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 SOVIET ECONOMIC DECLINE:

 DID AN OIL CRISIS CAUSE THE
 TRANSITION IN THE SOVIET UNION?

 Douglas B. Reynolds*

 Introduction

 If Marxist-Leninist Communism was so inefficient, then why did it last in one form or another for over 70 years in the Union of Soviet Socialist Republics
 (U.S.S.R.)? Did it last so long because inherently it provided a good economic
 system or was it not as inefficient as widely believed and some other circum
 stances caused its demise? In this study the latter is identified and analyzed. The
 Soviet system was not spectacularly inefficient and was an adequate if below
 average system for running an economy. As long as there were plentiful resources,
 the Soviet economy could continue running. However, rather like a gas-guzzling
 car, the planned economies became spectacularly inefficient in the face of resource
 scarcity, particularly oil scarcity. A planned economy is not flexible enough to
 reallocate quickly scarce resources that suddenly decline in production.

 It seems no coincidence that Soviet oil output declined by 30 percent from 1988

 to 1992, precisely the period when the breakup and capitalist transformation were
 occurring.1 Furthermore, since 1992 Russian oil production has declined an addi
 tional 20 percent or more and during that time Russia's recession has worsened.
 Most analysts see cause and effect during the Soviet transition as being one of the
 transition of the economy causing the oil output decline. In this paper the opposite

 is postulated: it was the fall in oil production that caused the final breakdown of

 *Dr. Douglas B. Reynolds, Assistant Professor of Economics at the University of Alaska
 (Fairbanks), received his Ph.D. from the University of New Mexico. He taught and researched

 energy economics for two years in the Republic of Kazakhstan at the Kazakhstan Institute of Man

 agement, Economics and Strategic Research (KIMEP). The author's research interests include oil
 production and energy economics.
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 66 THE JOURNAL OF ENERGY AND DEVELOPMENT

 the Soviet economy. The collapsing Soviet economy then led to the breakup and
 political change of the Soviet system. Certainly, there were many factors that
 played a role in the fall of the Soviet Union. Nonetheless, the "straw" most ca
 pable of breaking the proverbial camel's back was oil.

 In 1973 and 1980, when the West went through massive economic dislocations
 due to oil price shocks, the Soviet Union did not appear to experience equally
 large problems. This was because the Soviets had adequate oil at that time to
 fulfill domestic needs and even enough surplus to export. Even during the so
 called Soviet "oil crises" of 1977-1982 and 1982-1988, the Soviet Union did not

 reflect failing oil production except for a slight decrease in 1984.2 During both
 periods the Soviet Union could cover consumption and exports and thus the economy

 was not greatly affected. However, by 1989 that situation had changed. Finally,
 the Soviet Union faced the same economic crisis that the West had already en
 dured in order to allocate its oil more efficiently.

 In 1989 official Soviet oil consumption was higher than the former U.S.S.R.'s
 entire oil production of 1993.3 Also in that year, the Soviet Union officially ex
 ported 30 percent of its oil, much of which was delivered to its Eastern European
 satellites. Together, the Soviet Union and Eastern Europe consumed roughly 20
 percent more oil in 1988 than produced in 1993. The only way that the Soviet
 Union could have possibly survived such an oil production decline crisis (not to
 mention a complete loss of hard currency lost by oil exports, cuts in internal con
 sumption, and slashing of exports to Eastern Europe) would be a shift to a market
 economy. The U.S.S.R. did exactly that, first cutting off Eastern Europe from
 cheap Soviet oil and forcing them to pay in hard-currency prices. Then, when that
 proved insufficient, the Soviets themselves had to allow internal oil prices to rise.
 This forced the U.S.S.R. to follow the same transition as in Eastern Europe. In
 deed, Soviet and post-Soviet oil consumption declined a staggering 50 percent
 from 1985 to 1995. However, the transition was not by choice but by brute eco
 nomic force.

 This paper first seeks to trace the theories for the U.S.S.R. collapse, the impor
 tance of oil to an economy, and how oil affects economic growth. Specific facts
 about the Soviet oil crisis and the economic decline of the U.S.S.R. and Eastern

 Europe will be shown. Finally, the paper will explain why Soviet oil production
 declined, not because of inefficient planning but rather because of scarcity.

 The Competing Theories

 The classic economic explanation for the decline and break up of the Soviet
 Union is given by D. M. Kotz and F. Weir.4 They argue it was economic stagna
 tion that precipitated political changes toward democracy. This paper agrees with
 their analysis but adds one more element to the economic sequence of events: an
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 SOVIET ECONOMIC DECLINE 67

 oil crisis. Other variations of the economics of the Soviet transition can be found

 from G. Krueger, W. Kafouros, M. Ellman and V. Kontorovich, and K. Osband.5
 The sequence of events follows:

 1. Even though a planned economic system is relatively inefficient, it is still
 able to obtain high rates of growth by merely moving from an agrarian to an indus

 trial economy. During industrialization, it is a relatively simple feat to borrow and

 then implement the best technology from other industrialized countries. However,
 as a greater proportion of a work force labors in factories rather than on farms,
 there is less potential for economic growth based on industrialization alone. Fur
 ther growth depends on innovation. Thus, the Soviets were faced with the transition

 from extensive growth to intensive growth, i.e., growth based on technology not
 merely industrialization. Many societies other than that of the U.S.S.R. faced this
 problem as well.6 Unfortunately for the Soviets, their economic system was espe
 cially weak at innovation. In general, growth based on innovation rather than
 transformation is slower, particularly for a planned economic system. By the mid
 1970s the Soviet Union began to stagnate.

 2. As stagnation in the Soviet economy continued, the people and even the
 party leaders began to grow impatient; all wanted faster growth. The perceived
 need for more economic growth allowed Mikhail Gorbachev to rise to power in
 1985 on a platform of reform and institute "perestroika," "glasnost," and greater
 economic freedom.

 3. The new economic and political openness created even greater economic
 inefficiency due to the double direction of these policies. Some segments of the
 economy were freed, namely, wages, while other segments of the economy were
 still being planned or regulated, i.e., prices.7

 4. The greater freedom "perestroika" engendered for some aspects of society
 created a changing society that gradually grew accustomed to more freedom. So
 viet society was experiencing rapid change. The Soviet citizenry increasingly saw
 how it had fallen behind the West and was more bold in expressing discontent.8

 5. The partially free, partially planned hodgepodge of economic policies sped
 the economy's decline.

 6. As the economy weakened still more, greater political discontent and frac
 tionalization within and outside of the communist party occurred. The discontent
 induced an even more dichotomous policy: trying to free the economy more but
 simultaneously expanding control.

 7. Eventually this failing economy that necessitated bad policies within the
 framework of a command system resulted in a worsening economy. Finally, the
 sinking economy produced enough discontent that the political system broke down
 and the Soviet Union broke up.

 An alternative theory of the collapse of the Soviet Union has to do with military

 buildups.9 In this model we have the same economic stagnation as before, but it is
 made worse due to ever greater resources being poured into the defense industry.
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 68 THE JOURNAL OF ENERGY AND DEVELOPMENT

 As defense consumes a bigger piece of the Soviet pie, there is less investment in
 capital. The total pie contracts, leading to economic and then political collapse.
 The U.S. defense industry has claimed that President Ronald Reagan's military
 expansion helped to cause this contradiction. The theory suggests that the U.S.
 military buildup induced a Soviet military power escalation. In trying to keep up
 with the West, the Soviet Union deprived its economy of needed investment, thus
 speeding up its economic decline.

 These general explanations, however, do not explain why the breakup occurred
 precisely in the late 1980s and early 1990s. The idea that wages were allowed to
 rise but prices were kept constant does not take into account the thriving black
 market during this time.10 Nor does the theory explain why the Soviet authorities

 started the process of "glasnost" in the first place, choosing to raise wages sud
 denly in the late 1980s. The reasoning becomes circular: Soviet mismanagement
 caused Soviet mismanagement. However, because a black market existed through
 out the Soviet economy, one cannot use Soviet planning as the singular cause for
 the monumental decline. Black markets are powerful economic structures that can
 overcome the most foolhardy of policies. Furthermore, the Soviet and Eastern
 European economic declines did not start in earnest until 1989 although all the
 factors just mentioned existed before 1989. For example, the Soviet military had
 always taken a larger percent of gross domestic product (GDP) than did defense
 expenditures in the United States, even as far back as the Russian Revolution.

 Additionally, the Soviet military always lagged behind the West technologically,
 so it was aware of the gap. Hence, one is left searching for an alternative reason
 for the events of 1989 to 1991. Is there a more definitive cause-and-effect scenario

 for the how and why of the Soviet collapse at the precise time it did?

 The Role of Oil

 A more fundamental problem in the economies of Eastern Europe and the So
 viet Union was the decline in Russian oil output. As the main oil producer for the
 communist bloc, the U.S.S.R. production decline pushed the Soviet and Eastern
 economies over the brink of disaster, causing the collapse. What is more, the oil
 output decline did not stop with the break up but has continued to this day, exacer

 bating the economic problems of Russia and the Soviet successor states. Certainly
 much of the economic stagnation in the 1970s and 1980s was caused by the stag
 nation of industrialization and the lack of innovation. Military defense spending
 possibly did play a role in further economic collapse, and, as Alexander Dallin has
 asserted, Gorbachev and his policy of "glasnost" were a big factor in changing
 Soviet society because this allowed people to feel freer to react politically and
 express their desire to change communist rule.11 However, like Kotz and Weir, in
 this study the final cause of the break up is attributed to economic decline.12 In
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 SOVIET ECONOMIC DECLINE 69

 addition, the final decisive economic event—the straw that broke the proverbial
 back of Soviet economics—is identified as the decline in oil production.
 Consider first how valuable oil is as an input into production. M. Gisser and T.

 H. Goodwin show that the price of oil significantly affected the growth rate of the

 U.S. economy.13 R. Boyd and T. Caporale show that not only oil prices but even
 the uncertainty of oil prices can affect economic growth.14 Trying to make a tran
 sition from using oil to alternative energy resources such as coal or gas, there is
 certain to be a price rise for oil and such a price rise would necessarily create
 economic problems. It did so for the West. It would also have to be true for the
 Soviet Empire.
 In order for the Soviet Union and Eastern Europe to overcome the loss of oil,

 their economies would need new technology, more innovation, and greater alloca
 tion efficiency for their oil resources; only a rise in prices could make that happen.
 In the final years of the Soviet Union, specifically from 1988 to 1992, the com
 mand economies were being forced either to use less oil, to switch to alternative
 energy sources, or to do both and in a very short time span. This was a sudden
 collapse. The price of oil had been artificially set much lower than the world price
 and much lower than its scarcity value within the communist system.15 This low
 price, coupled with virtually unlimited supplies up to the 1980s, subsidized the
 Soviet and Eastern European economies. However, once the oil became scarce
 due both to continued low economic growth and languishing supplies, internal oil
 price had to go up. This created an oil crisis.
 Consider the history of the Soviet economy up to and since its break up. In

 particular, compare the Soviet and U.S. economies in relation to oil consumption.
 We look at oil consumption statistics rather than price statistics because the Soviet

 Union kept internal oil prices artificially low and constant. In addition, oil con
 sumption statistics within the Soviet Union are generally correct but not necessarily

 very accurate due to the desire to show high growth in every sector of the economy.

 Thus, it is not possible to econometrically relate oil statistics to economic growth,
 especially since other changes in the economy were occurring simultaneously.
 Nevertheless, according to the U. S. Central Intelligence Agency (CIA), Soviet oil
 consumption was increasing at roughly a 7-percent rate per year and oil produc
 tion at roughly 8 percent annually from 1960 to 1975.16 During that time the CIA
 estimates that the Soviet Union had roughly a 6-percent rate of economic growth.
 From 1975 to 1980, the Soviet Union had a much lower 4-percent annual rise in oil
 use and only a 3.5-percent increase in yearly production. This is the time when
 Soviet growth fell to 2.6 percent. From 1980 to 1985, the Soviet Union had no
 increase in oil consumption and a slight decline in oil production. At that time the

 annual economic growth fell to 1.8 percent according to CIA estimates.17 Finally,
 from 1988 to 1992 Soviet and post-Soviet oil production collapsed, as did con
 sumption. In that period Eastern Europe, the then-Soviet Union, and the former
 Soviet Union (FSU) went into severe economic decline. What is striking about
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 this span is that oil production declined first then consumption, not the other way
 around. If one expected an economic crisis causing an oil output decline, then the
 reverse would occur.

 In fact, growth and decline of an economy and the growth and decline of oil
 consumption go hand in hand. Consider the United States. From 1960 to 1973,
 the United States had a 7-percent growth in oil consumption and a 5-percent eco
 nomic growth rate. From 1973 to 1975 the United States consumed roughly 6
 percent less oil and had a recession with a 6-percent economic decline due to the
 oil price shocks. From 1975 to 1979 the U.S. oil consumption rate increased at
 about 6 percent annually while there was simultaneously a 5.5-percent per year
 growth rate. Then, starting in 1979, another set of oil price shocks stimulated
 greater oil conservation. From 1979 to 1982, U.S. oil consumption declined at an
 incredible 5 percent per year, with no growth in the economy during that period
 and a major recession.18

 The U.S. experience as well as that of Western Europe points directly to a link
 between oil availability and growth, especially in the short run. In Western econo
 mies, availability of a resource is determined by price; in planned economies, only
 quantity determines availability. High oil prices definitely affected the United
 States and other free economies; the same must have been true for the Soviets. In

 the West, oil scarcity was visible due to the skyrocketing oil prices. This induced
 oil conservation at the expense of going through two major recessions and lower
 overall growth rates after 1973. However, the Soviet Union had to make the same
 kind of adjustment. It had to have a similar short-run shock in order to use oil
 more efficiently. It also had to have an oil crisis. The U.S.S.R. oil crisis was much
 less visible due to regulated prices, the confusing price structure applied through
 out the economy, and the hyperinflation to which the government resorted during
 the transition. Nonetheless, the Soviet Union had to go through the same oil con
 servation transition that the rest of the world had already made in the 1970s and
 early 1980s, only it had even less flexibility than the United States for adjusting to
 input scarcities. Designs for fuel-efficient capital and transportation as well as the

 implementation of fuel-efficient methods of production and transportation could
 not possibly be developed and implemented as rapidly in a planned economy as in
 a free market economy. This explains why many of the Soviet party elite in the
 final days pushed ever harder for more openness and especially freer markets.

 This brings up the peculiar dichotomy that existed between East and West dur
 ing the tumultuous 1970s and 1980s. In the mid-1970s from 1973 to 1975, almost

 the entire world was having severe economic troubles due to the oil price shock.
 However, the Soviet Union and Eastern Europe appeared relatively well off, albeit
 with some stagnation during this time. Their economies appeared less trauma
 tized. There was no rioting or policy to reduce military outlays drastically. By
 contrast, the West was full of energy talk and was grasping for ways to overcome
 energy shortages. The idea of a U.S. military strike against Saudi Arabia in order
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 SOVIET ECONOMIC DECLINE 71

 to occupy the oil fields was even floated.19 No such ideas were coming from
 Russia. Then in the late 1970s, the Western economies seemed to be back on track

 while the Soviet Union staggered a bit economically.
 In the early 1980s, the West again went into disruption with another round of

 oil price shocks. All the leading countries endured a recession. While not un
 touched, the Soviet Union appeared to ride through the 1980s price shocks with no
 serious disruptions. In fact, they were helped by the oil price increases, which
 allowed U.S.S.R. oil trade to the West to expand, thereby financing imports of
 Western goods and technology. Only Poland and perhaps some other Eastern Eu
 ropean countries were affected at this time. Finally, the end of the 1980s came
 with most Western economies experiencing solid growth, but with Eastern Europe
 and the Soviet Union undergoing economic and political collapse. One is left to
 wonder why the East was insulated from the same oil troubles that the West had
 experienced, only to collapse so suddenly when the Western economies were do
 ing so well.

 The differences are much clearer when one considers oil consumption patterns.
 Every time the West went into a recession during this period, it was because it was

 forced to consume less oil due to the high prices. However, the communist/planned
 economies had enough oil during those times. Nonetheless, the Soviet Union and
 Eastern Europe were forced to use less oil at the end of the 1980s. Their oil crisis
 finally erupted. The Western recessions occurred during times of decreased oil
 use. The same was true for the East. However, the Western periods of transition
 were at different times than those in the East because the two sets of economies

 were virtually cut off from one another. The East was dependent on Soviet oil
 while the West was dependent on oil from the Organization of the Petroleum Ex
 porting Countries (OPEC), especially the Middle East. The oil scarcity of East
 and West, occurring at different times, affected national growth rates at different
 times. The most severe decrease in oil production in the East started in 1989,
 which undoubtedly had a major "stagflationary" affect on those economies.

 If we consider the time period of the mid-1980s to the mid-1990s, U.S.S.R. and
 former Soviet oil output declined from a high of 12.66 million barrels per day (b/
 d) in 1987 to a low of about 7 million b/d in 1995.20 Eastern Europe and the Soviet
 Union combined consumed about 10 million b/d or more in 1987. By 1997 con
 sumption had fallen to roughly 5.5 million b/d of oil. That is almost a 50-percent
 cut in 10 years. If, however, the command economies had continued to depend
 exclusively on Soviet oil, then they would have had to either import oil at the rate
 of about 3 million b/d or make their economies more oil efficient by 30 percent.

 Could they have managed that? The planned economies of the East had little to
 export to pay for so much oil. On the other hand, even the Western economies
 during the height of the second oil crisis (1979-1980) could only manage a 20
 percent reduction in oil usage while they became more oil efficient. Yet that
 20-percent decline caused monumental problems for the West. How could planned
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 economies have faired better? The planned economies would have had to experi
 ence an even more painful transition than the West and, in fact, they did. A sweeping

 move toward a free-market economy from that of pervasive government owner
 ship is neither rapidly accomplished nor a panacea for all economic problems.

 Nonetheless, the need for the Soviet Union and Eastern Europe to become more
 oil efficient and as quickly as possible was a strong force for change to a market
 economy and toward political liberalization. Furthermore, the intense discontent
 of the population due to the oil crisis and economic downturn coupled with the
 lack of military resources for internal control made it virtually impossible to fore
 stall change. To summarize, one could assert that the period 1988 to 1992 was the
 world's third oil crisis in 20 years and the one that brought down the powerful
 Soviet empire.

 Unfortunately, the free market push could not be instituted fast enough. From

 1988 until 1992, Soviet oil production fell an astounding 9 percent per year. These
 years correspond with the period of the fall of most of the communist governments

 in the Soviet sphere as well as the break up of the Soviet Union itself and the loss
 of power of the Soviet communist party. Interestingly, the economy of the Soviet

 Union, the post-Soviet states, and Eastern Europe crashed by the same magnitude
 of force as that of the oil production. The exact level of economic decline in the
 Soviet and post-Soviet world is difficult to set, given statistical inexactness and
 currency changes. Nevertheless, it would be difficult to fail to note these two
 incredible events of economic decline and oil production decline occurring at ex
 actly the same time without some linkage. Furthermore, given the magnitude by
 which the Western economies were affected by their oil crises, the Eastern econo
 mies would have been even more affected because they could not adapt as easily
 as the West had and because they had to reduce oil consumption even more.

 The most startling aspect of the U.S.S.R.'s oil crisis after 1988 is that oil output
 declined first and then oil consumption. If one anticipated an oil production de
 cline due to an economic crisis, then the economic crisis would first cut consumption

 significantly before it would have affected output. This did not happen. Soviet
 production first began to decline, then oil shortages appeared, followed by an eco
 nomic crisis and finally huge consumption declines. Had the Soviet Union
 transformed itself in 1980 or even 1975, there would have been consumption de
 clines but no production declines. The opposite held true for the transition of the
 early 1990s.

 This leads one to believe the cause and effect of the Soviet transition is that of

 politics reacting to oil production, not oil output reacting to politics. In the West,
 all the evidence suggests that politics reacted to oil prices. Would not the same
 apply in the East? The Soviet economy was not flexible enough to cope with
 diminishing oil supply and higher oil prices. In the closed U.S.S.R. system, the
 price of oil was set artificially low relative to the outside world and to the true
 value of oil. When the supply declined, oil prices had to go up inside the closed
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 system. Yet a planned economy, already under siege, could not adjust to the strain.
 If one acknowledges that there was indeed an oil crisis in the Soviet Union at the
 time of its break up, then the sequence of events as outlined in the competing
 theories given earlier should be reexamined. The third point of increased eco
 nomic inefficiency through the mixture of planned and free segments of the economy

 in the classical model of the Soviet decline should be amplified or a new element
 inserted before the fourth point. The added element would explain how the economy

 had to adjust to an oil crisis brought on by the decline in Soviet oil production.
 This decline was the final and decisive push that broke up the Soviet Union and
 dismantled the power of the Communist party.

 The Cause of the Soviet Decline in Oil Output

 Most analysts claim that the cause of the Soviet oil production decline was a
 combination of old technology, a lack of investment in the industry, and poor man
 agement. In addition, the break up of the Soviet Union itself and the problems of
 the economic transformation are considered important factors.21 However, there
 is evidence to suggest that the Soviet oil output decline was natural and would
 have happened no matter what the Soviet Union did.
 Consider first the idea of technology, that production decreased because the

 Soviet Union had out-of-date oil technology. However over time, even in a closed
 system such as the Soviet Union, information about technology and technology
 itself must increase. Soviet technology, although behind that of the West, was
 always getting better, not worse. Thus, consistently better technology of and by
 itself cannot cause lower production. Even the United States has had consistently
 better oil production technology and stable real prices since 1970; yet oil produc
 tion has declined.

 Another possible cause of a drop in oil output is mismanagement. Again, the
 only way for mismanagement to cause an oil production decline is if the level of
 management efficiency falls over time. There is no reason to believe that manage
 ment was much better in the 1960s when oil production skyrocketed then in the
 1980s when it stagnated. There is always incentive to produce more oil with a
 given set of inputs, whether under a communist or capitalist system. The incentive
 in a command system was to climb the party ladder, to become a manager, or even

 to receive a higher salary as the Soviets did have incentive pay systems. So incen
 tive was always in the system to manage the resources the best way possible and to

 lift as much oil as possible. Unfortunately with oil, it is possible to produce too
 much. If managers overlift when oil fields are initially put into production, which

 is suspected in the Soviet Union, then production can decline faster in later peri
 ods. Such reservoir damage may have occurred in the 1970s and 1980s. The
 overproduction caused a severe decline in later output in the late 1980s and early
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 1990s. While this point could be a factor in Soviet oil decline, it cannot explain
 everything. It is a long-run phenomenon and did not occur overnight.

 If the decision to extract too much oil in the 1970s and 1980s was the cause of

 the 1990s drop in output, then it cannot be the transition problems of the late 1980s

 that primarily caused the oil production decline starting in 1988. In addition, ex
 tracting oil more slowly in early periods of an oil field's life cannot prevent an
 eventual production decline; it can only delay it. If the Soviet Union had extracted
 oil more slowly in the 1970s and 1980s, its oil crisis could have occurred earlier.
 T. Gustafson points out that two "oil crises" occurred in the Soviet Union in the
 late 1970s and mid-1980s.22 However, neither of these so-called crises caused
 reductions in oil production except in 1984 and neither caused economic prob
 lems. It was only the decline after 1988 that brought economic problems and was
 a true crisis. The fact remains, scarcity caused the Soviet oil output decline just as
 it caused that in the United States. Regardless of Soviet mismanagement as a
 cause, oil production did fall. There was scarcity and the economy had to adjust to
 less oil, which induced economic stagflation.

 Another suspected cause for the production decline is a lack of investment.
 However, the level of investment in new and developmental drilling according to
 the CIA was increasing in the late 1970s and early 1980s.23 Gustafson notes the
 number of exploration wells completed increased by 6.5 percent from 1965 to
 1975, and capital spending on oil and gas exploration rose by 27 percent from
 1980 to 1985 with even greater increases in investment in other oil and gas infra
 structure needs.24 Had new giant oil fields existed, they could have been found.
 Furthermore, now that the Soviet Union has collapsed and the oil industry is more
 privatized, no one believes that substantial increases in investment today will gen
 erate substantially greater oil production than was attained in 1988. Some may
 claim that confusion in the industry during the Soviet break up also may have
 slowed investment during those years and even a loss of control of management.
 Yet again, it is impossible to believe that a very few years of below-average incen
 tives or management or investment can cause a 50-percent reduction in the oil
 production when before and after adequate incentives, management, and invest
 ment exist. This explanation of disarray in the oil sector is disproven by the situation

 in Iran during its revolution in 1979. In that year, the whole Iranian oil industry
 collapsed, but in a little more than 12 months production was back to its former
 level and under a new, highly restrictive economic regime. The former U.S.S.R.
 went from a restrictive economic regime to a more open, free-market regime. Could

 such openness create such a severe oil production decline?
 The demand for oil is strong because of high export prices. Thus, Russia can

 sell as much oil as it produces, and if it could produce the oil in the archaic Soviet
 period, what other reasons than scarcity would restrain production now? More
 over, the Soviet oil transport infrastructure domestically and to Eastern Europe
 and for export remained after the collapse of the Soviet Union. The drop in
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 production cannot be traced to a decline in demand or a lack of export infrastruc
 ture alone.

 Notably, some of the same arguments about the Soviet oil industry also could
 be heard in the U.S. oil industry in the 1970s and 1980s: too much regulation, few
 or no incentives for new technology, and so on. Yet the United States and the
 Soviet Union both experienced production declines and the former despite its freer
 market system and better property rights. Clearly, since the United States and the

 Soviet Union had different economic systems, they should have produced oil in
 different patterns; in fact, they exhibit the same pattern.

 Let us compare the Soviet and U.S. experiences. Figure 1 offers U.S. oil pro
 duction as a function of cumulative production. Dates for important events are
 added. Notice that the United States encountered a steep decline in oil output even
 though prices were very high. Low oil prices or a lack of investment did not cause
 U.S. oil production to fall. During the 1970s and early 1980s investments in U.S.
 oil production and new wells increased dramatically. Yet with higher oil prices
 and increased investment, oil output fell. During the 1970s and 1980s there was
 constant talk in the United States about regulations or mismanagement causing the
 U.S. production decline, yet even after deregulation in 1980 and freer markets,
 output continued downward.
 Figure 2 shows Soviet oil production as a function of cumulative output—a

 pattern very similar to that in the United States. There is little reason to believe
 that the cause of this similar pattern is different; the Soviet Union had incentives to

 find oil just as in the United States. Rather, Soviet and U.S. natural resources are
 subject to the same laws of geology and supply. Incentives such as career ad
 vancement or even selling oil on the black market all combined to induce the
 Soviets to find and produce as much oil as possible. The technology, the incen
 tives, and the investment existed in the Soviet Union to find oil, especially after
 output stagnated. The cause of the Soviet and post-Soviet oil decline then has to
 be for a reason similar to the United States, namely, scarcity. Both are mature oil
 producing regions.
 It also has been argued that if the Soviet Union had invested more heavily in

 Kazakhstan's Tengiz oil field or the offshore oil fields of the Caspian Sea it could
 have halted the decline in production. However, at a reserve-production ratio of
 20 or so, the Tengiz can produce about 1 to 2 million b/d of oil and the Caspian
 may be able to double that—still not enough to compensate for the huge decline
 during the Soviet collapse. In addition, as in the case of Alaskan oil in the 1970s,
 these oil sources are remote and require large new investments and lead times.
 Even if the Soviet Union had started to exploit these resources in the 1970s using

 Western technology, it would have required a much higher domestic price for oil
 before coming on stream. In other words, an oil price shock within the Soviet
 Union would have been needed to initiate development of these resources, and

 such a price shock could have pushed the Soviet Union into an even earlier collapse.
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 Figure 1

 LOWER U.S. 48 STATES' OIL PRODUCTION (in million barrels per year) AND REAL OIL
 PRICE (in 1982-1984 dollars using the consumer price index) AS A FUNCTION OF

 CUMULATIVE PRODUCTION, 1900-1996
 (in billions of barrels)
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 Russia, like the United States, has to be considered a mature oil-producing re
 gion. If some Russian Arctic or offshore regions are unexplored, one should bear
 in mind that some Arctic and offshore regions remain unexplored in North America,
 but no one believes that the United States or Canada will have increasing oil pro
 duction. Even the development of Alaska's Prudhoe Bay itself did not halt the
 U.S. oil production decline after 1970. To what extent could a new giant oil field
 discovery in Russia increase oil output above 1988 levels, especially as Russia's
 oil production decline after 1988 was greater than that of the United States after
 1970? Would not the Soviet Union have found a Prudhoe Bay-size oil field if one
 existed? The technology to find such a large field was available and, without the
 environmental concerns that delayed exploitation of resources in northern Alaska,
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 Figure 2

 SOVIET AND FORMER SOVIET UNION OIL PRODUCTION, 1918-1997
 (in billion barrels)

 Yearly Oil
 Production
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 the Soviet industry was actively searching its arctic coasts, one assumes such a
 field would have been found if it existed.

 Since the collapse of the Soviet Union, oil production in Russia did manage to
 increase slightly in 1997 due to new and better technology, new investment, and
 better management. However, in 1998 and the forecast for 1999 is that oil produc
 tion will decline again, probably due to lower prices. Still, slight changes in current

 production are incidental compared to the monumental decline suffered after 1988.
 Even if Russia were to find one or two fields like Prudhoe Bay tomorrow, output
 could not climb back to its peak.

 A high price for oil implies scarcity. Indeed, scarcity caused the U.S.S.R. to
 free market prices, especially for oil, as energy is a foundation of the economy.
 While one can speculate that Russia's decline in oil output may have been faster
 than needed during the Soviet break up, it was certain to decline as did U.S. pro
 duction. This created an oil price shock. Just as the United States had major
 economic recessions after the oil price shocks, so did Russia. The former commu
 nist countries are still coping with higher oil prices.

 100

 Cumulative Oil Production
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 The Crucial Events from 1988 to 1992

 In order to analyze what really happened in Eastern Europe and the Soviet
 Union during the crucial break-up period, it would be necessary to have hard data
 on oil consumption and allocation. Unfortunately, official statistics during this
 period may not be accurate as they often were given out to pacify the public and
 quell party managers. Nonetheless, there are some interesting facts that can shed
 light on the span.

 In the 1970s and 1980s the Soviet Union was seeking to reduce Eastern Europe's
 reliance on U.S.S.R. oil, thereby freeing more petroleum for export and hard cur
 rency.25 Before 1989, the Soviet Union provided as much oil as Eastern Europe
 needed using a bartering system.26 In reality, the oil was bartered at well below
 world prices to Eastern Europe, Cuba, and North Korea largely in order to support
 these economies and U.S.S.R. influence.27 As oil production waned, those exports
 declined and the subsidy was cut, causing economic stress on the recipient coun
 tries. The Soviet Union already had a severe credit crunch due to lower oil prices
 on their exports in 1986. The U.S.S.R. compensated by cutting foreign imports
 that year. Unfortunately, exporting less led to even greater foreign currency prob

 lems; the Soviet Union started borrowing money to pay for imports. Eventually,
 the Soviet and Eastern European economies were forced to cut oil consumption to
 enable the Soviet Union to export oil for needed revenue to pay interest on foreign
 debts and buy essential Western technology.

 Finally, in 1989 the Soviet Union announced that trade to Eastern European
 countries in the Council for Mutual Economic Assistance (CMEA) would be con
 ducted in hard currencies and that oil exports to CMEA would be cut by 10 percent
 in 1990.28 During that year and after, the Soviet Union undoubtedly cut oil ex
 ports, although exact figures are difficult to access. The U.S.S.R. probably moved
 more quickly in selling their oil for hard currency than official accounts indicate
 and undoubtedly cut exports to those who could not pay. Thus, from 1989 to 1990
 Eastern Europe was going through an oil crisis. With less low-cost oil from the
 Soviet Union, Eastern European countries had to adapt their economies to the new
 market. They were confronted by the need to become more oil efficient almost
 overnight. The only path was through freer markets. The Soviet Union could see

 that the only way to cut exports of underpriced oil to Eastern Europe was by sim
 ply cutting off from the established trading system and let Eastern Europe sink or

 swim. In 1989 then, Gorbachev initiated total "glasnost" in Eastern Europe.
 It was clear soon thereafter, that with Eastern European economies in decline

 and with discontent rising, the Soviet Union had to decide between letting Eastern
 European countries leave the Soviet empire or controlling them militarily and pro
 viding subsidized oil. Since Soviet oil was becoming a precious commodity, the
 U.S.S.R. had no choice but to let go of Eastern Europe. Soviet control and influ
 ence in Eastern Europe came to an end and the CMEA was dismantled.29 No
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 longer did the Soviet Union appear to have the will to push its communist ideology
 and ideal.

 But the changes were not finished. The Soviet Union itself was in decline. In
 the fall of 1989, with prices still fixed, a curious phenomenon occurred. Soviet
 wheat and other agriculture crops were rotting in the fields.30 How could that have

 happened? We know that Soviet oil production was already declining and that
 domestic oil prices were still set well below world prices. Yet free markets were
 not introduced in the Soviet Union until early 1991. Initially one might suspect
 rotting crops were due to low artificial prices that gave no incentive to harvest
 them. However, there were black markets all over the country at that time. Har
 vested crops easily could have been sold if they could simply be transported to a
 black market. M. Ellman suggests that it was changes in administrations with
 continuous reorganization of the agricultural complex that caused it.31 However,
 again, black markets give incentives that can overcome poor government plan
 ning.

 The problem was more likely a lack of gasoline and diesel. Gasoline or oil sold
 on international markets would have provided a tempting source of hard currency
 reserves for the government in order to import needed goods and technology.
 Undoubtedly, much Soviet oil was being sold by the U.S.S.R. authorities or by
 black marketers on spot world markets. It would have been especially tempting
 for the government itself to sell on the world markets in order to pay interest pay

 ments on loans. With more oil sold abroad, there would be oil shortages in
 agriculture. There was a shortage of gasoline and diesel to harvest the crops and
 transport them to market.

 Eventually in 1991, all prices were allowed to go to market levels; nonetheless,
 it takes time for an economic adjustment. Thus, the economy fell into a deeper
 recession. Note too that even though prices were free, oil prices were kept low and
 the economy was not allowed to allocate the oil to its most productive uses, i.e., to
 the highest bidder. This meant that oil was sold on world markets, creating short
 ages at home. Inefficient factories and producers were allowed to continue to
 receive wages even though they produced little or nothing that the economy de
 manded. It was this lack of flexibility in Eastern Europe and the Soviet Union that
 fed the downward spiral of their economies. However, this paper contends the
 initiating event was an oil crisis. Even in 1997, after 10 years of "perestroika" and
 7 years of free-market prices, many factories and businesses were still being sup
 ported artificially by the state, including low-priced oil. Former Soviet oil
 companies have been required to sell fuel at prices below world market prices.
 This has prolonged the inefficiencies of the Eastern economies. However, even
 with freer market prices, oil production continues to decline, with only the slight
 increase in 1997.

 During the transition period then, not only were Soviet industries having a hard

 time coping with higher oil prices, but the economy as a whole had less oil to
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 export. Low oil exports contributed to a balance-of-payment and international
 debt problem that Russia still faces today. The internal oil price shock crippled
 Soviet industry. Given the crushing economic problems, brought about mainly by
 a shortage of oil, Eastern Europe and the Soviet Union really had only one course
 of action: free their markets. However it was impossible to free their markets
 without also opening up their political systems as well because of the overwhelm
 ing state ownership.

 Conclusion

 To suggest that the breakup of the Soviet Union caused the decline in oil pro
 duction is analogous to saying the energy crises in the United States caused the
 U.S. oil output decline. The incentive to produce oil always existed. We know
 that the West went through two severe oil crises, which were muted in the Soviet
 Union and Eastern Europe. It was just a matter of time before their own oil crisis
 evolved despite their insulation from the world pricing system. The fact remains
 that former Soviet oil production by 1992 was 20 percent less than Soviet and
 Eastern Europe oil consumption in 1988. Furthermore, oil output in the Soviet
 Union declined before consumption, which makes a cause-and-effect scenario of
 an economic crisis causing an oil production decline impossible. The more likely
 cause-and-effect scenario is an oil crisis caused by scarcity, leading to an eco
 nomic downturn and eventual consumption reduction. Forced by an oil crisis,
 these economies had to reduce oil use. With vastly higher oil prices, actual former
 Soviet and Eastern European oil consumption declined by about 50 percent from
 1988 to 1995.

 When the West cut its oil consumption in 1974 and 1981, there were two major
 recessions. However, neither of those recessions and energy-efficiency periods
 saw a 50-percent reduction in oil usage in the West. Considering the West's expe
 rience, it is not surprising that the planned economies of Eastern Europe and the
 former Soviet Union experienced even deeper recessions during the period 1988
 to 1995, when they suffered an even greater reduction in their oil supply than the

 West had in the 1970s and 1980s. One can conclude that an oil crisis pushed these
 planned economies toward a more efficient system, namely, free markets and po
 litical democracy.

 NOTES

 'British Petroleum pic (BP), BP Statistical Review of World Energy (London: BP, 1996).

 2Thane Gustafson, Crisis Amidst Plenty: The Politics of Soviet Energy under Brezhnev and
 Gorbachev (Princeton, New Jersey: Princeton University Press, 1989).
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