set out the basic rules
for privatizing state enterprises in the Russiadefation, followed only four
days after the resignation of Mikhail Gorbachevnirdiis post as Soviet
President®

By April 1992 a mass privatization program had bdefined, clarified
by the new executive body and submitted to theslagire. According to this
program, vouchers were the centerpieces. A finalsive of the first
privatization program for the state-owned and itipal enterprises were
adopted by a decree of the Supreme Sovietthef Russian Federation
only on June 11, 1992. Finally, after a serieglefays, the Russian mass
privatization program was launched on October B21By the decree of the
President of the Russian Federation, under theaBgavernment.

Responsibility for implementing the privatizationogram was vested
in two separate bodies. The administrative and duaeatic aspects of
privatization were given to the State Property Coite® of the RSFSR
(Goskomimushchest@kK1) within the framework of the governmefit. In
fact, the GKI had already been established in 3980 in order to supervise
the distribution of property between the Sovietdsnand the then RSFSR. Its
first post-Soviet chairman was Anatoli Chubais, whalune 1992 was also
appointed Vice-Premiéf® The second institution was the Russian Fund of the
Federal Property (RFFP) which had a function relate actual selling or
holding property. The dualism between these twoidsodeinforced the

182 Aslund, “Why Has Russia's Economic TransformatiorrBSo Arduous?,” p.3.
83 Hedlund op cit p. 14.

184 Alexander Radygin, “The Mass Privatization and Thrisher System,” Center For Social
and Economic Research, Warsaw, 1996, pp. 18-399.p.

185 Hedlund op cit, p. 14.
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confrontation at all levels of authority betweermr tlegislative and executive
organs in 1991-1993%

While these two bodies were official organs of Rigssian Federation,
there also emerged a third body, the Russian zatain Center (RPC), the
status of which was deliberately vague. One the laared, it attracted grants
from foreign donor agencies as a non-profit orgation. On the other hand, it
arranged meetings with representatives of foreigoveghments and
international financial organizations like the IMfust like a Russian
government agency. It also tried to impact govemirpelicies by appearing as

a representative of foreign creditors and granirgibodies-®’

4.3 Expected Results of the Mass Privatizations

The Gaidar government expected several results afutmass
privatizations'®®
(1) Emergence of a socially oriented market econamythe basis of the
formation of the category of private owners;
(2) Enhancement the efficiency of enterprises;
(3) Social infrastructure development by usingdhas from the privatization;
(4) Contribution to financial stabilization;
(5) Contribution to the establishment of a competitnarket structure;
(6) Attraction of foreign investors.

Yeltsin also proclaimed that the principal objeetiof the voucher
program was to distribute state property to theeis. At the outset of the
voucher privatization initiative, he asserted tifs¥e don't need a few

millionaires, we need millions of owner&®

186 Radygin, “The Mass Privatization and The Vouchgst&m,” p. 18.

8" Hedlund,op cit, p.14.

188 Andrei Shleifer and Maxim BoyckdThe Politics of Russian Privatizatipin Olivier
Blanchardet al., Post-Communist Reform: Pain and Progre€ambridge MA: MIT Press,

pp.133-163, p. 158.

189 Sheleifer and Boyckap cit, p. 155.
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This program was envisaged as the fastest privetizan human
history!®® As people owned state assets as fast as posgéernment had
expected to increase the political support for gargation and reform in
general® At the same time, this program was a way to makeeydor
government by bringing in revenue from the saled eaducing the state’s

financial obligations to inefficient enterpris€s.

4.4 Methods of Privatization

All state owned enterprises were divided into theaggories according
to the method of privatization usgd

- Small businesses, which had an average workfafcup to 200
employees and book value of their fixed capita$ [#gan 1 million rubles as
of 1 January, 1992 would be sold at auctantstenders®

- Large-size enterprises which had an averag&kfarme more than
1,000 employees or book value of their fixed camfamore than 50 million
rubles as of 1 January, 1992 would be privatizedoejpg transformed into
open joint -stock companies;

- The remaining enterprises would be sold by anyhow set in the

program.

4.4.1 Reasons for a Voucher Program
The voucher privatization program was a comprornmdeussia’s mass

privatization program. There were several reasongrivatize 240,000 state-

10 Richard Layard, “The Fastest Privatization in Hurk#istory,” Financial Times October 6,
1993.

91 Jermakoviezt al, op cit, p.1-2.

192 pinar Bedirhanglu, Predicaments of Transnationalized Passive Revolstion

Transformation of the Russian Nomenklatura in thelideral Era, p. 179.
193 Radygin, “The Mass Privatization and The Vouchgstém,” p. 22.

194 81 thousand small-scale enterprises like storesrapair shops were privatized for cash
from the beginning of 1992 to the end of Augusbtlgh public auctions.
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owned and municipal enterprises through voucherd,the most important of
these were that people were short of money to beshares of the enterprises
and Russian enterprises which were in need of taghnological innovation
and investment were not attractive for foreign stoes %

Under these conditions, it was firstly assumed thatvouchers would
generate a demand for shares in the privatizedmiges. The population's
savings were far too low to buy more than a fractod state-owned asset; the
capacity of Russia's newly developed private bssin® acquire privatized
enterprises was also limited; and foreign investquarticipation was low
because of the lack of political stability, the saedition of Soviet technology,
and unclear legal environment surrounding foreigaat investment in Russia.

Thus vouchers, it was expected, would make an iadditdemand for state
196

property.

Secondly, it was hoped that the vouchers would renfairness of the
privatization process. All Russian citizens, nofstjuenterprise workers,
managers and oldomenclaturawould benefit from the process!

It was thirdly assumed that the program would &eanew economy
with entrepreneurial owners and efficient enteg®idn fact, the architects of
voucher privatization program acknowledged thatréradlocation of property
rights to efficient owners were to be establisheder| following the
redistribution of state assets equally to the pedplough vouchers?

4.4.2 Features of Vouchers
In line with the program, the Russian governmenrdtrgiuted the
vouchers to each of the citizens of the Russiarefaidn, regardless of their

19 Hedlund,op cit, p.16.
19 Jermakoviez, et alop cit, p.1.
7 bid, p.2.

1% Nelson and Kuzesp cit, p. 125-6.
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age, residence, place of employment, or level odime*® Vouchers began to
be issued on October 1, 1992, and the whole progassfinished on March
31, 1993 Subsequently, 144 million privatization “voucherstere
distributed to the peopf@*

Vouchers were freely circulating securities, whigare not issued on
names and replaced if lost or stolen. They werestemable and have a
specified validity period. The government guaradtd®at vouchers issued in
1992 could be used as a means of payment when gsingh shares of
enterprises at voucher auctions. The governmenmatiguarantee a cash value
for vouchers®? It was also guaranteed that people could sell weshthem as

specially created “voucher investment fund¥”.

19 paul Hare and Alexander Muravyev, “PrivatizationRussia”, Russian-European Centre
for Economic Policy Research Paper Series, Augu32 Afp. 1-25, p. 3.

29 Jermakovieet al, op cit, p.9.

21 Leon Aron, “The Strange Case of Russian CapitalisRussian Outlook American
Enterprise Institute for Public Policy Research, #1ir1998, pp. 1-14, p. 1.
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A voucher holder could use his voucher in one efttiree ways: to buy
shares of privatized enterprises in auctions aldes) to exchange it for shares
in mutual funds, or to sell it for casBecause of the last option, a secondary
market for vouchers emerged where vouchers coutelyfr be sold or

purchased®*

4.4.3 Privatization Process of an Enterprise

Privatization of each enterprise started with thevelopment of a
privatization plan which determined the procedui@sthe sale of shares as
well as the proportions offered to various groupgatential investors; most
importantly, employees and managers within the tdmallowed in the
privatization regulations. The plan was to be appdoby the GKI or its
regional office$®

In the next stage, state enterprises transformtm dpen joint-stock
companies wholly owned by the state. At this stidagecharter capital of each
firm was calculated as the book value of its ass#tsr than land and net value
of any outstanding debt. Then, the board of dimscieas appointed comprising
the general manager with two votes, a represestatif’ rank-and-file
employees, and one representative each from therdiedand local
governments. Shares of newly created companies tarsferred to the RFFP
with its regional branches, which acted as thesebf enterprise<®

Given the generous entitlements offered to managsisemployees in
the Russian privatization, these insiders were &blehoose from the three
options at a general meeting of their enterprise.

204 Jermakoviezt al, op cit, p.13.
295 Hare and Muravyewp cit, p. 3.
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4.5 Rounds of Voucher Privatization

The main political problem during the preparatiomogess of
privatization was the question of satisfying theerasts of all partners taking
part in the privatization: employees, managersasis and potential strategic
investors. Therefore, a very rigid procedure of rebadistribution was
introduced in the program. This procedure assuntgdet rounds: closed

subscription round, voucher auctions round, andstment tenders rourd.

4.5.1 The First Round: Closed Subscription

In the first round, the interests of managers angdleyees were secured
and the insider distribution of vouchers took plameording to the options
explained below.

Option 1 25 percent of the shares of newly commercializ®as were
given to employees as preferred stock for freeinfitdtion, however, applied
here: the total number of shares distributed feeemployees could not be
higher than 20 times the legally guaranteed monthipimum wage per
employee. In November 1992, it amounted to 20 thodsrubles, in other
words, 20 shares per employ&e.

In addition to the 25 percent of free distributéares in this variant, a further
10 percent of shares could be sold to employeas3@tpercent discount of the
January 1992 book vald® By this way, the employees could acquire 10
percent of all shares by paying only 70 percenheir issue value. Moreover,
senior enterprise managers could purchase an @dalitb percent of the stock
in the form of ordinary sharé$®

Option 2 Workers and managers could buy - for cash or hersc- 51

percent of voting shares at 1.7 times of the boakies of the enterprise on

27 Jermakoviez, et algp cit, p. 2.
298 bid, p.3.
299 Hare and Muravyevop cit.p. 4.
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January 1993 An approval by 2/3 of the employees was requifBuere
were no free shares and no preferential discoumterurthis option, and
participants must, according to Russian law, pay wouchers for 50 percent
of their shares (100 percent of the payment in ket was encouraged).
Additionally, to make the whole process more diffic the entire payment
must be made within 90 days?

Option 3 A managing group (that could include existing ag@ment
and workers, or any other physical or legal persba) took responsibility for
the execution of the privatization plan and thevprdion of enterprise
bankruptcy could buy 30 percent of the voting skiaee further 20 percent
could be purchased by management and workers (flegarof whether they
were part of the managing group) at a 30 percesuodint*® Only 1.5 percent
of the firms adopted this variant and it played argimal role in the voucher
privatization®**

Option 1 was first proposed as the main approadh,itomet with
strong resistance from the managers that Russiaergment lacked the
capacity to force this method of privatization omwilling manager$™® The
second and the third variants were introduced utigemolitical pressure of
workers and management lobbies through regionaelsaand through their
representatives in the Russian Parlianitht.

4.5.2 The Second Round: Voucher Auctions
In the second round, shares unsold in the firgt gteuld be sold at
organized auctions where voucher holders (indivgjuanutual funds, or

2 bid, p.2.

#2Jermakoviezt al, op cit, p.3.
3 Hare and Muravyewp cit, p. 5.
214 Jermakovieet al, op cit, p.4.

15 Bernard Black, Reinier Kraakman, Anna Tarassovaisdfan Privatization and Corporate
Governance: What Went Wrong®2 Stanford Law Revie\2000, pp. 1731-1808, p. 1740.
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venture capital companies) purchase them at marled. Local State Property
Funds organized the voucher auctions.

The number of shares presented at auctions is ndetn as the
difference between the total number of shares dmd number of shares
allocated at closed subscriptions. Moreover, a mimn 20 percent of shares
had to be distributed for cash among strategicstore (to finance the whole
operation). Therefore, not all of the issued shamdd be available at the
organized exchanges (voucher auctions). Becauper2gnt of the shares were
divided among employees and 20 percent should beyrted for the third
round, 55 percent of the remaining shares wasnkettmat could be distributed
through voucher auctions in the first variant, mmoyees and management
refused the option to acquire the 15 percent oif tteserved shares. In the
second variant, after distributing 51 percent i filst round, no more than 29
percent of shares could be available to the outisidestors. During the two

first rounds, however, no more than 80 percentlafares could be sofd’

4.5.3 The Third Round: Investment Tenders

In the third round, shares unsold at the auctianddcbe sold through
direct sale to potential strategic investors. Deois about who could buy these
shares were made by the privatization funds ant@irblymanagement. It was
assumed that only 20 percent of these shares beutld by this way and in

an exclusive manner for casi.

4.6 The Implementation of the Privatization Program
Gaidar and his ministers, as liberal economistsaily held the idea of
sale of state enterprises with low prices to aitiZe® On the other hand, the

conservatives in the Russian Parliament demandeddigtribution of most

7 bid., p. 5.
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shares to employees at almost no é8smndustrial interests also opposed the
government’s privatization scheme that would makent lose all their
authority over the production level. Their altematwas the insider model
targeting to retain the control of enterprises witheir workers and
manager$**

In the process of privatization, Option 1 was tingt oroposed option as
the main approach and the government expectedCpaon 1 would be the
most populaf?* The Russian government saw Option 2 as a polisichltion
to convince enterprise managers and workers bygildrge number of cheap
shares to therff> As mentioned above, the effectiveness of owners wa
considered as a secondary priority for privatizatisince liberals thought that
even bad private owners were better than the stat®ewner. As Andrei
Shleifer, a principal Western advisor to the Rusglavernment, and Dmitry

Vasiliev, a top Russian official responsible fronvatizations, explained:

[Russian ownership] structures have been to a kextent determined by the political
imperative of accommodating managerial preferencethe privatization program,
since without manager support firms would have iaethunder political control. We
believe that the ownership structures emerging fRumsian privatization, while far
superior to state ownership, still give manageosraich control relative to what is
needed to speed up efficient restructuring%** .”

The primary goal of the government was only a ckamy the
ownership conditions of state assets regardlessesponsibility. It was

expected that the enterprises would be bought goresible owners later in

220 pekka Sutela, “Insider Privatization In Russia: Speculations Orst&yic Change,”
Europe-Asia Studies, Vol. 46, Issue 3, 1994, pp. 1-14, p. 5.
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the secondary transactions. In practice, howeheyr gixpectation failed and the

de factoowners of assets became tieejureowners of the state enterpri¢és.

4.6.1 The Rise of Managers

At the end of the program, majority of state firrabnost 70 percent of
the firms- offered privatization Option 2 as a a®iwhich envisaged an
insider privatization. When the workers preferredsell their shares to their
managers in time, the latter came out as the reahess of the mass
privatization program.

There were several reasons for such an outcom&lyi-ian important
problem was about the rapid erosion of the valueooichers due to the high
inflation and pessimist expectations of workersated to the program. The
market value of a single voucher was a bottle alkao Via the extensive
network of street kiosks, speculators managed toiraalate large blocks of
vouchers, which later on would be put to good usdurther strengthening
insider dominance in favor of managéfs.

Secondly, managers purchased directly from the @yspk at low
prices close to nominal value in return for presey\their jobs. If the voucher
prices were higher than its nominal value, managies concealed it from the
employees.

Thirdly, under the auction design, when fewer vouchers wieged to
a company’s shares, more shares would be distdljge voucher. This gave
insiders an incentive to discourage others frondibigl There were various
ways to achieve this result. The auction locationld be hard to reach (Russia
is a large country with limited transportation)nanonce or change in the last
minute. In some cases, phone calls and air flightis the city where the
auction took place were conveniently disrupted tihdrefore the auction, or
armed guards excluded unwanted bidders from theoaud he more valuable
the company, the more likely its managers (or wefinected outside

225 Mau, The Political History of Economic Reform in Russie83:4994 p. 74.

226 Hedlund,op cit, p. 17.
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investors) were to use tactics like these. And @eshl000 of the 15,000 mass
privatized firms cut special privatization dealshwie governmerfé’

The first shareholders' meeting of the Volgograda@ecs Factory was
a typical example. This privatization gave contmthe workforce as a whole.
Nonetheless, the directors were usually overtlgharge. The only candidate
for general director was Mikhail Shul'’zhenko, theector of the factory for the
past three years, and he was elected. At the samagrtine of the ten places on
the board of directors ascended to the members hef firm's upper
management. This kind of managerial dominance o$t-padvatization
enterprises was not unique to Volgograd oblast.il&inevents occurred in
Nizhny Novgorod oblast in spite of her reformisachcteristic?®

To sum up, Russian managers’ personal stake in thenpanies was
often modest to begin with, but rose quickly. Asigloers were convenient to
trade with, managers bought vouchers that theydctsatle for shares in their
own companies. They continued to accumulate shafes the voucher
auctions by convincing or coercing employees tbtekelr shares cheaply.

4.6.2 Dominance of Political Concerns

The voucher privatization program was implementedRussia as a
political instrument to convince the stakeholdasshsas workers, managers,
citizens, and strategic investors in the meritg¥atization. Managers and
workers were of course the primary target. As thesisted, the government
divested to stakeholders some rents in order taimlheir support. Thus the
primary feature of this privatization process waslitigal rather than

economic?®®

227 Blacket.al, op cit, p. 1741.
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The founders of voucher privatization program appeato use
symbolic values of the old Soviet system to eassptadion of people to the
new system. The victory of the Soviet Union oveeiNaermany in World War
Il was one of the pillars of legitimacy of the alégime. The era of voucher
auctions began days after the 50th anniversariieoturning point of the war,
the Soviet victory at Stalingrad - renamed Volgagran 1961. In the same
way, the arena for the auctions, the People's fzateoon Center, was in the
official trade union's House of Culture, a promineymbol of the old system
located on the city's main street and taken owvethie purposé>’

Compromising different interests without giving thge efficiency and
upgrading concerns were hard tasks of the goveraridippov, as chairman
of the Subcommittee on Privatization of the Russsapreme Soviet at that

time, argued the followirfg*

“The most important need now is to bring in outsideners, who are interested in
new opportunities and can make enterprise opesatioore efficient. If we permit
workers to keep 51 percent of the shares of thaerprises, then those enterprises
will have no chance of outside investment--eithaeign or domestic. Who would
want to invest their money under those conditions?"

On the other hand, Filippov also recognized thasgure from those
directors who wanted to maintain the control ofitleaterprises could not be
ignored. He explained "The interests of differeayers of the population
became transparent during the first stage of praaon, and the battle to
satisfy these different groups quickly became nseneere.’®3?

Formally, the program would create a new economyth wi
entrepreneurial owners and efficient enterprises.fact, the architects of
voucher privatization program acknowledged theloeation of property rights

to efficient owners were to be established latgitpiving the redistribution of

230 Dabrowski,op cit, p. 11.
231 Sheleifer and Boyckap cit, p. 136.
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state assets equally to the people through vouéfievasiliev admitted that,

as deputy president of GKI, “Restructuring shoukl fostponed until the
completion of privatization?®* Meggison argued that one of the main causes
of unsuccessful privatizations in Russia was dmsrégof responsible
owners?*® Chubais initially explained that giving away insider privatization would not
create effective owners but later he admitted that; “Voucher privatization ... was a
large-scale program largely of a socio-politicatheat than an economic
character. It was a fundamental means to create dbeo-political

preconditions for solving economic probleni&”

4.7 Consequences of the Mass Privatizations

Quantitatively, the results of mass privatizatiomogrzam were
extremely impressive. Firstly, within two years éinthe program transferred
the majority of state-owned firms to private owrdps representing an
unprecedented privatization effort in the world. &Asesult, by September 1994
there were already 100,000 privatized firms in Rugexcept the agricultural
sector), accounting for over 80 per cent of theugtdal workforce?*’ Many
small enterprises had been privatized, and of th@@® medium and large
enterprises, many had been turned into corporadioth over 16,462 were
privatized by the end of 1994.

Secondly, the privatization program resulted in thransfer of
ownership of the majority of enterprises to managard employees. Over 70

per cent of the firms preferred Option 2 as a pizadion choice, and just over

23 Bedirhanglu, Predicaments of Transnationalized Passive Revolutibrensformation of
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21 per cent chose Option 1 for their privatizatigiving insiders - managers
and workers taken together - an overwhelming degfeentrol*®

In terms of quality, however, the privatization gram brought only a
legal change in the relations of ownership. It didt clearly promote
fundamental restructuring within enterprises. Masianagement teams
remained intact. Most workers kept their old j6sThe managers of the
newly privatized enterprises had to get along wifiper and lower level of
productive units to save their position. For lowevel, they worked out a
peculiar “non-aggression pact” with workers. Thapmised not to reduce
employment, refrain from restructuring, and notlitoit production®®® The
managers and workers established an alliance @ggowernment and its
reforms, so they, especially managers, gained mighys in this distribution
process. For upper level, the existence of an gmserin this condition could
only be possible by acquiring additional subsidiesn state institutions such
as ministries, associations, etc. Paradoxicalliyapeation caused additional
pressure to maintain the old hierarchical strustwemanaging the economy,
reminding ironically the fate of Soviet reform aifets>**

Another phenomenon, trade and price liberalizagiolicies of Gaidar
government brought a competition problem as wellisiag domestic prices
and production costs for enterprises. This sitmatedso kept industrial
managers dependent on state org&ns.

Government asserted at a press conference in hecek93 that they
would gain the support of managers. When Chubats been asked by a
reporter to comment on the common perception orditeetors' opposition to
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the current approach to privatization, his responas: “All of the directors
today are on our side”. According to Boycko ande8&l, however, the
support of managers to government was restricteétl @8 percent at that

time 243

4.8 Conclusion

The mass privatization experience of the Russiariego ended on
June 30, 1994. As discussed above, in the vouaieatigation program the
effectiveness of owners was considered as secomstarg for privatization. It
was thought that even bad private owners would befeped to state
ownership. Thus, “a change in the owners of staseta regardless of
responsibility” was the main logic of these privations. The mass
privatization program was uncompetitive and fordigrestors were restricted.

The enterprise managers hate facte seized many of the rights for
ownership of the former state property. Thus, thesmagers shaped the
privatization program according to their interegithough there were three
rounds under the voucher privatization program} d\@eper cent of the firms
was offered Option 2 as a privatization choice. §bgernment had seen this
option as a political solution to convince opposmgnagers by letting them
acquire the large number of cheap shares to thdance, the new owners of
the state assets became mostly the managers andyeeg In other words,
the de factoowners of state assets during the Soviet timearhedhede jure
owners of the enterprises in the Russian FederaDae to this reason, it can
be argued that production relations in the formari& Union persisted in the
Russian Federation extensively within the contdxpdlitical relations. The
distribution of state assets in the Russian Feideratas carried out largely on
the basis of political preferences, which was dlso basis of the division of

property in the Soviet system.

243 Sheleifer and Boyckap cit, p. 150.
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What would the Russian government expect aftsrghint was a post-
voucher privatization program. This very issue glarnith the expiration of the

voucher privatization program will be the subjetctre next chapter.
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CHAPTER 5

CASH PRIVATIZATIONS AND SHARES FOR LOAN SCHEME
5.1 Introduction

Following the ending of the voucher privatizatiomgram on June 30,
1994, the Russian government approved a new pratain program in which
the state enterprises would be sold for cash. pb&-voucher privatization
program was defined as “cash privatization prograater in 1995, another
round started in the process of privatization irs&a: shares for loan program.

Initially, general outlook of the Russian Fedearatin 1994 and 1995
will be briefly explained in this chapter. In thegears, federal budget deficit
had reached to the highest levels. The causesi®ofsituation will also be
summarized.

Afterwards, the legal framework of the cash anlkares for loan
privatization programs will be explained. Sharesléan privatization program
was a pledge agreement between the governmenthanuhahks in which, the
banks would lend funds to the government. If theegoment would fail to
repay the funds, the banks would have the rigisetbthe enterprises that they
had taken as collateral. This chapter will elabmman the implementation of
the shares for loan privatization scheme due tdaitgeaching consequences
for Russian politics: namely the rise of oligarchs.

5.2Economic and Legal Base

5.2.1General Outlook

In 1995, Russia was under considerable pressune thhe IMF and the
USA Treasury to increase tax revenues in orderdetrarbitrary budget deficit
targets. Rise of organized crime, the failure tactregislation necessary for

free enterprise and the war in Chechnya were undaergn the Russian
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government's ability to meet the aggressive talectbn goals** In addition
to this, shadow economy was huge and productioard&y were largely a
matter of guesswork. It reduced tax collection thstakened government
budget. Yury Yurkov, the head of the State Stass€ommittee declared that
unofficia®*® economy was made up of 20 percent of Russia's gfosiestic
product?*®

Samoylenko, the President of the International &axl Investment
Center, disclosed that there were already overl&8@8 in effect concerning
local tax alone and each tax law was amended detiemas per year.
Furthermore, by June 1994, tax revenues were 4tepelower than expected
due to tax evasion, which was not covered by thmi@al Code. Besides, the
Russian Government initiated a program to colleckitaxes from the national
oil companies, which owed over 700 billion rublesthe state in October
199424

As the following table shows, from 1994 to 199dx toffsets and

arrears were increasing while tax collection irhcass declining.

Table 5.1 Federal budget deficit and tax collectiofpercent of GDP)

Year | Budget | Total tax Tax Tax | Arrears owed
Deficit | collection| collection in | offsets to federal
cash government
1993 -7.0 1.0
1994 -10.2 7.9 7.6 0.3 15
1995 -5.4 9.6 7.3 2.3 2.0

244 Christopher Cox, opit., p. 84.
245 To avoid tax by failing to declare incomes and rexe

246 “shadow Sector Makes Up 20% of GDP, Report Sajkg Moscow Timeecember 7,
1994.

247 \/ladimir Samoylenko, “Reforming The Russian Tax 8gst Russian Business Watch
Special Edition, pp. 20-22, p. 20.
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Table 5.1 (continued)

Year | Budget | Total tax Tax Tax | Arrears owed
Deficit | collection| collection in | offsets to federal

cash government
1996 -7.9 8.9 4.9 4.0 3.2
1997 -7.0 9.6 5.9 3.6 4.0

Source:Nadezhda Ivanova and Charles Wyplosz, “Who LostsRuin 1998,” pp. 1-49,
p. 42., <http://hei.unige.ch/~wyplosz/russia.pdf>

Tax offsets were the arrangements between theutiwiaties and firms
whereby firms were replacing tax payment in cadh @eliveries of goods and
services to the public sector. These arrangemeeats deceptive because no
one really knew how the prices of these goods amdces were set, whether
they were actually in order, simply bartered, oyb®even never deliverétf

The Russian federal budget balance was graduatlgramned, and on
the "Black Tuesday" October 11, 1994, the exchaage of the Russian ruble
fell against the US dollar by 22 percéfit Afterwards, Anatoli Chubais was
put in charge of macroeconomic policy as First De@rime Minister. The
Central Bank raised interest rates to 170 perceatober 1994, 180 percent
in November 1994, and 200 percent in January 1888.Russian government
and the Central Bank of Russia fixed the exchaatein a narrow barfd®

The International Monetary Fund approved 12-moné#nd-by credit
for Russian Federation in April 11, 1995 and autteat drawings up to the
equivalent of 6.8 billion US dollaf¥. One of the key objectives of the 1995

248 [yanova and Wyplosap cit, p. 24.

4% Graeme Gill and Roger D. MarwicRussia’s Stillborn Democracy? From Gorbachev to
Yeltsin,Oxford, Oxford University Pres, p. 217.

20 Michael S Bernstam and Alvin Rabushka, “The Emergasfca Resource-Based Monetary
System, Hamstrung by the Persistence Of Ersatz Bad®Ig6—-1997,"Fixing Russia's Banks
Hover Institution.

< http://www.russianeconomy.org/fixingrussiasbankslfthapter3.htr

1 “MF Approves Stand-by Credit for Russia,” Presselddse No. 95/21,
International Monetary Fund, April 11, 1995.

< http://www.imf.org/external/np/sec/pr/1995/proSatin >
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program, which was supported by the stand-by creds to accelerate the
move to a market economy through wide-ranging stratreforms, including,

in particular, measures to liberalize the tradeimegand the oil sector.
However, the Fund could not persistently urge thessRan government to
perform this objectivé>?

In these years, Russians' real income had droppéuketiowest levels
since the Soviet days. The government was despenateeed of liquidity, but
a new IMF loan at that moment seemed impossiblecesifRussian
government’s borrowing in 1995 had already soapeaver 350 percent of the
prior years> The government's transactions with the IMF wergesented in

the following table.

Table 5.2 Transactions with the IMF

Year | Total Purchases and Loans (in SDR)| Index (1992 100)
1992 719,000,000 100
1993 1,078,275,000 150
1994 1,078,275,000 150
1995 3,594,250,000 500
1996 2,587,861,200 360
1997 1,467,252,800 204
1998 4,600,000,000 640
1999 471,429,000 66

Source:“Russian Federation: Transactions with the Fund fd@nuary 01, 1984 To
June 30, 2005.” kttp://www.imf.org/external/np/sec/pr/1995/pr952nt»

In this context, the government pursued one singledominant
objective: to finance the deficit of the federaldget. Hence, the government
announced a shift in priorities regarding the piaation program and the

emphasis was on maximizing privatization revenuéswas thought that

%2 Bedirhanglu, Predicaments of Transnationalized Passive Revolutibrensformation of
the Russian Nomenklatura in the Neoliberal §ra209.

253 Cox, Russia's Road To Corruptipp. 84.
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privatization program would yield a much-neededusmn of cash for

operating needs.

5.2.2Legal Framework

5.2.2.1 Cash Privatization Program

The Russian government approved a new privatizapi@gram, in
which state enterprises would be sold for cashume B0, 1994, when voucher
privatization ended>* The Russian Parliament, dominated by commufiists,
rejected the proposed post-voucher privatizati@gm@m on July 13, 1994°
However, the government saw the post-voucher prat@bn program as a key
element that would attract investment in privatifieas.

The post-voucher privatization program was promptigmulgated by
presidential decree, thus the new stage of priaatima began with President
Yeltsin's decree (no. 1535) on July 22, 1994, dallgasic Guidelines of the
State Program of Privatization of the State and i®lpal Enterprises in the
Russian Federation after July 1, 198%."This decree defined the rules
governing the new stage of the privatization progra

The main goal of the new privatization scheme wasoanced as
increasing investment in enterprises to facilitér restructuring. Formation
of a wide stratum of private owners, assistand@ecestablishment of strategic
owners, contribution to the social protection opplation and to the protection

of the shareholders' rights were also defined asdtgectives for the new

4 steve Liesman, “Cabinet Approves Privatization Plaihe Moscow Timesuly 1, 1994,
% Christopher Coxgp cit, p. 82.

2% Mikhail Dubik, “Duma Rejects New Government Prization Plan,"The Moscow Times
July 14, 1994.

7 eonid Bershidsky, “Yeltsin Decree Launches Priwaion Phase 2The Moscow Times
July 23, 1994,
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stage®®

Within the framework of mobilization of investmentdo production,
Black argues that although the government oftenuired bidders in
privatization auctions to promise specified futumeestments in the enterprise,
once the winning bidder acquired the shares, thenjged investments were
often quietly shelved, or the shares were transfieto the supposedly good
faith purchasers, who were not bound by the investmpromise?>®

State shareholdings in the privatized enterprisgss of the privatized
enterprises and real estate were the major obgsct¥ privatization at the new
stage. In the cash stage of the privatization reehethree methods were
envisaged: free transfer and/or sale of shardsetemployees through a closed
subscription, sale of equity (not less than 15-8&ent of the charter capital)
through the investment tenders, commercial tendeddor at an auction; the
sale of the remaining shares at the specializediosmsc including the
interregional and the nation-wide auctighs.

The state enterprises were classified accordingh& type of the
privatization methods. All the state enterprf§ewith the balance sheet value
of fixed assets over 20 million rubles as of Japuly 1994, were to be
transformed into the open JSC and privatized thmoting above mentioned
methods. All other enterprises with the balancesskielue of their assets, less
than 20 million rubles, were considered to be siseited and their shares may
be sold by auctions, commercial or investment tesfdé

Procedure of sale of the specialized auctions dmetuthe interregional
and the nation-wide auctions was the first tecHmdoaument of the cash stage

258 Aleksandr Radygin, “Residual Divestiture Followildass Privatization: The Case of
Russia”, 1996, OECD Advisory Group On Privatizatiblinth Plenary Meeting, Berlin, May
6-7, 1996, pp. 1-23, p. 4.

#9Blacket al, op cit, p. 1746.

20 Radygin, “Residual Divestiture Following Mass Ritization: The Case of Russia,” p. 4.

%61 Except for treasury enterprises, whose privatizaticere prohibited, enterprises with
foreign interest and those for sale to the partnpsswith the special preferences.

62 Radygin, “Residual Divestiture Following Mass Ritization: The Case of Russia,” p. 4.
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privatization program®® The governmental decision (no. 438) of April 28,
1995, "On the procedure of interregional and alé$tan specialized auctions
for the sale of the shares of the open JSC edtelliby the transformation of

the state (municipal) enterprises" defined the @doce for international and

nation-wide specialized auctions. The decision wasresting because it

included for the first time the idea of using authed banks for the purposes
of cash privatization prograrff?

The RFFP together with the regional funds andraber of investment
institutions was set up as the Federal Stock Catjmor (FSC), with the status
of general agent in charge of the nation-wide amdriegional auctions in
February 1995

5.2.2.2Shares for Loan Privatization Scheme

As mentioned before, the Russian government focwsedhcreasing
privatization revenues due to high federal budggficd in the mid-1990s.
Hence, nine private banks suggested that the gmesrnhtemporarily would
cede its stakes in companies to be auctioned aff ybar to a trust, which
banks would set up and mana§&The initial proposal on March 30, 1995
envisaged that the shareholdings in 43 enterpris¢gined in the state
ownership were to be transferred to the banksderoto be held in trust for 5
years in exchange for the loan to the governmeritiwkvas equal to the
planned budgetary revenues from privatization wiith subsequent sale of

shareholdings to strategic investdtsAfterwards, Finance Ministry prepared a

263 vprocedure of sales of the JSC' shares at théadiped auctions" (GKI order N2469-P of
October 6, 1994).

%4 Radygin, “Residual Divestiture Following Mass Ritization: The Case of Russia,” p. 5.
2% pid.
26 Blacket al., op cit.p.1744, Hare and Muravyewp cit, p. 9.

267 E|if Kaban, “Banks' Loan-for-Shares Offeflhe Moscow Time#jarch 31, 1995.
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plan to lend the government up to 9 trillion rub{(&sS dollars 1.8 billion) in
exchange for control over blue-chipstate companie’?

A quarterly publication of the World Bank's Europed Central Asia
Department, “Transition Newslettgpassed the shares for loan proposal with a
headline as “Deal of the Century? The Elusive Rus8iank Proposaf’® It
will be shown below that the “elusive proposal” yremained as a nice
headline.

On the other hand, Dmitry Vasilyev, deputy chairnwzdrthe Federal
Commission on Securities and Capital Markets, conmete on the offer of
banks as monopolistf¢! Despite such criticisms, the Presidential decree (
478) of May 11, 1995, “On measures to guarantedetieral budget revenues
from privatization” was signed by President Boriglt§in?’* This decree
directly charged the government with the task ofeligping the mechanism
which would allow to pledge and to hand over thenpanies' shares in the
federal ownership to legal persons for the trushag@ment. Thus, the rules
governing share for loan privatization program weBned.

Paul Hare’s critique on the shares for loan praadton is that the main
determinants of the shares for loan approach wesdancreasing uncertainty
because of approaching parliamentary elections,damedt ban on privatizing
enterprises in the oil industry, which had beenasga by the parliament and

288 This phrase means that stocks of a company thatemsidered stable and profitable and
had a relatively high price per share.

269 Anton Zhigulsky, “Bank Plan Gets Partial Backingie Moscow Time&/ay 12, 1995.
20«Deal of the Century? The Elusive Russian Bank PsapbTransition NewslettetVolume
6, Number 4, April 1995.

< http://www.worldbank.org/transitionnewsletter/apf@g17.htre

2’1 Elif Kaban, “Top Securities Official Blasts Consarti,” The Moscow TimesApril 22,
1995.

22 julie Tolkacheva, “Officials Say Decree To Bringéstment”, The Moscow Timesdiay
13, 1995.
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the aspiration of some banks’ to gain control a@mne of the largest Russian
companies as cheaply as possfiife.

According to this privatization scheme, a speawattion commission
would decide on who would become potential paréinis and what would be
the starting price of a shareholding (amount oh)Jo&his privatization scheme
would also set other additional conditions. Con&ngould submit a tender to
the commission indicating the amount of the loaherm credit agreement,
pledge agreement (in exchange for the loan) andssion agreement would
be signed with the winner who had offered the lsrgemount of the loan.
Under the commission agreement, the commissionerthna right to sell the
shareholding by any method except for the investrtearder after September
1, 1996. Commissioner would get 30 percent of th&tye difference between
the sales price of shares and the amount of alfdleant liabilities and the
Russian Federation budget would get the remaininguat of positive

difference®’*

5.3The Formation of the Russian Bourgeoisie

5.3.1Shares for Loan Auctions

5.3.1.10verview of the Auctions

GKI approved 29 of the 43 enterprises, which weareisaged in the
initial proposal of nine banks on March 30, 1895The Ministry of Fuel and
Energy strongly opposed the entry of its entergrisgo the shares for loan
auctions. Beloretsk Metallurgical Plant fought fta exclusion from auction
list with the help of the representative office Bashkiria in Moscow!®

Several lumber and wood processing enterprises agclthe Arkhangelsk

2 Hare and Muravyewp cit, p. 8.
2" Radygin, “Residual Divestiture Following Mass Ritization: The Case of Russia,” p. 14.

25 Geoff Winestock, “Loans-for-Shares Could ProvekiRis The Moscow Time€)ctober 14,
1995.

27® Radygin, “Residual Divestiture Following Mass Rtization: The Case of Russia,” p. 16.
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paper mill, Russia's largest paper producer, shed>KI over its inclusion in
the share for loan auctiofS.

The privatization word has been uttered in the mfeindustry under
the shares for loan privatization schedule. A la@yg-range fighter aircraft
design bureau, OKB Sukhoy Aircraft Manufacturerdamajor warplane
production plants, Ulan-Ude Aviation Production aAgdsenyev Aviation
Company, would be sold off on December 7, 1985Afterwards, the GKI
withdrewn these military industrial companies fréme auction$’® In the end,
twelve enterprises were excluded from the shanek&m auctions; ultimately,
seventeen enterprises were offered at the auctions.

Foreign investors were not allowed to take parttha auctions of
several industrial giants, including Lukoil and &o Oil Companies, Norilsk
Nickel, Novorossiisk Shipping Co. and Techsnabexfior Through these
uncompetitive auctions, theomenklaturawould obtain the blue-chip state
companies easily. Besides, the starting price @ftictions for the government
shares of Lukoil, Surgutneftegaz and Sidanko OiinGanies were well below
international market levef§?

However, West Siberian Metallurgical Combine, Bbechsnabexport,
Kirovlesprom and Tuapse Sea Port auctions faildeerd were no bids for
West Siberian Metallurgical Combine. Bor had hugbtd accompanied by the

27 Anton Zhigulsky, “Paper Mill Sues Over Inclusion Bell-Off,” The Moscow Times
November 14, 1995.

278 Anton Zhigulsky, “Sukhoi Is Defense Sell-Off Testtiefihe Moscow Time$lovember 14,
1995.

279 anton Zhigulsky, Julie Tolkacheva, “Sukhoi Removemm Loans-for-Shares SaleThe
Moscow TimedNovember 29, 1995.

280 |gor Baranov, Olga Patokina, “Privatization In BiasThe Search for an Efficient Model,”
Russian and East European Finance and Tradd. 35, No. 4, July-August 1999, pp. 30-46,
p. 38.

21 Anton Zhigulsky, “Strategic Sell-Offs To Excludeorigners,”, The Moscow Times,
October 18, 1995.

282 Michael Comerford, “Oil Giants' Stock Offering &k to Free'The Moscow Times,
October 19, 1995.
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lack of prospects for the marketing of the pulp gmaber products®®

Consequently, twelve auctions took place, of whielf belonged to the oil
sector enterprises. All these transactions werdeim@nted within a two-month
period, from November 3, 1995 to December 28, 1895,

5.3.1.2The Crown Jewels of the Soviet Industry

During the course of shares for loan privatizatpmegram, Russian
government auctioned and sold off its shares irumber of major oil and
metals companies, described as crown jewels dbtivéet industry.

The first auction under the shares for loan prazton program took
place on November 3, 1988 where bidding opened on a 40.12 percent stake
in SurgutneftegaZ® There were three bidders at the beginning buhasird
bidder was disqualified on a technical deficientyere remained two: an
obscure company called Svift and SurgutneftegazZssipn fund. Thus,
Surgutneftegaz’s pension fund won the bid, pledgmpay a mere 88 million
US dollars?®’

In the first auction, the winner’s bid was not mtran the starting price
of the auction. This situation was exactly the samanost of the shares for
loans auctions. The next auction was for the 38qudrof Norilsk Nickel that
was producing more than a quarter of the entirddonickel and more than a
quarter of the entire world’s cobalt. Oneximbanksvaputized to accept and
evaluate bids for Norilsk Nickel auction with arsitag price of 170 million US

dollars, even though it was also offering a $ftiin addition, Rossiiski Kredit

283 Radygin, “Residual Divestiture Following Mass Rtization: The Case of Russia,” p. 17.
24 Hare and Muravyewgp cit, p. 10.

85 “New Loans For Shares: Bad ScheniEhe Moscow Time®Jovember 4, 1995.

288«The Qil Giant of Surgut, Asleep in Siberidhe Moscow Time§)ctober 31, 1995.

287 Bivens, Matt, Bernstein, Jonas, “The Russia YoueXé/et,” DemokratizatsiyaVolume 6,
Number 4, Fall 1998, pp. 613-647, p. 627.

288 |pid., p. 628.
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Bank offered 355 million US dollars but Oneximbagilsqualified Rossiiski
Kredit's bid on the grounds that the bid amounteexied Rossiiski Kredit's
statutory capitaf>® Oneximbank won the 38 percent stake in Norilskikel
with a bid of 170.1 million US dollars, only 100@QJS dollars over the
starting price™®

In the meantime, the Russian Parliament wantedsid&et Boris
Yeltsin to suspend the auctions under the shardedn scheme in November
24, 1995. It was claimed that to sell off stakesame of the country's largest
companies would damage the strategic interestsnatidnal security of the
Russia?>* However, auctions continued. Bank Menatep auctiof® percent
stake in Yukos as collateral for loans and tendexedther 33 percent on
December 8, 1995. There was a rival bid from a edinsn composed of Alfa
Bank, Inkombank, and Rossiisky Kredit. This consont warned the
government about the conflict of interest that BAmdnatep was the auction
organizer and it was itself a bidd&f.The Bank Menatep disqualified the rival
bid and also the highest bid on various procedgraunds and won the bid.
AOZT Laguna won Russia's second-largest oil compang control of 2
percent of the world's known oil reserves, wittotlt bid of 309.1 million US
dollars?®®* AOZT Laguna was backed by the auction organizankBMenatep
such that the company handed over its obligatiorgaink Menatep due to lack

of banking license required to extend credit togheernment®*

289 Blacket d, op cit, p. 1744.

29 Gulyayev, Michael, “Bank's Low Bid Wins Norilsk &&” The Moscow Time®Jovember
18, 1995.

Bl«pyma Wants Halt to Auctions;The Moscow Time®November 25, 1995.

292 jonas Bernstein, and Julie Tolkacheva, “3 BankstBYalkos Share Sale TermsThe
Moscow TimesNovember 30, 1995.

293 simon Baker, “Banks Buy Control of 2 Leading Oitrs,” The Moscow Timef)ecember
9, 1995.

29 Julie Tolkacheva, “Yukos Winner Backed by Menatéfhe Moscow Timef)ecember 9,
1995.
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Controlling stakes (51 percent) in Sibneft and Skiawere also sold
off. Each of them had production capacity worthilBom US dollars per year.
Rival bids for both two auctions were disqualifieat arriving twenty-four
minutes laté® A consortiuni®, believed to represent Boris Berezovsky, won
Sibneft auction for 100.3 million US dollars, altigh minimum bid was 100
million US dollars?®’ Oneximbank organized the Sidanko auction’s stgrtin
price as 125 million US dollars. An affiliate of @imbank acquired Sidanko
for 130 million US dollarg®

The shares for loan scheme ended on December 28,vli¢h auctions
of the oil company Sibneft and oil trading compamMafta-Moscow.
Ultimately, the auctions brought the Russian budgetund 1 billion US
dollars®® The privatization revenue sought by the Russiatgbtiin 1995 was
9 trillion rubles (1.8 billion US dollars).

The results of the shares for loan auctions areesegpted in the

following table:

Table.5.3 Shares for Loan Auctions

Share | Starting Sale
Company Industry ?p?clacrj Price Amount Purchaser
cent) (Millions US Dollars)
Nafta-Moscow Oil Distribution 15,00 16,00 20,10 Qimebank
Sidanko Oil extraction &| 57 o, 12500 130,00 Oneximbank
processing

2% Anton Zhigulsky and Jonas Bernstein, “Auctions EmdContentious Note,The Moscow
Times December 29, 1995 and Jonas Bernstein, “Loan3 k®@iSharks?,The Moscow Times
December 19, 1995.

2% stolichny Savings Bank and Oil Finance Company.

297 Black et alop cit.,p. 1772, and Christopher Cag cit, p. 85.

2% Christopher Coxop cit, p. 85.

2% jonas Bernstein, "Loans-for-Shares Nets $1 Billidhe Moscow Time®ec. 30, 1995.
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Table.5.3 (continued)

Share | Starting Sale
Company Industry ?F?;? Price Amount Purchaser
cent) (Millions US Dollars)
. . SNG pension
(SSL’I{%‘)t”eﬁegaz Or'(')c‘zxst;?:“o” &1 40,12 88,00 88,00 fund &
P 9 Oneximbank
Norilsk Nickel Mining 40,00 170,0( 170,10 Oneximkan
North-West | Sea & River| ,5 5, 6,00 6,10 Oneximbank
Steamship Line | Transportation
Novolipetsk
Metallurgic Metallurgy 14,80 30,00 31,00 Oneximbank
Complex
Murmansk Sea 4
Shipping Line Transportation 23,50 410 4,132 Bank Menatep
Yukos Oil extrgctlon & 45,00 159,00 159,10 Bank Menatep
processing
Stolichny
Sibneft Oil extraction & 54 100,00  100,3p>avings Bank &
processing Qil Finance
Company
Mechel Metallurgy 15,00 5,0 13,4gC/ancore
International
Lukoil Oil ‘extraction & g 35,00 35,10 Lukoil
processing
Novorossiisk Sea
Shipping Transportation 20,00 22,65 22,70 NSC
Company (NSC). P

Source:“1988 - 1999 Privatization Transaction Data,” WoBank, 2000.
<http://www.ipanet.net/documents/WorldBank/dataksak/soceco/lrussia.htm>

5.3.2 Stakeholders
5.3.2.1 Authorized Banking
In 1992, Prime Minister Gaidar had quietly choserhandful of

authorized banks to handle federal budget mdffeThus, in the absence of a

strong treasury system, the government ensuree lamgfits for many banks

with close ties to the regime by authorizing themrmtanage state funds for a

wide variety of government agencis.

390 Bjvens and Bernsteimp cit, p. 618.

301 Jensen Donald, “How Russia Is Ruled 1998.”
<http://www.rferl.org/specials/russia/whorules/>
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Authorized banks were supposed to receive funds the Ministry of
Finance or other government organizations and feanthe money to its
intended recipients. However, with the influx ofrthaurrency from the IMF
and other Western sources, many of the bankersdisoavered that delaying
those payments allowed them to use government fuodspeculate on
currency markets or make other short-term investspemd to keep the profits
for themselved?® Therefore, authorized banks often made huge prdijt
delaying budget transfers so that their managergduase the money to invest
in the high-yield government securities markét.

This national model of authorized banks was imiaethe local level,
with the mayors of Moscow and St. Petersburg tappheir own insider
banks. The banks tended to be slow in delivetegmioney, which because of
inflation was not significant whatsoever. Sometintiesy kept a hefty cut of
government transaction%’

Soon, a handful of financial organizations such Mest-Bank,
Gazprom, Menatep, Oneximbank, Alfa Bank, Logo Vad &tolichny Savings
Bank came to dominate Russian political and ecoadife. The new elite, the
owners of these Banks, grew bolder about flaunitisigvealth and startlingly
opening about how they earned it. One of them, Ppotn of Alfa Bank

candidly explained®

To become a millionaire in our country it is notafitnecessary to have a good head
and specialized knowledge. Often it is enough taehactive support in the
government, the parliament, local power structuaed law enforcement agencies.
One fine day your insignificant bank is authorizfmt,instance, to conduct operations
with budgetary funds. Or quotas are generoushttatlo. . . for the export of ail,
timber, and gas. In other words, you are appoiatgdllionaire

392 Christopher Coxop cit, p. 87.

393 Donald JenseriRussia's Financial Empires.” http://www.rferl.orgésials/russia/finance/,
January, 1998, p. 2.

304 Bivens and Bernsteip cit, p. 618.

305 1gor Baranovsky, “Terror is a Fact of Russian Coritioet,” The Moscow Timesluly 22,
1994.
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Obtaining status as a favored, authorized bankhigidy dependent on
the political connections of the bank's manageraadtwas widely believed to
have fostered corruption. In 1996, for example, Watchdog State Control
Chamber found that 4.4 billion US dollars in staieds intended - though
never legally budgeted - for restoration projectsChechnya and funneled
through favored commercial banks, which were woupdin the pockets of
government official§®

On the other side, in July 1995 the governmentadted! that the ruble
would not be allowed to fluctuate in value beyohe tange 4,300-4,900 rubles
to the US dollar. This ruble corridor limited theldvfluctuations in value
which the banks had used to generate large speeufabfits>®’ The position
of the authorized banks was likely to be undermibgdthe creation of the
Federal Treasury in 1998. In the meantime, Yelsaered the government to
hold open competitive bidding among the banks fovegnment deposits,
beginning from January 1, 1998. Following yet arotbresidential decree, the
Ministry of Finance was banned from guaranteeingnkbdoans to
enterprise$°®

Eventually, authorized banks strengthened finasin@strial groups

that would dominate Russian political and econdifec

5.3.2.2 Financial-Industrial Groups

During the period of the Soviet regime, the maiteliest groups were
sector-related groups. The most powerful groupsewibe military-industrial
complex and the energy sector. Since the collapgeaegime, these alliances
have been consolidating in the across secfors.

3% Jensengp cit, p. 4.
397 Gill and Marwick,op cit, p. 216.
%8 Aron, op cit, p. 9.

399 Virginie Coulloudon, “Elite Groups in RussialdemokratizatsiyaVolume 6, Number 3,
Summer 1998, pp. 535-549, p. 541.
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Deputy Defense Minister Andrei Kokoshin advocateel policy of the
formation of new corporate structures that woulditeundesign and
manufacturing facilities into financial-industrigroups (FIGS), beginning in
1992. The FIGs were authorized by Presidentialee¢no. 2096), which was
adopted on December 5, 1983 The intention was to integrate corporations
on the pattern of South Koreahaebold! or Japaneskeiretsus' to replace
the Soviet centralized industrial structdt2.

The Russian FIGs owed their wealth and often tloeigin to the
political connections and the state's interventiothe economy. The Russian
FIGs obtained the export licenses and arbitragadds:n the world market
prices on oil and raw materials and the controtiemnestic prices. Another
source of wealth was duty-free imports, especiédlgd, hard liquor, and
cigarettes. FIG’s banks were designated as audtianks, so that the FIGs
profited hugely from credits at the below-inflatiorierest rate before the ruble
corridor®* These FIGs, were not officially registered. Suchofticial
structures seemed to play a much larger role irettmmomy than the officially
registered FIGS™

Russian Textile Consortium was the first finandnaustrial group to
receive certification under the Presidential Dediee 2096. The financial core
of this first formally registered FIG was a smalantk Ooveritelnyi i

Investitsionnyi Bank But the enterprises of the Russian Textile Canso

10 «Military Industry Overview.”http://www.fas.org/nuke/guide/russia/industry/ovevw.htm

311 Korean term for a conglomerate of many companiiestered around one parent company.
The companies usually hold shares in each otheaw@ndften run by one family.

312 A Japanese term describing a loose conglomerafiecompanies organized around a single
bank for their mutual benefit. The companies somes, but not always, own equity in each
other.

313 Michael Heller, Merritt Fox, “Lessons From FiasdasRussian Corporate Governance,”
Berkeley Program In Law & Economics Working Paper Sefaper 123, 1999, pp. 1-59, p.
54,

314 Aron, op. cit, p.8

315 Hans Henning SchrodetEl'tsin and the Oligarchs: The Role of Financial Gx®un
Russian Politics between 1993 and July 19&8fope-Asia StudieSepf 1999, pp. 1-34, p. 5.
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were managed by the holding company Rosprom whose fvere centered
on the Bank Menatep, ranked as Russia's tentrsatsi¥’

There were 39 FIGs, formally registered, incorgagamore than 500
industrial enterprises and 87 financial instituofincluding 37 banks) in
November 1996. In addition to 39 legal FIGs, thesexe just as many non-
official FIGs that were supposed to be registerethb staté’’

Bedirhanglu argues that although the roots of FIGs formatiates
back to the early years of transition, the termdars FIGs started to appear
frequently in the academic studies and media teiir their increasingly
corrupt relationship with the state became obvi@lse also argues that this

relationship reached its peak before the 1996 geatial electiond®

5.3.2.3 Oligarchs

The FIGs increased their economic and also pdlipcavers with the
active support of the state and the shares for fwatization schem&® The
new bourgeoisie who benefited from shares for lpavatization scheme was
the proprietors of these selected FIGs.

An oligarchy, as discussed in PlatBspublicand Aristotle’sPolitics,
is a form of government by a small group. In itsreat meaning in Russia, the
term oligarch denotes a large businessman whoalergufficient resources to

influence national politicd?® Goldman defines “oligarchs” within the context

316 Alexei Smirnov, “Financial-Industrial Group Gradté=irst Certification,” The Moscow
Times July 20, 1996.

317 Natalia Dinello, “Financial-Industrial Groups aRdissia's Capitalism”, March 1997.
http://www.ciaonet.org/conf/sites/iece.html

318 Bedirhanglu, Predicaments of Transnationalized Passive Réivols: Transformation of
the Russian Nomenklatura in the Neoliberal Eralf. 2

*bid., p. 211.

320 Sergei Guriev, Andrei Rachinsky, “The Role of @lighs in Russian CapitalismJburnal
of Economic Perspectivegol. 19, pp. 131-150, p. 137.
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of Russia as men who have amassed phenomenal vaealthower since the
collapse of the Soviet Union in 1984

Weichsel clarifies two main types of oligarch: tm®menklatura
oligarchs who came from the mid-level to upper saakthe Communist Party,
and business oligarchs who took advantage of thed Wieest climate of the
perestroikaand reform. He also argues that, there are foum noats of power
for a Russian oligarch: politics, economics, vigermanagement and media.
The oligarchs typically gained control through a#all of the categories. The
primary reason for all types of root is to gainpootect property rights. Thus,
the oligarchs were able to become so powerful irssikRudue to lack of
property rights in the Russian syst&h.

Vagit Alekperov, the former acting minister of thetroleum industry,
who subsequently became the new CEO of Lukoil, Reth Vyakhirev, the
former deputy minister of the gas industry, who ame chair of Gazprom
were the examples of thmenklaturaoligarchs, emerged primarily from the
nomenklaturaBusiness oligarchs traded currencies and prowsdadce goods
and services for extra profits. They also had araathge ovenomenklatura
in that they knew how to find goods and serviceshart supply>

In the mid-1990, valuable state property was tramstl to so-called
private shareholders’ associations composed otiafé in Moscow. In fact,
the transfer of party/state assets to high-leviétiafs took place as early as the
failed coup of August 1991. Many officials, such #®se in the Central
Committee, became recipients of enormous banktsréuat could be used for
investment and acquisition; others were permittegurchase hard currency at

21 Marshall Goldman, “Putin and the OligarchBgreign Affairs November/December 2004,
pp. 10-15, p.10.

322 Jeffrey Louis Weichsel, “Privately Enforced Capgal: The Rise (and Fall?) of Russia’s
Oligarchs”,2004,Vestnik,Issue 2, Volume 1, Summer 2005, pp. 33-54, p. 37.

323 “Russian Privatization Revisited—A Debate BetweBnldman and Aslund,’Beyond
Transition,Volume 14/15, Numbers 12&1, December 2003/Aprd20pp. 23-26, p. 24.
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reduced prices. This advantages turned many menubetfee nomenklatura
into instant millionaire§*

Applied Politics Institute of Moscow made a surw#yRussia's top 100
businesspeople in 1994. The report of the survekedathat, members of the
Soviet eranomenklaturaaccounted for fully 61 percent of Russia's new
riches®?® Akos Réna-Tas has claimed about the power cororensiute into
the new economic elite that power accumulated dustate socialism was
converted into assets of high value in a markeheocty>*°

Shares for loan privatization scheme was an impbnt@echanism to
the aforementioned power conversion. The schemsotidated the power of
the semibankirshchinathe oligarchic “Rule of the Seven Bankéfd” The
members of the 'Great Seven' were; Boris Berezoykkgovaz), Vladimir
Potanin (Oneksimbank), Pyotr Aven (Alfa Group), Kek Fridman (Alfa
Group), Vladimir Gusinsky (Most Group), Mikhail Kborkovsky (Menatep,
Yukos-Rosprom) and Alexander Smolensky (SBS-Agro).

Nellis argues that under the shares for loan pmabn scheme, a
small number of individuals, (oligarchs) who mos#ghieved initial wealth
through favourable deals with or outright theftnfrehe government, as in the
case of the “authorized banking” issue, ended uprobling most of Russia’s

major firms>%®

324 victoria E. Bonnell, "Winners and Losers in Russiconomic Transition," lidentities in
Transition: Eastern Europe and Russia After the gude of Communisredited by University
of California Press/University of California Intetional and Area Studies Digital Collection,
Edited Volume 93, 1996, pp. 13-28, p. 15.
http://repositories.cdlib.org/uciaspubs/researci¥y93

325 Julie Tolkacheva, “Meet the New Rich, Same as thé Rich,” The Moscow Times
September 15, 1994,

326 Bonnell,op cit, p. 18.
327 Christopher Coxgp cit, p. 87.
328 John Nellis, “External Advisors & Privatization Wransition Economies Working Paper

of the World Bank’s Operations Evaluation Departmétbrking Paper Number 3, February
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As the oligarchs’ power grew, many bought TV stasionewspapers,
and other media outlets to promote the Presideat@ition and blunt public
criticism of their activities. They started contnof) almost all major Russian
newspapers and TV statioffs.

The 1996 presidential elections was a major evaait had influenced
the shares for loan privatisation scheme. In thdigmaentary election of
December 1995, the Communist Party of the Russtaerfation, the heir to the
Soviet Communist Party, capitalized on economicafigent in order to be the
top on polls. The “Our Home Is Russia” movement, byy Prime Minister
Chernomyrdin, gained only 10 percent of the popuwlate, so Yeltsin’s
popularity was less than before.

Anatoly Chubais managed the Yeltsin's campaign lbé t1996
presidential elections. The Russian mass media alasst completely
monopolized by either the state or the oligarchse T™edia campaigned on
Yeltsin in the 1996 presidential elections. Theepeindent Television (NTV)
that Vladimir Gusinsky had a major stake in andRussian Public Television
(ORT) that Boris Berezovsky, Pyotr Aven, Mikhail #&dorkovsk and
Alexander Smolensky jointly acquired over forty gt of the shares in July
1995, were the two largest and most influentiabvision networks in the
media campaigr’

Paul Klebnikov*! described the shares for loan privatization preess
making Yeltsin re-elected in 1996 by the suppomlajarchs. Chubais actually
gave the oligarchs Russia’s dozen of best expoffiers. Klebnikov also
argued that Berezovsky, Chubais and the other raligaorganized a secret
financing of the Yeltsin campaign, collecting aade 300 times the legal limits
on campaign contributions from themselves and othesinessmen. The

official maximum that any candidate could receeiivate contributions was

329 Black et alpp cit, p. 1747.
330 Gill and Marwick,op cit, p. 222.

31 The author of Godfather of the Kremlin: Boris Beresky and the Looting of Russia
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slightly more than 3 million US dollafé* Thus, the government had no
incentive to regulate the actions of the oligardbscause most were close
allies to President Yeltsin and funded Yeltsin’setection campaign in the
1996 presidential elections.

After the 1996 presidential elections, Yeltsin was-elected.
Appointments of Anatoly Chubais as the First Depdgcretary of the Prime
Ministry, Vladimir Potanin as the First Deputy PanMinister and Boris
Berezovsky as the Deputy Secretary of the Russiederation Security
Council followed suif®® In this way, the oligarchs confirmed their politic

power in addition to their economic wealth.

5.4 Consequences

5.4.1 Quantitative Analysis

Most of the enterprises sold during this period,n@ntioned, were
high-value energy companies, such as Norilsky Nicked Sidanco Oil
Company. In 1995 alone 12 auctions contributed tGlllon rubles to the
federal budget, accounting for 70 percent of thesr\s budget revenues from
privatization. The remaining 2.2 trillion rubbleere received from other cash
sales, such as auctions and terittérs

The main aim of the shares for loan privatizatiohesne was declared
as an increase in privatization revenues in ordeddcrease federal budget
deficit. While the federal budget deficit was 5grgent of the GDP in 1995, it
reached to 7,9 percent of the GDP in 18%6.

332 An interview with Paul Klebnikov, "Theft of the @eiry: Privatization and the Looting of
Russia," Multinational Monitor, Jan./Feb. 2002. pp. 1-7, p. 5.

33 Gill and Marwick,op cit, p. 196.
334 Radygin, “Residual Divestiture Following Mass Riization: The Case of Russia,” p. 17.
%3 Stanley Fischer, “The Russian Economy at the 8far®98,” U.S.-Russian Investment

Symposium, at Harvard University, on January 9,8199
<http://www.imf.org/external/np/speeches/1998/0109@98>
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Cox argues about the revenue obtained through shime loan
privatization as in the following: “While the coptishare for loans program
passed valuable state assets into the hands oéla@mle of well-connected
bankers, it provided far too little money to solttee government's cash
crisis.”3®
Mobilization of investments into production was tmenounced goal of
cash privatization program. Monthly investments dapital assets from

January, 1995 to December, 1997 are representtteldgliowing graph.

Figure 5.1 Monthly Investments in Capital Assets fom January 1995 to
December 1997
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Excluding some peak points at the last months efygmars, investment
in capital assets continued to diminish althoughbifimation of investments
into production was aimed in the cash privatizapoogram. Peak points at the
last months of the years, show existence of extkestments due to tax
consideration.

Monthly industrial output from January 1995 to Deder 1997 is
represented by the following graph.

338 Christopher Coxop cit, p. 86.
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Figure 5.2 Monthly Industrial Outputs from January 1995 to December

1997
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As it is clearly seen in the graph above, indabtdutput did not

increase during the cash privatization progranthis period, industrial output

remained even below the level of 1993. It is cl&at the goal of mobilization

of investments into production was not achieved.

Figure 5.3 Numbers of Unemployed People by the Eraf the Months from

January 1995 to December 1997
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From another point of view, if the total numberusfemployed people
at the end of December 1997 is considered, unemuay continued to
increase in a steady manner. This situation isesgted by the graph above.

In this regard, neither mobilization of investmemts production nor
the finance of the federal budget deficit could aehieved under the

privatization programs.

5.4.2 Qualitative Analysis

Considerable criticisms accompanied shares for lpamatization
scheme. Firstly, the auctions of the blue-chip canigs were restricted to the
foreign investors. Furthermore, these auctions wmeteopen to the domestic
investors apart from the oligarchs. Thus the aunstisvere uncompetitive.
Secondly, there was the issue of conflict of irgerdor the organizers of
auctions themselves were among the contendergdlffhihe starting prices of
these auctions were very low as compared with ttteah prices of the
companies. Moreover, the oligarchs won the auctwits a concealed bid.
Fourthly, the organizers of the auctions disquadifrival contenders through
miscellaneous pretexts. Thus, in addition to thaffieial and unofficial bans,
oligarchs also could exclude any competitors wahed pretexts.

Veniamin Sokolov, the auditor of the Audit Chambegde a statement
about the loans-for-shares auctions by saying“thahust be said with great
regret that everything that shouldn’'t have beeratéa in the process was
violated.” He also said the auctions were “invaiccording to the law” and
would be reviewed by the prosecutor general's @ffic

Therefore, many Russians refer to shares for loaatzation scheme
as “grabitization” rather than privatization.

In addition to these arguments, the money that iRasBederation

budget provided from shares for loan privatizatiprogram was simply

337 peter Serenyi, “Privatization Scheme lllegal, Aadi Say,”The Moscow TimesApril 5,
1996.
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reshuffled from one pocket to another. Cox arghasthe funds that were used
to purchase shares in the auctions probably indladgreat deal of the Russian
government's own money. Many of the top Russiank®amhose owners
benefited overwhelmingly from “shares for loan” wesuccessful not as a
result of genuine banking activity in the privaget®r but through their roles as
so-called “authorized banks” that handled goverrtnfiends and made huge
profits. Hence, the banks could amass sufficiepitaato participate in the
“shares for loan” auctiorn§?

Besides, the shares for loan privatization schema® avmethod through
which Yeltsin could ignore the Russian Parliaméithough the parliament
rejected the post-voucher privatization programwas promulgated by the
presidential decree. Thus, major oil and metals pzones, described as the
“crown jewels of the Soviet industr?®, were privatized without approval of
the Russian Parliament.

The 1996 presidential elections had a crucial molégne shares for loan
privatization scheme. The oligarchs benefited froine shares for loan
privatization scheme to fund Yeltsin’s re-electicampaign in the 1996
presidential elections.

Consequently the former Soviebmenklaturaconverted their political
capital into private economic wealth via shareslé@an privatization scheme
and became a dominating capitalist class in thesi@asFederation, namely
they became “the oligarchs”.

As another phenomenon, the shares for loans pratain scheme was
associated with corruption. A major corruption sta@nbroke out in 1997,
when Anatoly Chubais, the then Finance Ministeex&ihder Kazakov, first
deputy chief of staff, Deputy Prime Minister MaxiBoiko, head of the
government's privatization program, and Pyotr Mesiohead of the Federal
Bankruptcy Agency reportedly received 90,000 US ladsl each for
contributing to a yet to be published book on Rarsgirivatization. The book

338 Christopher Coxop cit, p. 87.

339 Bivens and Bernsteip cit, p. 621.

105



payments were made by Segodnya Press, a Russibshpulpartly owned by
an affiliate of Oneximban®® The media group of Logavaz, the rival financial-
industrial group of Oneximbank, exposed this caiioup Yeltsin forced the
leading private and state companies to pay theirateears, thus rival FIGs
began to expose their opponents’ corruptidrFollowing this scandal Anatoly
Chubais was removed as Finance Minister but reddnne post as First Deputy
Prime Ministe?*? Later in Putin’s period Chubais became in Direatdr

United Energy Systems, energy monopoly of the state

5.5 Conclusion

The consequences of the shares for loan privasizascheme were
complex. The expected results of the privatizagwaograms, conversion of
investments into production and the finance offdderal budget deficit could
not be achieved.

Under this privatization scheme, a few firms weodd soff to a few
individuals. In fact, if we look at the flip sidé the coin, we will see that these
firms and individuals were the dominant part of Bssian economy and the
former Sovienomenklaturaespectively. Furthermore, the auctions performed
under this scheme were extremely uncompetitive r@stricted not only to
foreign investors but also to the domestic ones.

In addition, the auctions were held by the so-dalkuthorized banks”.
The auction organizers or their affiliates won tngctions. These “selected
individuals” were the former Soviebmenklatura.

In this context, the shares for loans privatizatischeme was a
mechanism that created a new bourgeoisie in RuSdi@ most rigged

privatization scheme Russia had ever faced wadi@cpbchoice rather than

340 CNN World News, November 17, 1997.
<http://www.cnn.com/WORLD/9711/17/russia.chubais/>
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342 Gill and Marwick,op cit, p. 197.
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economic. Thus, the oligarchs acquired crown jevedlsSoviet industry by
forming a corrupt capitalist class in the Russiaeddfation. They also
supported Yeltsin with the funds at the 1996 Peasidl elections.

So, people who were in tm®menklaturgpositions in the former Soviet
Union were able to retain their power and privilefgough the post-
communist transition by converting their politicapital into private economic

wealth.
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CHAPTER 6

CONCLUSION

The main objective of this thesis has been to eiHtile continuity of
the dominance of the political power on propertiatiens in the Russian
society though a tremendous political change has lexperienced in Russia
during the transition process from a socialist orte a capitalist one. The
nomenklaturawho had monopolized the political power in US&Rintained
their control authority over the property relationy their successful
interventions in the privatization processes. Thalse former Soviet
nomenklaturaretained their ruling position in the new capgakystem as the
new capitalist class. In order to show the continaf the nomenklaturas
dominant positions over the property relationsirti@e has been examined in
both socialist and capitalist Russia in this thesis

In order to show the aforementioned continuitys tiesis has focused
on the economic reform attempts in the USSR in trap2 and 3 and the
privatization processes in the Russian Federatiamapters 4 and 5.

It has been shown in the second chapter that, the features of
property relations could not be changed during réferm attempts in the
USSR from 1917 to 1985. Persistent attempts tametbe political structure
of the USSR through further centralization and/ecehtralization in this
period generally had started with some reformigislation, which could never
be implemented entirely. Thmenklaturavas content with its control power
over the state assets and opposed any reform astemmich would diminish
this authority. Ironically, most of the reform attpts had resulted in the further
bureaucratization of the Soviet economic system dndreased the
nomanklaturés role in the management of it.

In the third chapter, the strong position of thei8bnomanklaturaover
state assets and their resistance to reform atseogpicerning the production

relations during the Gorbachev period has beenudssrl. The conservative
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resistance of the Soviebmenklaturaagainst reforms who felt threatened by
the reformist wave was experienced again in theb&arev era. As the Soviet
Union entered to an irreversible road to capitalisimthis period, it had a
crucial importance in the Soviet history. In thrarnsformation, the Soviet
nomenklaturastruggled hard and in a very corrupt way to mamntdeir
existing control authority over the state assethéchanging socio-economic
structure.

The strong position ohomenklaturaover the property relations in the
USSR remained the same in the Russian Federatiodue to the ways and
methods with which the privatization programs wesaducted. The first stage
of privatization programs, mass privatizations, wascompetitive and open to
foreign investors. The enterprise managers haddye factoseized many of
the rights for ownership of property in the Gorbaxctera. Therefore, in the
first privatization program, which contained theghase of mainly small and
medium size state enterprises, the managers hiathtdty acquired many of
the assets. The government had seen voucher patiati program as a means
to co-opt managers to its privatization policiesdnabling them to get large
number of cheap shares. Tthe factoowners of state enterprises becamedtne
jure owners. It has been shown in the fourth chaptat, tthe former Soviet
nomenklaturgplayed a major role in the transformation of prcichn relations
from state control to private ownership and realités change in the form of
maintaining its power on distribution of ownershipough several political
collaborations. Thus, the party leaders survivedhe bureaucracy, and the
managers became the owners of the state enterpitisels they previously had
administered “on behalf of the people” namely, th@emer Soviet
nomenklaturatransformed itself into a capitalist dominatingasd in the
Russian Federation.

In the fifth chapter, the next stages of privaimas namely cash
privatizations and shares for loan privatizatioressén been examined. The
implementation of these schemes was inefficientrugd and non-transparent

in a number of ways for example; foreigners wergdshfrom participating
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and the right to manage the auctions was allocatedng the major banks.
Besides, the rival bids were excluded through verijoretexts.

Although the Russian government launched these afmation
programs to find a solution to its budget deficbllem despite the opposition
of the Russian Parliament, it found itself more avgxished at the end of
these. Because, these corrupt processes of proprarigfer ended up by
transferring the country’s most lucrative assets'dligarchs” in return for
making Yeltsin re-elected in the 1996 presidengdtctions against the
powerful communist candidate.

Being the most rigged privatization scheme thatsRukad ever faced,
the shares for loan privatization scheme was inag an exchange of state
property for political support. Yeltsin was increagy unpopular and in need
of financial and political support from the olighsc who controlled the
country's wealth and media. The privatization sahemeated a political pact
between the government and the oligarchs. Thuspligarchs obtained the
crown jewels of Soviet industry, formed a powerbalpitalist class in the
Russian Federation while campaigning for Yeltsithi@ elections.

It has been shown that under this privatizationessdy the former
Soviet nomenklaturaeither became whether the new owners of statdsasse
(which were leading sectors of the Russian econasnyjad the authority to
determine the new owners through their successitérientions in the
privatization processes. In other words, the fori@evietnomenklaturawas
able to retain their power and privilege througé tlapitalist transformation by
converting their political capital into private ewmmic wealth. Thus, the
dominance of the political power on property r@as during the time of the
USSR persisted in Yeltsin’s Russia after the celtapf the USSR.

The arguments of this thesis can be re-thoughtinvitie context of the
recent developments in Russia during the Putinodennost importantly the
Yukos/Khodorkovsky case. Putin, while trying to emesthe state’s authority
over the oligarchs after coming to power, has mfitained from using the

state’s power of intervention in private propergsdite huge criticisms of the
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West. This was in fact a later stage in the corsl@re for loans scheme as
Khodorkovsky acquired this wealth through that pss; and Putin was forced
to question the legitimacy of this program when #bidkovsky and Evgeny
Shvidler, Chief Executive Officers of Sibneft, remeéd an agreement to merge
their companies into a giant oil producer with astireated US dollars 45
billion market value. Yukos&Sibneft would be thegbest companies of the
Russian oil companies, producing 30 percent ofRhssia’s total oil output.
Moreover, Khodorkovsky began to negotiate with bd&kxonMobil and
Chevron-Texaco to sell a blocking 25 percent wasttare to the merged
company Yukos&Sibneft. Tyumen Oil had formed a parship with British
Petroleum, and several companies, such as Condigo®hivere secretly
engaged in similar negotiations. Then came on @gcfol25, 2003,
Khodorkovsky’s arrest and his being charged withewaasion, fraud, forgery,
and embezzlement. Forty percent of Yukos stockamagiscated straightaway
in order to prevent the transfer of Yukos' owngrdbi Western companies. Of
course, this case requires a much detailed anatysigurther study, but it can
be argued that the Yukos case has been a good kxtorghow that political

power still dominates property relations in todagisssia.
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