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ONE OF THE STRIKING ASPECTS of Russia’s economic course in the 1990s is the dearth
of capital investment, both foreign and domestic. Investment is an essential require-
ment if Russia is to experience a sustained economic recovery from the shocks of
Soviet disintegration and the often incoherent economic policies pursued in the early
post-Soviet years. By any standard—for example the levels of foreign direct invest-
ment going into the East Central European countries or the capital requirements of
reversing the general obsolescence of Russia’s transport, communications and even
mining infrastructures—the Russian economy is starving for direct capital investment.
Why has this been the case? A widespread view has it that uncertainties about
political stability and legal and administrative reliability have scared off investors
from a risky Russian market and caused them to look elsewhere. While we are far
from wishing to contest this interpretation, it may not go far enough in explaining the
hesitancy of investors to commit to substantial, long-term projects in the Russian
Federation. Even were Russia to establish effective and impartial public institutions,
there would remain for many investors signi� cant hurdles in the form of the unusually
high costs of production in Russia, especially for large-scale infrastructure projects
and the development of distant Siberian regions. This article advances the thesis that
there are speci� cally Russian aspects of economic geography, in the form of severity
of climate, distance (including the dislocation of population as compared to natural
resources) and the preponderance of costly land transport over cheap sea transport,
that tend to make the costs of production in Russia a multiple of what they are almost
everywhere else in the world. Under these circumstances, the Russian state must play
a central role in economic development if Russia is to develop as a civilisation, as
distinct from certain raw materials enclaves.

The article examines the infrastructure crisis facing the Russian economy after a
decade of cumulative capital depreciation, the scale of investment requirements over
the next decade, and the ways in which geographical factors impinge upon the costs
of production and the decision to invest. In the conclusion, an essentially Keynesian
approach will be applied to the problem of Russian economic development in an
increasingly liberal international political economy.
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TABLE 1
IMPACT OF 70% DEVALUATION OF THE RUBLE (AUGUST 1998) ON CAPACITY TO SERVICE EXTERNAL

DEBT

GDP ($ billion) GDP growth (%) Debt service as % of GDP ($)

1997 436 1 0.4 6.2
1998 278 2 4.6 11.8
2000 198 1 7.0 14

The magnitude of Russia’s economic contraction

Russia produces 17% of the world’s crude oil, 25–30% of its natural gas (with more
reserves than the rest of the world combined) and 10–20% of all non-ferrous , rare and
noble metals; it is the second largest producer of brown coal, third in timber logging,
fourth in production of electric energy, cast iron, steel, iron ore, cereals and meat, � fth
in black coal and mineral fertilisers etc.1 In such areas of production and in reserves
of gold, silver, diamonds, platinum, chromium, nickel, tin, lead, zinc, copper and
bauxite, Russia is regularly among the top � ve in the world.2 Unfortunately, Russia’s
economic performance has not lived up to the promise of its resource endowment.
From 1990 through 1998 the Russian economy was mired in a depression far greater
than that which struck the capitalist world in the 1930s,3 and even today the country
has little prospect of participating in the global market as a competitive industrial or
post-industrial economic power. With a dollar gross domestic product4 half that of the
Netherlands (i.e. ca. $198 billion in 2000) and a foreign trade turnover similar to
Denmark’s, Russia’s exports are dominated by the sale of oil and gas and are virtually
non-existent in other, value added sectors. (As a result of the August 1998 � nancial
crash, which saw a 70% devaluation of the ruble, the dollar value of Russia’s GDP
is estimated to have declined from $436 billion in 1997 to $278 billion by the end
of 1998.5 Relatedly, the ratio of Russia’s foreign debts to its dollar GDP increased
from 28% in January 1998 to nearly 90% in 2000.6 Annual debt service as a
percentage of dollar GDP increased from 6.2% in 1997 to 11.8% in 1998 and is
estimated at 13.9% in 2000.7 No wonder the Russian government has been seeking
some way to avoid servicing its inherited Soviet-era debt. Table 1 summarises this
situation.

The consequences of Russia’s decade-long economic decline have been dramatic,
not only for Russia’s internal condition but also for its international standing. By the
end of the 1990s China, which had more than doubled its national income during the
decade after having doubled it also in the 1980s, was beginning to approach and
perhaps even to exceed Russia in several indicators of economic development.
Consider the comparisons in Table 2. Even were these trends not to continue, the
1990s would have witnessed one of the most astounding changes in the economic
balance of power to have taken place between two major countries in such a short
period of time.

The capital depreciation of Russia

A key indicator of Russia’s economic prospects lies in the possibility of injecting
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TABLE 2
SOME ECONOMIC COMPARISONS BETWEEN CHINA AND RUSSIA

China Russia

Foreign direct investment (1999) ($ billion) 40 2.89
Gross domestic product, 2000 ($ billion) 1,062 198
GDP per capita ($) 840 1,360
GDP per capita (PPP) ($) 4,700 4,660
Foreign exchange reserves ($ billion) 167 28
Foreign debt/GDP ($)(%) 17.7 75
GDP 1999:1990 2:1 1:2
Main exports Machinery and Raw materials

transport

Sources: Financial Times Survey. China, 13 November 2000; Economist Intelligence Unit,
Country Forecast. Russia (July 2000).

massive amounts of capital investment in order to repair, maintain and develop the
country’s industrial, transport and communications infrastructure.8 Without such
investment, Russian Prime Minister Mikhail Kasyanov has stated, Russia ‘will remain
in the backyard of the world economy’.9 Yet in spite of Russia’s privileged position
in many natural resources, human capital and wage structure, capital investment in
Russia in the late 1990s was less than a � fth of the 1990 level.10 No doubt using 1990
as a base year may exaggerate the subsequent decline, given the disproportionate
place occupied by investment, especially military-related investment, in the Soviet
economy. Even so, the consequences of the capital drought that has af� icted the
country since then are dramatic enough: the capital stock of the country is rapidly
wearing out. The average age of industrial equipment in 1995 was 14.1 years,
compared with 10.8 in 1990, 9.5 in 1980 and 8.5 in 1970. Just 9.7% of industrial
equipment in 1996 (versus 10.9% in 1995) was less than � ve years old, compared
with 26.6% in 1992, 29.4% in 1990, 35.5% in 1980 and 40.8% in 1970. Fully 23%
of the capital stock of industry was older than 20 years in 1995, compared with 10.8%
in 1990, 9.5% in 1980 and 8.4% in 1970.11 To take another gauge, the rate of renewal
of � xed capital stock was 6.9% in 1990 versus 1.0% in 1998. Only in the fuels and
food sectors did the capital replacement rate reach as high as 2%.12 Research and
development declined from 1.03% of Russian GDP in 1991 to 0.32% in 1997 (as
against a G-7 norm of 2–2.5%).13 Table 3 summarises this situation.

The implications of this draining of Russia’s productive substance are dramatic:
whereas a team of Russian economists recently prepared a best-case scenario in which
Russia might attain its 1990 GDP around 2008, these � gures and the trends they
re� ect suggest that even their worst-case scenario—in which Russia attains its 1990
GDP in 2015—may be optimistic.14 President Putin himself is on record as stating
that Russia would need 15 consecutive years of growth at 8% per annum to enable
the Russian economy to attain the current per capita income level of Portugal. To give
some speci� c � gures, in autumn 2000 economists were estimating that Russia
required $50 billion per year for the modernisation of the capital stock.15 If we break
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TABLE 3
INDICES OF THE RUSSIAN CAPITAL INFRASTRUCTURE

(A) Average age of industrial equipment (years)
1995 14.1
1990 10.8
1980 9.5
1970 7.5

(B) Equipment less than � ve years old (%)
1996 9.7
1995 10.9
1991 26.6
1990 29.4
1980 35.5
1970 40.8

(C) Industrial equipment older than 20 years (%)
1995 23
1990 10.8
1980 9.5
1970 8.4

(D) Rate of renewal of � xed capital stock (% p.a.)
1998 1.0
1990 6.9

(E) Research and development as % of Russian GDP
1996 0.32
1991 1.03

down Russia’s investment requirements by sector, we shall have a better sense of the
urgency of the problem and the scale of investment required if Russia is to have any
chance of developing its economy in a comprehensive and balanced way in the
decade to come.

Much of the Russian railway system, which accounts for 73% of all freight moved
in Russia (when measured in terms of tons/km), is considered by Western observers
to be in ‘very poor repair’. On the highways, ‘poor road quality’ means lower truck
speeds and thus higher transport costs, which can often reach 50% of the costs of
production. Some 40% of Russia’s villages cannot be reached on tarmac roads, while
there are no Western-type highways in the whole country. Russia’s ports are generally
in a ‘poor state of repair’, while the Russian maritime � eet is the oldest in the world.
Fully half of Russia’s electricity generation and distribution network, as well as the
industry’s � xed assets, are past the end of their intended productive lives, the
consequence being that ‘Russia could face serious supply squeezes by the middle of
the decade. Electricity generation threatens to become a major constraint on
growth’.16 Indeed, summing up the indicators of the condition of Russia’s economic
infrastructure—including electricity generation, quality of ports, the cost and avail-
ability of of� ce space, retail and wholesale distribution networks, general technologi-
cal endowments, railways and roads—the Economist Intelligence Unit forecast in July
2000 that ‘in none of these areas is major progress expected in Russia in the forecast
period’ (through 2004).17 Even in the critical oil and gas sector, which typically earns
half of Russia’s hard currency export receipts and accounts for as much as two-� fths
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TABLE 4
OIL AND GAS TRENDS

(A) Average volume of exploratory drilling in the oil and gas sector (million metres p.a.)
1999 1.16
1994–1998 1.4
1990 5.3

(B) Oil production (million tons)
1999 305
1998 303
1989 462
1988 569

of the federal government’s budget revenue,18 the average volume of exploratory
drilling in the 1994–98 period was 1.4 million metres per year, compared with 5.3
million metres in 1990; the � gure for 1999 was 1.16 million metres, about one-� fth
of the 1990 level, a � gure that corresponds to the depreciation of the Russian capital
stock across sectors. As existing oil � elds are depleted and fewer new ones are
coming into production, Russian oil production continues to decline, as it did from
569 million tons in 1988 and 462 million tons in 1991 to 303 and 305 million tons
in 1998 and 1999 respectively.19 Annual investment of $10–11 billion is required in
the oil sector alone, compared with $2–4 billion in the 1990s.20 By contrast, Russian
oil companies have been quite active in Western investment markets. Lukoil, for
example, has opened 1300 petrol stations in the United States under the Getty name,
and through the Italian � rm Avanti it has completed the purchase of 700 petrol
stations in Europe and is contemplating the purchase of several re� neries in the
United States and the Czech Republic. The state controlled company Slavneft saw
$1.3 billion revenue in 2000 from its joint venture with a Belgian partner in
Belgium.21 Table 4 summarises this situation.

Under these circumstances, Russia’s short to medium-term economic prospects are
highly constrained. A decade or more of neglect of infrastructure cannot easily be
made good. For example, in 2000, in response to the rise in world oil prices, Russian
producers decided to increase production signi� cantly. Yet they could at most squeeze
an extra 20 million tons of production (about 7% of total production), mainly by
opening old wells that had been mothballed. Only Russia’s Far Eastern oil � elds can
signi� cantly compensate for the long-term decline in Russian production but a decade
and a half of neglect by the state has constrained this avenue seriously.22

The capital requirements for the recovery and development of Russia’s economic
infrastructure are thus massive. In the oil and gas sector, the typical cost of bringing
a new � eld upstream is $8–10 billion. Uni� ed Energy Systems, the state electricity
monopoly, requires $30–50 billion in capital investment over the next decade but
currently has no plans for investing in generating equipment in 2001 owing to $5
billion in unpaid bills.23 Vladimir Ushakov of Alstom, which sells power stations,
calculates that Russia needs to invest $7 billion per year over the next 15 years to
repair and replace increasingly worn out power stations; in 1999 just $1 billion was
invested.24 Some of the consequences may be seen in the widespread collapse of the
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power infrastructure in Arctic Russia and the Far East, where in mid-January 2001,
amidst temperatures of 2 4°F degrees Farenheit (i.e. 2 20°C), there were daily
15-hour power cuts.25 Anatolii Chubais, head of Uni� ed Energy Systems, stated that
the cause of the energy supply crisis in the city of Artem was the destruction of the
municipal energy system: ‘Locking attachments and materials of non-ferrous metals
have been stolen. The pipelines are run down. They have been hit by the freezing
temperatures. The heating units lack essential parts. The basements in buildings are
partially � ooded’.26 Approximately $40 billion in capital investment in the telecom-
munications industry is required over the next decade.27 Comparable sums would
have to be invested in the railway system, the ports, the oil and gas complex etc. To
give one more particular, in late June 2001 the Prime Minister, Mikhail Kasyanov,
proposed that the sum of $75 billion be invested in the foreseeable future in Russia’s
decrepit and overburdened highway network.28

These sums would appear in principle to be within the capacity of the Russian state
to start � nancing, in light of the current world price of oil (ca. $25–30 per barrel
versus $14 to produce a barrel of West Siberian crude), a current account surplus of
nearly $30 billion or 15% of dollar GDP, a large foreign trade surplus ($60 billion
in 2000), $3–4 billion in foreign arms sales per year,29 as well as several hundred
billion dollars in Russian capital secreted in foreign bank accounts. Indeed, to some
extent, this has been happening, as 1999 saw a 4.5% increase in gross � xed
investment—the � rst time that there had been an increase in gross investment in the
1990s—with an apparent increase of over 15% in 2000. Several points are worth
noting, however: � rst, these are increases from a very low level, one determined by
the unprecedented depression that Russia suffered in the 1990s. Gross � xed invest-
ment for 1999, at 248 billion rubles (measured in 1995 rubles), amounts to approxi-
mately $920 million at the contemporary exchange rate, or about 2% of Russia’s
actual capital requirements for that year. If we include foreign direct investment
(FDI), perhaps $3–5 billion can be added to that � gure for a total sum of domestic
and foreign investment of $4–6 billion, less than 15% of Russia’s capital requirements
(assuming that those are in the area of $50 billion per year). In the words of Economic
Development and Trade Minister German Gref, the current volume of FDI ‘is
absolutely insuf� cient for accomplishing the tasks facing the country’.30

Second, the sectors that are attracting the most capital investment are food, trade
and catering and transport (69% of total investment in 1999 and 80% of all FDI) and,
to a lesser extent, fuels and power. Public sector infrastructures that are critical for
private sector economic development (e.g. ports, highways, railways, domestic
aviation, public buildings, the education system etc.) remain poor orphans even within
a relatively impoverished investment climate. Third, most of this recent investment is
derived from � rms’ internal resources, which in Kasyanov’s view is simply not
enough.31 The banking system has yet to be reformed and made into a viable source
of venture and investment capital for the country’s enterprises. In the words of a
recent IMF report, the Russian banking system is ‘an accident waiting to happen’.32

Finally, Western investment experience in Russia has been less than satisfactory:
Western oil companies have experienced at least $10 billion in costs and losses in the
1990s, according to energy specialist Thomas Walde of Dundee University,33 while
Western direct investment in Russia has been a fraction of investment in countries
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TABLE 5
INDICES OF FOREIGN DIRECT INVESTMENT

(A) Foreign direct investment, 1990–1998 ($ billion)
Russia 10
Hungary 16
Poland 20

(B) Foreign direct investment as a % of GDP
East Central Europe 4.6
Russia 1.6

(C) Foreign direct investment stock per capita ($)
Russia 136
Hungary 1908
Czech Republic 1587
Poland 797

like Hungary, Poland and the Czech Republic ($10 billion for Russia versus $20
billion in Poland and $16 billion in Hungary).34 In East Central Europe FDI equals
4.6% of GDP versus 1.6% in Russia. FDI stock per capita in 1999 was $1908 in
Hungary, $1587 in the Czech Republic, $797 in Poland and $136 in Russia.35 Table
5 summarises this situation.

Moreover, Russian enterprises have invested signi� cantly more capital abroad,
typically in short-term instruments of less than three months duration, than foreigners
have been investing in Russia ($7.66 billion versus 4.78 billion, respectively, for the
� rst half of 2000).36 This is quite apart from the question of illegal capital � ight,
which is conservatively estimated by the Russian Security Council at more than $20
billion in 1998 and more than $30 billion in 1999 and 2000, respectively.37

What, then, are the conditions that would trigger the upsurge of capital invest-
ment—private and public, Russian and foreign—that is required in order to under-
write and sustain a Russian economic recovery?

Enabling conditions of Russian recovery: politics versus geography?

It is almost a truism among Western and even most Russian observers that the root
causes of Russia’s prolonged economic decline in the 1990s and the chief barriers to
Russian economic development in the future lie in the political and administrative
sphere, i.e. ‘high levels of political uncertainty’, and consequently high degrees of
political risk for investors, reams of burdensome and contradictory regulations, at all
levels of government, an uncertain and volatile legal environment, unstable ownership
rights, excessive taxation, poor corporate governance, corruption etc.38 In the words
of The Economist Intelligence Unit, ‘institutional ineffectiveness remains the main
constraint on improving Russia’s performance’.39 In this view, political stability, rule
of law and sound money would enable Russia to reap the bene� ts of several factors
that would appear to work in favour of a rapid and substantial Russian economic
recovery, such as reserves of underemployed labour, raw materials and plant and
equipment; productivity gains from new market sectors; shifts from defence to
consumer production; and substantial reserves of domestic savings, mainly in dol-
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lars.40 As someone who has written extensively and early on the ‘crisis of the Russian
state’,41 I shall not dispute that the establishment of a system of state administration
capable of performing the requisite tasks of governance, especially the provision of
public goods, is a necessary precondition for Russian economic development. Without
doubt, the precipitous collapse of the authority of the CPSU in 1990 and 1991 and
the dif� culties that Russian leaders have faced since then in establishing a state that
can adequately perform the minimal functions of government have seriously con-
strained Russia’s ability to implement a consistent and effective economic policy of
any colouration. These irreducible tasks of governance include raising suf� cient tax
revenue to fund the agencies and activities of the state, namely:

(a) exercising an effective monopoly on the use of force for public purposes;
(b) enforcing the law and public order;
(c) policing the frontiers;
(d) suppressing, or better yet deterring, secessionist rebellion;
(e) regulating the macro-economy; and
(f) honouring the � duciary obligations of the state, at home and abroad.

The dif� culties that the Russian state has experienced throughout the 1990s in
ful� lling these tasks of governance have tended to undermine the government’s
ability to manage the unprecedentedly complex and interdependent factors implied by
the idea of the transition from communism to capitalism. One enduring consequence
of state failure in Russia, apart from the general incoherence of various economic
‘reforms’, has been capital � ight and reluctance to invest directly in the country,
which has propelled the obsolescence of the capital stock described in the previous
section. This lack of investor con� dence, combined with the lack of interest of the
state, has allowed key elements of Russia’s economic infrastructure—ports, roads,
railways, the electricity grid, telecommunications, even to some extent the oil
sector—to deteriorate to the point where they are close to physical collapse as
integrated national systems. Russia’s economic future, indeed whether there is a
future for Russia at all as we have known it in recent centuries, depends centrally on
whether substantial sums of investment capital can be committed to the salvation,
maintenance and development of Russia’s industrial, transport, communications and
energy infrastructure. Throughout the mid-1990s Russia’s credit risk has been ranked
by the Economist as higher than that of the Ivory Coast, Kenya and Nigeria and just
barely below that of Iraq.42

Yet it is at least debatable whether the stabilisation of the political system and the
development of the legal system are suf� cient conditions to trigger the magnitude of
investment needed to develop Russia as a whole, as distinct from privileged raw
materials enclaves within it. First, the question of the state cannot be separated from
the kind of state that we are speaking about (e.g. liberal or social democracy) and the
relation of that state to a particular political-economic environment (e.g. liberal or
state capitalism) and the inevitable gradations between these respective poles. Second,
the investment decision is shaped by the simple question: invest in what, over what
period of time in order to derive acceptable revenues in relation to the costs of
production? In this respect, the costs of production are in� uenced not simply by the
political and legal uncertainties involved but by all factors that determine the costs of
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doing business, including those related to economic geography. Because the invest-
ment decision involves a guess, however calculated, about the future, political
stability and legal reliability are essential. Yet because this decision involves pro� ts,
it also entails a guess about the ratio of revenues generated by production compared
with the costs of production.

Those costs of production in Russia tend to be fairly high, quite apart from the
question of Soviet legacies of inef� ciency. In short, the combined and mutually
reinforcing impact of (a) the severity of Russia’s climate, (b) the vastness of the
Russian space and (c) the predominance across this bi-continent of expensive land
transport over cheap sea transport means that in most areas of the Russian economy
the intrinsic and irreducible costs of infrastructure, as of production itself, are two to
three times as expensive as almost anywhere else in the world. Consequently, it is
questionable whether Russia can develop as an entire socioeconomic unit under
predominantly liberal market auspices: an administratively strong and interventionist
state even in a market-based economy—one that protects Russian industry and directs
resources from pro� table (mainly natural resource-based) sectors to unpro� table but
vital sectors and regions (e.g. Arctic and Siberian settlement)—is an essential
prerequisite to Russian welfare, as the typical costs of production will not normally
be assumed by private investors with free access to the world’s generally more
attractive investment possibilities. In other words, to what extent does economic
geography make Russian economic development incompatible with the free move-
ment of capital?43

We shall not advance an argument of strict geographical determinism. The Russian
economy experienced the fastest growth rate in the world in the several decades
before 1914 and modernised suf� ciently, if brutally, to survive the Nazi onslaught and
harrass the United States for nearly half a century. Russia has thus modernised when
it has been open to the West and when it has been closed to it; it has also modernised
in the presence of the market and without it. Yet in each of these cases, the Russian
state—in one case a mercantilist state,44 in the other a monopolist state—played a
decisive role in framing the modernisation process. More to the point, Russia has
never developed under conditions of free movement of capital and possibly cannot do
so.

Why not? The three mutually interacting factors of economic geography mentioned
above—severity of climate, distance (including the growing dislocation between
population and natural resources) and predominance of expensive land over cheap
water transport—have sustained the case for the state in Russian economic develop-
ment.45 First, Russia cannot be compared with Canada, an analogy often made by
those with a passing knowledge of geography and by many Russian intellectuals
themselves.46 Russia’s climate is the most severe in the world, with the exception of
Mongolia’s. That severity is measured not by the coldness of the winters but by the
contrast between the length and coldness of the winters and the brevity and heat of
the summers in Russia’s continental climate. By contrast, Canada, though a large
country with an ostensibly northern location, has a small population (about a � fth the
size of Russia’s), excellent river and other transport possibilities that provide easy
access to the world’s oceans, with a moderate climate where the bulk of the
population lives. That is, 80% or so of the Canadian population lives within a
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two-hour drive of the US border, making Canada economically speaking the northern-
most periphery of the richest country in the world. The industrially developed parts
of Canada correspond to the climate of Rostov oblast’ or Krasnodar krai, in Russia’s
deep south, although the Canadian climate is more humid. In this respect, economic
geography favours Canada immensely over Russia. Still, it is interesting to note that
the productivity of Canadian farming is roughly comparable with that of the later
Soviet period (ca. 20 centners per hectare versus 70–80 centners per hectare in
northwestern Europe), that Canada employs (like the Soviet sovkhoz) industrial-scale
farming as a rule, and that in those areas like Edmonton and Winnipeg, where the
climate is colder than in Moscow, the economy (as in much of Russia) is devoted
mainly to raw materials extraction (i.e. timber and petrochemicals).47 Thus, in terms
of climate, Russia should be compared with Mongolia and perhaps north-central
Canada, not the Canada which is geographically and economically integrated with the
United States.

The second factor of economic geography that Russians contend with is their
country’s size, i.e. not simply the vast expanse of territory spanning eleven time zones
but the discrepancy between the main population centres, still in European Russia,
and the location of Russia’s treasure of natural resources, which are predominantly
located in Asiatic and Siberian Russia. As Bater has observed, ‘the location of
resources for industry of suf� cient scale to sustain long-term development is generally
far removed from the main markets of European Russia. The cost of resource
development in ever more remote frontier regions simply compounds the cost of
overcoming distance’.48 Distance itself thus becomes a kind of cost of production
under these circumstances. Moreover, the size of the country combined with the low
population density means that per capita costs of public infrastructure tend to be
higher than elsewhere. To give one instance, the density of Russia’s road network is
measured at 25 km per 1000 km2, versus 1000 km of road per 1000 km2 in Western
Europe (and 800 km of road per 1000 km2 in the United States).49 Moreover, the
severity of Russia’s climate, as measured by the extremity of annual temperature
� uctuations, combined with the preponderance of clay soils that tend to trap moisture
near the surface, make Russia’s roads highly vulnerable to potholes and buckling,
thereby magnifying the costs of maintenance throughout a transcontinental land-
mass.50 Yet the hindrance of distance is magni� ed by the third geographical factor,
which is that, owing to the south-north � ow of most of Russia’s rivers and the
dif� culty of access to the world’s oceans, land transport predominates over sea
transport. As every student of military logistics knows, the latter is vastly cheaper
than the former.51 In Russia, land transport tends to be � ve times as costly as sea
transport.52 (In 1998 railways and trucks carried 834 and 584 million tons of
merchandise traf� c respectively, versus 36 and 93 million tons for ship and river
traf� c respectively, i.e. a ratio of 11:1.53 Indicatively, whereas fully 51% of Western
Europe lies within 200 km of the sea, this is true for only 2% of European Russia.)54

Taken together, these three constants of Russian economic geography—an extremely
severe climate, vast distances between resources and consumers, and costly means of
transport over these distances—mean that, as a rule, the costs of production in Russia,
especially for large-scale infrastructure projects, tend to be several times higher than
in almost any other country in the world.55 Reinforcing the problem, the disintegration
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TABLE 6
PRODUCTIVITY OF AGRICULTURAL LABOUR,

1991 (VALUE ADDED PER WORKER, $)

Netherlands 41338
Finland 37803
USA 29544
Norway 26586
Canada 25153
Japan 17253
South Korea 7384
Hungary 3508
Poland 1210
Indonesia 545
Thailand 504
Russia 476

of the Soviet Union saw the centre of gravity of the Russian state shift further
northwards in terms of both landmass and population (if we compare the USSR with
the Russian Federation): the geographical centre of the USSR was 57°25 9 north
compared with 60°25 9 north for the Russian Federation, while the population centre
shifted from 52° north in the USSR to 55°30 9 north in the Russian Federation.56

(Recall that the northern border of the continental United States runs along the 49°
north parallel from Minnesota to Washington state.) In the mid-1990s, for example,
the average costs of production in Russia were 2.8 times higher than in Japan, 2.7
times higher than in the United States, 2.3 times higher than in France, Germany and
Italy, and twice as high as in the United Kingdom, and this with a labour force
working at a small fraction (in dollar terms) of average wages in these countries.57

The argument can be illustrated by any number of sectors in the Russian economy.
Most famously, the productivity of Russian agriculture in terms of value added has
historically been much lower than in Western Europe.58 Poor soil, unreliable rainfall
and brief growing seasons tended to keep Russian agriculture near the subsistence
level in pre-modern times and to perhaps one-third (at best) the productivity of
Central European farming. Relatedly, whereas in Western Europe in the 16th–18th
centuries the work of several dozen peasants was required to support one soldier or
of� cial, in Russia the labour of several hundred was needed.59 If anything, the
destruction of the peasant culture during Stalin’s catastrophic collectivisation cam-
paign of the 1930s lowered the productivity of Soviet agriculture further: it was not
until after 1953 that 1913 levels of per capita agricultural production were attained
and in the 1990s, with the collapse of state subsidy, the productivity of Russian
farming fell from a Soviet-era high of 20 centners per hectare to 14 between 1992 and
1997 (compared with 70–80 in northwestern Europe). The low marginal productivity
of most Russian farming has historically hindered the development of agricultural
surpluses which in West European countries sustained the rise of a reasonably
prosperous peasant and yeoman farmer class, the development of trade and cities and
the associated infrastructure of modernity captured under the rubric of ‘civic capital’
and ‘civil society’.60 This is dramatically illustrated in Table 6, outlining the relative
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productivity of agricultural labour in several countries in the last year of the Soviet
Union, as measured in value added (in dollars) per agricultural labourer.61

In the energy and related areas comparable economics apply. Consider that
permafrost covers 59% of the territory of the Russian Federation (i.e. 10 million km2),
extending continuously from Arkhangel in the northwest through the Russian Far
East. Rocks and permanently frozen soil can attain considerable thickness, ranging
from a few metres to 500 metres in Western Siberia and up to 1000–1500 metres in
Yakutia (Sakha). There are about seven months of continuous frost in this region. As
Radvanyi has noted, ‘this requires sophisticated construction techniques to avoid the
effects of thermal conduction induced by the construction of buildings or pipelines on
permafrost soils’.62 Building and � tting out oil and other infrastructure in Siberia and
the Russian North, where most of the new energy and other mineral reserves are
located, is unimaginably expensive by prevailing global practice. A barrel of West
Siberian crude oil thus costs ca. $14 to produce, versus $4 for Kuwaiti crude and US
oil drilled from the Gulf of Mexico, ca. $10 for North Sea crude, and a projected $16
for oil drilled from the Alaskan wilderness preserve, suggesting, in spite of higher
costs to observe environmental restrictions in Alaska, that the extremity of Arctic and
sub-Arctic conditions makes Russian (as with Alaskan) oil intrinsically expensive
compared with other producers and exporters.63

Under these climatic conditions basic construction costs are in general higher than
elsewhere: thicker walls require more massive foundations, all of which multiplies the
basic costs of production. (For example, a typical Russian one-storey house is
equivalent to a three-storey English house in terms of construction materials used, not
because Russian labour is more wasteful—even if it is—but because English houses
cannot be lived in under Russian conditions.) Morever, depreciation costs are higher
since buildings are also shorter-lived in the Russian climate. As a result, construction
costs of all kinds are generally two to three times more expensive in Russia than in
Western Europe.64

The intrinsically high costs of Russian oil production are compounded by the
general obsolescence of Russian drilling technology, which is still largely based on
a turbo-drill technology developed before World War II. The turbo-drill, which uses
high pressure water and mud injections to soften the soil, does not rotate and can be
made with relatively low quality steel. Drilling below 3000 metres requires rotary
drills, demanding higher quality steel from domestic or foreign producers. The
stagnation of the Russian steel industry and the paucity of foreign investment have
seen Russian oil production continue to fall throughout the 1990s. In many regions
there are more repair brigades than production brigades in the � eld. As Bater notes,
new ‘� elds discovered tend to be smaller, and almost by de� nition in more remote
and hostile environments, and therefore are more costly to tap’.65

Relatedly, Russia expends three to four times as much energy as do Western
Europe, South Korea, Japan and Australia to produce a given level of economic
output, and 60% more than the United States. No doubt, as in all of these areas, there
is room for greater ef� ciencies. But there are also limits. Thus it takes about four tons
of heating fuel to heat a typical Moscow � at for four persons during a year that
includes a seven-month ‘heating season’ (as against the seven-month growing season
in my home state of Virginia); this would cost about $2000—well above the average
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annual dollar Russian wage—at world market prices. Were Gazprom and the oil
companies to insist on world market prices for their products, most of Russia would
not survive the winter. The same holds true for electricity: on purely market grounds,
why should Russian electricity producers supply to Russians at all, given that the
domestic price has been 1–2 cents per kilowatt hour as against 12–15 cents in most
of the rest of the world? Fully 80–90% of the cost of mining Siberian gold is de� ned
by expenditure on energy, the infrastructure of which was established under decidedly
non-market Soviet auspices. Likewise, the mining of copper and nickel in Norilsk is
dependent upon nearby gas installations, without which prices would become unsus-
tainably high. The 80% of Russia’s massive energy reserves that are made up of coal
may be unrecoverable under market conditions: there is simply no pro� t to be made.
In a dramatic but by no means atypical case, while Russia possesses huge deposits of
bauxite—in the Kolyma Peninsula, near Volkhov, and in the Urals region—under free
market conditions it is cheaper to purchase bauxite in Tunisia and Guinea and ship
it to the Altai region to produce aluminum.66

From this point of view, it is perhaps not entirely coincidental that the initial
‘development’ costs for coal, gold, silver, diamonds etc. in such locales as Vorkuta,
Magadan, Yakutia and elsewhere in the Russian north were borne by slave labour
under the economic jurisdiction of the NKVD. According to the 1941 ‘State Plan of
the Development of the National Economy of the USSR’, a copy of which landed in
the famous Smolensk Archive, now housed in the Hoover Institution at Stanford
University, 18% of Soviet capital investment that year, apart from transport and the
armed forces (for which no data were given) fell within the responsibility of the
NKVD (i.e. 6.81 billion rubles out of 37.65 billion rubles in all). According to
Gosplan chief Nikolai Voznesensky (himself to fall victim to a purge later in the
decade), the NKVD’s capital investment responsibilities came to 12% of a total
national investment pool of 57 billion rubles. In the � eld of construction, the NKVD
was responsible for 17% of all production, exploiting over 1.17 million forced
labourers for that purpose. In timber, the NKVD share of total national production
was 12% although, importantly for our purposes, in northern regions the percentage
was much higher: in Arkhangelsk oblast’ 26%, in Khabarovsk oblast’ and the
Karelo-Finnish republic each more than 33%, in Murmansk oblast’ more than 40%
and in the Komi Autonomous Oblast’ more than 50%. Virtually all of Soviet gold
production was administered by the NKVD, which governed huge territories like
Kolyma toward that end, while the NKVD was to produce 150 000 tons of chrome
out of a total Soviet production of 370 000 tons, 5.3 million tons of coal, 250 000 tons
of oil and 82 million bricks in Khabarovsk oblast’ and Primorsky krai alone.67 In the
end, it remains unclear ‘whether or not this pool of forced labour—civilian, prisoner
of war or simply criminal—ever really contributed to the national economy more than
it cost to supervise and support …’.68

Long after the death of Stalin and the end of the mass terror, Siberian economic
development was mainly subsidised by the Soviet government, i.e. by other, econom-
ically more viable regions of Russia. For example, in the mid-1970s Vladimir Putin,
now President of Russia, earned 1000 rubles for one-and-a-half month’s work in the
Komi Republic, north of the Urals. By contrast, the average doctor or teacher could
expect to earn 180 rubles in the same period of time, a discrepancy of more than 5:1.69
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Market economics and Arctic development simply do not mesh well, as Canada’s
Arctic North (as well as Alaska), with a population density one-� ftieth that of the
Russian Federation, testi� es.70

Conclusions

What conclusions may be drawn from the above analysis? First, on strictly liberal
market grounds, most of the Russian economy should be declared bankrupt. As
Ericson has observed, ‘a large proportion of [Russian] � rms in any industry, and all
� rms in some basic processing industries, are nonviable in the most basic sense—they
can never produce goods that could sell for more than the cost of production’.71 By
1998 nearly 49% of Russian enterprises were operating in the red (under admittedly
opaque Russian accounting practices).72 One indication of the impact of market logic
on the Russian economy may be seen in the fact that, while using non-market (largely
physical) indicators the Soviet economy of the mid-1980s is now estimated at about
one-third of that of the United States, application of market (i.e. value-based) criteria
placed the Russian gross domestic product at just 2.5% of that of the United States
in 1993, just two years after the Soviet collapse.73 Hedlund has written in this regard:

No mental transformations conceivable would have solved the problems of what to do with
derelict, value destroying industries; with resource extraction in places where nature
precludes all sense of pro� tability; or with urban concentrations north of the Arctic Circle,
which under any remotely economically rational regime would never have been put there in
the � rst place.74

Second, taking geography seriously highlights the enormous difference between
geologically existing resources and economically available resources.75 It is the huge
initial costs of development associated with Siberian investment, in the context of the
political and legal uncertainties, that have deterred foreign and Russian investors from
paying for new systems of production as opposed to depleting the stocks of Soviet-era
investment (and investing their money elsewhere).76 And even then, the physical
inaccessibility of much of Russia’s oil and gas reserves means that they are, in the
words of one Russian economist, ‘no more accessible than methane from Jupiter’.77

Where massive, outdoor infrastructure is not concerned, as for example in the
computer and especially the software industry, climatic and geographical factors
clearly apply much less if at all. Here there is no intrinsic reason why Russia should
not be a worldwide software leader. But here institutional considerations prevail: i.e.
rampant software piracy, while of obvious short-term bene� t to the impoverished
Russian consumer (who can pay $1 but not $20 for a CD), raises impossible economic
obstacles to the development of a legitimate, native Russian software industry. The
inability of the Russian state to contain software piracy places Russia at a clear
competitive disadvantage compared with India, which has even lower labour costs,
more widespread use of English, placement of a myriad of Indian executives in US
companies, and the aid of the government. The barrier of legal and administrative
uncertainty remains whatever the degree of climatic and geographical in� uence upon
the costs of production.78

Third, under these circumstances, it is clear that liberal economic premises have
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much less applicability to Russia’s circumstances than the famous Washington
Consensus of the 1990s presumed. Russia as a whole cannot be developed econom-
ically without the state. This is not the same thing as saying that there is no place for
the market in the Russian economy. But in a liberal world economic order, why
should capital automatically � ow to a Russia whose costs of development are
typically two to three times higher, even with cheap and relatively skilled labour, than
almost anywhere else in the world? It is hard enough to envisage how Russia can
develop with its existing ‘quasi-market’79 and in the presence of the corrupt and
criminalised state that prevails today. As Gustafson has observed, ‘the quasi-stabilisa-
tion we see in Russia today, founded on what remains of the Soviet inheritance, is not
viable over the longer run, because it cannot generate growth and prosperity’.80 But
it would appear implausible to imagine that even an ef� cient and incorruptible
Russian economy and public sector could thrive under strictly liberal auspices,
without a state structure and state policies designed to compensate for the many
inherent disadvantages that Russia faces as a result of its economic geography. There
is plenty of room to debate the kinds of state policies and their relationship to the
market economy—e.g. the degree of tariff protection, the most bene� cial currency
valuation,81 industrial policy and the inevitable subsidy as well as investor guarantees
that this implies,82 redistribution across classes, sectors and regions, the degree of free
movement of goods in relationship to the free movement of capital (i.e. open versus
closed capital accounts), the relative importance of ownership (state or private) versus
competition among enterprises,83 special economic zones and so on.84

At a minimum, some combination of a weak ruble, targeted protectionism,
production-sharing agreements for foreign investors and a legal basis for trading in
land that could collateralise Russian land holdings to stimulate domestic mortgage,
loan and insurance markets would seem to be required to encourage substantial direct
investment in Russia and the prospects of a sustained recovery. Here there is little
distinction between Russian and non-Russian capital: holders of capital, whatever
their nationality, can no longer be coerced into � nancing Russian development.
Instead, they must be persuaded to do so. Tools of persuasion, in addition to those just
mentioned, must include clear, stable and enforceable property rights and transparent
corporate governance. Yet two questions remain: in an increasingly liberal world
economic order, characterised not only by free movement of goods but free move-
ment of capital, is it possible for the Russian state (a) to offer the massive (and
essentially neo-colonial) concessions needed to induce large-scale capital investment
in Russia’s decaying economic infrastructure, and (b) to enforce (as does the Chinese
government) essentially mercantilist controls on the movement of capital? If the
answer to either of these questions is no, then two � nal question arise: (1) To what
extent does a liberal world need Russia at all? (2) Indeed, to what extent can historical
Russia exist in a predominantly liberal world order?
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