
A new sick man 

The crisis is dire, but that does not mean that the Kremlin is about to lose control. On the 
contrary. 

 
TASS 

On A recent Friday night the beau monde of Chelyabinsk, the industrial armpit of Russia known 
during the war as Tankograd, drove out to the edge of town for the gala opening of a new 
Mercedes dealership. Inside the neon-lit avtosalon, half-naked dancers covered in silver paint 
and goosebumps greeted the city’s dressed-up business elite. Girls in sparkling skirts tap-
danced. A Vladimir Putin lookalike promised “support”. The extravaganza concluded with the 
guests posing for cameras inside the latest Mercedes, which was unveiled by two long-legged 
beauties in short black dresses.  

Chelyabinsk’s gala epitomises the ups and downs of the Russian economy. It was conceived a 
year ago when the oil price was more than $100 a barrel, the economy was growing by 8% a 
year and real incomes were rising twice as fast. A construction boom speckled the dreary 
industrial landscape with new hotels, office towers, restaurants and luxury shops. But by the 
time the showroom opened the oil price was down to $50, the economy had shrunk by 9.5% 
year on year in the first quarter of 2009, and industrial output had tumbled by almost 15%. 
The pace and scale of this contraction are severe even by Russian standards (see chart 1). Yet 
the impact on the country has so far been limited. It has neither shaken the government nor 
sparked industrial riots. Valery Gartung, owner of the Mercedes dealership and a member of 
Russia’s parliament, is taking the crisis in his stride. “I would not start building it now. But I 
could not stop halfway either.” 

 

This latest exhibit of Russia’s conspicuous wealth is actually sited in Kopeisk, a mining town 
next to Chelyabinsk where the last mine was shut down in March. Kopeisk’s wooden houses 
are sagging and surrounded by litter; young men drink heavily and chase moonshine with ice-



cream. A prison, a cemetery and defunct mines are the landmarks by which people give 
directions. “Russia is a country of contrasts,” says Mr Gartung, philosophically.  

Two hours before the opening of his Mercedes dealership, Mr Gartung walks through the old 
forge-and-press factory where he started as a worker and which he has turned into a family 
business. Its main customer is a truck plant owned by Oleg Deripaska, one of the most 
indebted Russian tycoons. In the past few months the factory’s output has fallen by half, as 
have workers’ salaries. From outside the factory looks dreary and doomed. Yet shortly before 
the crisis it received an international standard certificate that allows it to supply any 
international firm. Mr Gartung’s son, who runs the factory, has installed new machinery. Mr 
Gartung calculates that he has two years to cut his dependence on the Russian market. He 
already has a contract with ZF, a maker of car-transmission systems, and is talking to 
Deutsche Bahn, the German national railway company. 

This transformation of Soviet state plants into private firms run by young MBA graduates is 
perhaps the biggest achievement of the Russian economy over the past two decades. It is far 
from complete. But it has probably gone far enough to pull businesses like Mr Gartung’s 
through the crisis. 

Credit crunchski 

The immediate problem for Russian businesses, small and big, is lack of credit. Despite 
massive injections of liquidity into the banking system, loans are hard to come by. Andrei 
Bukreyev, a shrewd entrepreneur who heads Chelyabinsk’s local small-business association, 
used to make money by converting military machinery into oil and gas equipment. His new 
venture involves setting up a barter system. This form of trade, which flourished in the 1990s, 
has come back with a vengeance. The Chelyabinsk tractor plant was recently offered 3.5m 
roubles-worth of condensed milk for one of its bulldozers. Apparently the deal fell through 
because the milk had passed its sell-by date.  

The severity of the credit crunch is the price Russia is paying for failing to develop its own 
financial markets and to tame inflation. The two are connected: ordinary Russians feel life is 
too short and uncertain to put money into pension funds or insurance companies, and prefer to 
spend it as quickly as possible. “Nobody in Russia plans for more than two years ahead,” says 
Peter Aven of Alfa Bank.  

The crisis has been compounded in Russia by the economy’s past overheating. Although a big 
chunk of oil revenues was channelled into a stabilisation fund, large state firms and many 
private ones borrowed heavily from foreign creditors, amassing nearly $500 billion of external 
debt. Most of the foreign money that flowed to Russia took the form of loans rather than direct 
investment, which would have required a more hospitable investment climate. To make things 
worse, the government increased its public spending by nearly 40%. Inevitably the economy, 
which is constrained by crumbling infrastructure, a dwindling workforce and pervasive 
corruption, could not absorb this amount of money. Inflation soared to nearly 15%.  

Before the crisis, Russia’s historically high inflation barely affected firms’ borrowing costs. 
Russian companies and banks financed themselves abroad and interest rates were below the 
rate of domestic inflation. When the rouble was strong, the exchange rate mattered much 
more than domestic interest rates, and the central bank targeted the exchange rate rather 
than inflation. The strong rouble was seen as a proxy for Mr Putin’s success; but as Rory 
MacFarquhar, an economist at Goldman Sachs, points out, it was a currency play and not a 
store of value.  



 

When foreign credit dried up and the oil price fell, Russia was caught out. After weeks of vainly 
trying to defend the rouble and bleeding billions of dollars of foreign reserves, the government 
realised that devaluation was inevitable. Yet instead of letting the rouble float, 21 tiny steps 
were taken, allowing the rouble to depreciate gradually until it had lost 30% of its value. This 
may have stopped a run on the banks and shielded Mr Putin’s image, but it was harmful to the 
economy, argues Sergei Guriev, the head of Russia’s New Economic School. Instead of lending 
to businesses, banks used the money the central bank was supplying to boost liquidity to 
speculate against the rouble, making billions in profits and putting more pressure on the 
central bank to devalue.  

To prevent a massive outflow of capital, the central bank put up its interest rates—just at the 
time when other central banks, trying to boost their countries’ economies, were cutting them. 
When foreign creditors stopped lending, Russian borrowers turned to the central bank for 
financing, and the domestic interest rates began to matter. For many Russian firms the cost of 
money has gone up from 8% to 25%, making capital prohibitively expensive. The economy, 
deprived of cheap money, has begun to choke. 

The government has been pouring money into the economy with one hand and taking it out 
with the other, argues Yevgeny Gavrilenkov, an economist at Troika Dialog, a bank. So 
although Russia’s anti-crisis fiscal package of 10% of GDP is one of the biggest in the world, he 
says, it has also proved one of the least effective.  

Another reason banks are slow to lend is that most have only a vague idea of how much bad 
debt they have, and therefore how much capital they will need. Pessimistic forecasts say that 
the share of non-performing loans could reach 20%. The government is prepared to 
recapitalise the banks, but has not yet looked properly at their books.  

A coat of silver paint 

In the past few weeks credit has started to trickle through and inflation has come down 
slightly, helped by a rising rouble. But bringing inflation down to single-digit figures and 
keeping it there, as well as clearing up the banking system, requires political will. The 
government’s crisis programme is full of the right words—modernisation, competition, 
responsible spending, the evils of populism. But to implement even half of this programme 
would require dismantling Russia’s political system.  

During the boom years Vladimir Putin, then president, took full credit for the rising commodity 
prices and cheap credit that spurred economic growth. The gradual destruction of Russia’s 
institutions and democratic freedoms, however imperfect, seemed to have little bearing on the 



boom. But the crisis has laid bare the flaws of Russia’s politics, which has failed to diversify the 
economy, create a domestic financial market or build institutions. The Russian economy is 
today more dependent on oil and gas than it was even ten years ago. Corruption, an old vice, 
has become the norm. The Kremlin’s policies have choked competition, both political and 
economic. 

Since October 2004 the Kremlin has been appointing governors, rather than letting voters 
elect them. It then takes away the lion’s share of their taxes and sends some back as 
subsidies. This works when there is plenty of money sloshing around, but not when it is scarce 
and decisions need to be made fast. “We need more freedom because we know how to support 
our local industry best,” says one official in Chelyabinsk.  

The Kremlin fears (often reasonably) that money will be stolen by local bosses. Such is the 
level of corruption that many of its decisions never get through the system. But it has only 
itself to blame. By cancelling regional elections, it has killed any competition for better 
governance.  

To contain social discontent, the Kremlin puts heavy pressure on regional governments and 
firms not to lay off people or close plants, even if they are dinosaurs. A vast partly state-
owned Chelyabinsk tractor plant, which narrowly avoided bankruptcy in 1998 and is run by its 
former Communist boss, looks like the site of an industrial horror film. It has 20,000 workers 
and few orders. Outside an idle workshop, against a backdrop of rusty pipes, several elderly 
women are taking part in a government-funded public-works scheme. They are painting the 
crumbling kerbs with silver paint.  

State interference does much to hold back Russia’s productivity. As many Russian developers 
know, few projects can go ahead without kickbacks to local authorities or utilities. In many 
cities the mayor is also the main developer. It is common, too, for police to extract bribes from 
retailers. “The system rewards not the ones who are most effective, but the ones who are 
better connected,” says Andrei Chertov, a businessman in Chelyabinsk. “We don’t need more 
help from the government: we need less interference.” 

This is a view supported by a recent study by McKinsey, a consultancy. It looked into five 
sectors of the Russian economy and found that, although productivity has improved over the 
past decade, it is still only 26% of American levels. Bureaucracy and corruption are stifling it. 
It takes six times as long to obtain construction permits in Russia as in Sweden and, despite 
cheaper labour and land, the cost of building a distribution centre is a third more expensive 
than in London, according to McKinsey. When profit margins were 25%, construction firms 
could afford to pay off bureaucrats. Now they cannot.  

Much of Russia’s growth over the past decade was achieved by using existing capacity more 
efficiently. But this slack has now been taken up. The present anti-crisis measures are often 
geared more towards subsidising the inefficient. A prime example is Avtovaz, Russia’s 
infamous Lada-maker, which has been losing market share to foreign producers. Mr Putin has 
given it a cheque for 25 billion roubles and promised to pay for transporting Lada cars through 
six time-zones to Russia’s far east, where most people long ago ditched Ladas for second-hand 
Japanese cars. When Mr Putin raised import tariffs for what has become the staple of the local 
economy, the people of Vladivostok took to the streets. To suppress the protests the Kremlin 
had to fly in riot police from Moscow. 

Weaker oligarchs, stronger state 

In total the government promised more money to Avtovaz, which employs 100,000 people, 
than to the millions of unemployed across the country. The closure of Avtovaz would lead to 



social unrest, argued Russia’s finance minister, Alexei Kudrin. But this is not the only reason 
for the government’s help. Avtovaz is owned by Rostekhnologii (Russian Technologies), a 
powerful state military and industrial corporation headed by Sergei Chemezov, an old friend of 
Mr Putin. The proliferation of these opaque quasi-state structures is one of the most alarming 
signs that a corporatist state is emerging.  

Last year Mr Chemezov lobbied successfully for the inclusion of 500 companies in his 
corporation—a covert privatisation, says Mr Kudrin. Many of them are heavily indebted and 
unprofitable, so Russian Technologies is asking the government for help. While many private 
firms are struggling to get credit, Russian Technologies has struck a deal with the country’s 
largest state banks: they will simplify lending to Russian Technologies and restructure the debt 
of its companies. In return, Russian Technologies will advise the banks how to manage private 
assets that could fall into their hands. It may then buy some of these assets. 

It is already eyeing Norilsk Nickel, the world’s largest nickel producer and a centrepiece of the 
1990s loans-for-shares schemes. Some 40% of Norilsk’s shares are mortgaged to state banks, 
and Russian Technologies has already nominated its representative to Norilsk’s board. This 
could lead to a reversal of the 1990s loans-for-shares deals. Then, the cash-strapped 
government gave shares in natural-resource companies to a group of oligarchs in return for 
loans. Now the cash-strapped oligarchs could be forced to give up control in return for state 
loans.  

Although some tycoons have already mortgaged their stakes, no large companies have 
changed hands. Sceptics say the reason for this may not be the Kremlin’s faith in the free 
market and private ownership, but the state’s reluctance to take on the firms’ foreign debts. 
The Kremlin had feared at first that strategic assets would fall into foreign hands. In fact, 
foreign banks have scant appetite for owning Russian industrial assets and not much choice 
but to restructure the firms’ debt. Once the process is complete, there may be little to stop 
Russian state corporations from taking over the most attractive assets. This could result in a 
massive transfer of property towards monopolistic quasi-state conglomerates controlled by a 
narrow group of the Kremlin’s friends.  

The political fallout from the crisis is now the most hotly debated subject among Moscow 
pundits. A few months ago, Russia’s liberals predicted mass protests across the country in the 
spring. Towns dominated by just one factory or industry—there are more than 400 of these—
would be the first to erupt. This prediction has so far been wrong, just as it was wrong during 
the 1998 financial crisis and, before then, in the early 1990s. A few protests have occurred, 
some even featuring anti-Putin slogans; but with the exception of Vladivostok, they have been 
small. 

 
Struggling but not about to riot, yet 



The main reason for this is that Russians, who have lived through many crises, are tolerant 
and adaptable and do not expect much from their government. For many, the crisis which 
began with the collapse of the Soviet Union in 1991 has never ended; this is simply another 
nasty turn. Unless the authorities push people too far, as they did in Vladivostok, mass 
protests seem unlikely. But Mr Putin, who remains the most important man in Russia, is also 
extremely adaptable and has trodden carefully. He has not threatened large companies 
recently and has shown kindness to small ones.  

Andrei Illarionov, a former economic adviser to Mr Putin who is now one of his fiercest critics, 
argues that, despite its weak institutions, the all-embracing corruption and distorted 
competition, the Russian economy more or less works. It has low taxes and liberal regulations, 
which allow private firms to survive and make profits, even after paying bribes. Moreover, 
Russia’s hostile environment has forged strong survival instincts in Russian businessmen such 
as Mr Gartung. For all the threats and bullying, Russian entrepreneurs will continue do 
business for as long as the state physically lets them.  

With reserves running at $400 billion, Russia has enough cash to finance its budget deficit. Yet 
much will depend on the price of oil and gas. Russia’s budget is calculated on an oil price of 
$41 a barrel. Anything above that figure means the deficit will be less and the reserves higher. 
A recent rise in the oil price to nearly $70 has calmed the nerves of Russian elites, pushed up 
the rouble and sparked a rally in the stockmarket. Kirill Rogov of the Russian Institute of 
Economy in Transition says that such a price may not be enough to spur rapid economic 
growth, but it is enough to preserve the current political system and lull Russia into stagnation.  

If the oil price again falls to $30, however, things might look very different. With less money to 
spread among friends, the fight between clans will intensify. A poorer Russia will not be a 
friendlier one. To hold on to power, the Kremlin may try to use the idea of an external threat 
to mobilise the country. But with most institutions consumed by corrosion, it may have to 
resort to harder repression.  
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