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Summary

Russian President Y eltsin's dismissal of Premier Kirienko and his nomination of
former Premier Chernomyrdin mark an intensification of political turmoil. This was
triggered by afinancial crisisand underlying economic depression. Thesepolitical and
economic devel opmentshave seriousimplicationsfor Russiasstability, thepost-Y eltsin
succession, and U.S. interestsin and policy toward Russia. Thisreport will be updated
if warranted by developmentsin Russia.

The | ssues
Y eltsin's Reshuffle of the Gover nment

On August 23, 1998, Russian President Boris Yeltsin dismissed Premier Sergei
Kirienko and his government and designated former Premier Viktor Chernomyrdin to
succeed him. The Russian Dumahasoneweek to either confirmor reject Chernomyrdin's
nomination. Chernomyrdinisnegotiating with legid atorsand prospective cabinet ministers.
Thispolitical turmoil, thelatest in aseriesof unsettling developmentsin Russia, heightens
concerns about Russia's political, economic, and social stability and reform prospects.

Russia’s Financial Crisis

Kirienko's dismissal was triggered by a severe financial crisis which led his
government to announce adefacto 50% deval uation of therubleand atemporary suspension
of repayment of, and a restructuring of, commercial and government debt — which
amounted to a technical default on billions of dollars of foreign debts. The devaluation
and suspension of repayments were precipitated by the government’ sinability to service
itsrapidly growing domestic and foreign debt and by theimmediate prospect of the collapse
of the banking system — despite a $22.6 hillion IMF-led bailout loan agreement in July
1998. The causes of Russia s financial crisis predate Kirienko’ s brief tenure as head of

Y Information for this report is taken from a variety of sources, including Radio Free
Europe/Radio Liberty (RFE/RL), Reuters, Tass, and the Internet website, Johnson'sRussiaList.
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government, and can betraced to Chernomyrdin’ spremiership (December 1992 to March
1998) and ultimately to Y eltsin. By many accounts, theY eltsinteam fearsthat devaluation
of the ruble and the price inflation that is expected to follow will be seen by the public as
negating the most significant economic achievements of the regime, under whose
stewardship the GDP has contracted by about 50%, accompanied by economic distress
worsethan the Great Depression of the 1930sin the United Statesfor most of the Russian
population. To many observers, dismissing Kirienko appears to be an attempt to shift
responsibility for thefinancial crisistotheex-premier. TheKirienko Government had been
hailed by the Clinton Administration asthe most competent and reform-oriented Russian
governmentinyears. Someobserversexpect Chernomyrdintotakeamorestatist approach,
possibly slowing Russia's economic transition to a functioning market system.

U.S.-Russian Summit?

InJuly 1998, the Clinton Administration agreed to aClinton-Y eltsin summit meeting
in Moscow, now scheduled for September 1-3. Following Kirienko’s dismissal,
Administration spokesmen announced that the summit would beheld asscheduled. Some
critics of the Administration question the wisdom of proceeding with the summit amidst
such political and economic uncertainty in Moscow. Others argue that cancellation or
postponement might be seen asaU.S. vote of no-confidencein the Russian government,
further underminingitsparlouseconomic situation, Y eltsin'spresidency, and the prospects
for reform. Economic issues will undoubtedly be high on the summit agenda.

Political Turmaoil

The Y eltsin regime seemsto lurch periodically from one political crisisto the next.
For example, during the 1996 presidential election campaign, Y eltsin's sudden alliance
with Gen. Aleksandr Lebed helped bringvictory. Y eltsin'sreel ection wasfollowed by his
prolonged iliness and an open succession struggle. In October 1996, Y eltsinfired Lebed.
InMarch 1997, Y eltsin'sappointment of the"young reformers,” Anatoly Chubaisand Boris
Nemstov, seemed to eclipse Chernomyrdin. Inthewinter of 1997-1998, Y eltsin backed
Chernomyrdin'sdowngrading of Chubaisand Nemstov. InMarch 1998, Y eltsin amazed
observers by dismissing Chernomyrdin and the entire government and provoking abitter
confrontation with the Dumaby ins sting on the gppoi ntment of thelittle-known 35-year-old
technocrat, Kirienko, aspremier. Fivemonthslater, amid degpeningfinancial and economic
crisis, Yeltsin fired Kirienko and reappointed Chernomyrdin.

Infiring ChernomyrdininMarch, Y eltsin cited chronic economicfailureand the need
for a more dynamic team to accelerate economic reform and revival. Many, however,
believethat Y dtsnwastroubl ed by Chernomyrdin's open assumption of theroleof Y eltsin's
successor and needed a scapegoat for past economic failures.® Y eltsin further humiliated

2 See CRS Report 98-704, U.S-.Russia Summit, September 1-3, 1998, A Preview, August
24, 1998.

3 Kremlin spokesmen pointedly left open the option of athird term for Y eltsin, despite the
constitutional limit of two termsfor the president. Y eltsin supporters argued that since hisfirst
(continued...)
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Chernomyrdin by publicly criticizing theex-premier’ sannouncement of hiscandidacy for
presidentin2000. With no political baseof hisown, Kirienko wasexpected to be dependent
upon and obedient to Y eltsin.

Kirienko, with Y eltsin’ sapproval, assembl ed awestern-oriented economic team and
pursued economic policiessupported by the Clinton Administration, theG-7, and theIMF.
But economic conditions and the government's and Y eltsin's approval ratings continued
to deteriorate. Strikes and labor protests, including blocking major railway lines, grew
infrequency, asdid public callsfor Y eltsin'sresignation. InJune, the Dumabegan formal
impeachment proceedingsagainst Y eltsin.* After four monthsin power, Russia sfinancial
crisisand therubl e deval uation and debt rescheduling— that Y eltsin approved — brought
Kirienko down. On Friday, August 14, Y eltsin assured the public in atel evised statement
that the ruble would not be devalued. Devaluation, which afew days earlier he had said
would negatetheregime smost hard-won economic accomplishments, wasnot apossibility.
OnMonday morning, August 17, defacto deval uation wasannounced. Theparliamentary
opposition, the news media, and the public reacted with ridicule and scorn. One popular
refrainwasthat Y eltsin and the government had deval ued not only theruble but themsel ves.
Yeltsin’s public approval ratings, as low as 4 % before these events, fell to near zero.
Y eltsinsaidlittlein publicfor aweek. Then, on August 23, he made aterse announcement
of Kirienko’s dismissal and Chernomyrdin’s nomination.

Some believe that in firing Kirienko, Y eltsin sought to shift responsibility for the
politically unpopular devaluation to the former premier. Such scapegoating has been a
common Y eltsin tactic in the past. A variation on this theme has it that Yeltsinisill,
politically out of touch, and was manipulated or forced into dumping Kirienko by his
Kremlin coterie. Another theory isthat Kirienko was brought down by banking oligarchs
who convinced Y eltsin— through hisdaughter and hischief of staff — to sack thepremier,
who was resisting their plan for a government bailout of their endangered banks.

Some seethispattern of recurrent crisesasadirect result of Y eltsin'sleadership style,
distancing himself not only from day-to-day governance but from major policy decisions,
becoming personally engaged only at timesof crisis. The Constitution, shaped by and for
Y eltsin, tipsthe political balance overwhelmingly toward the president. But Y eltsin has
repeatedly shown himself either unwilling or unableto exercisethat authority onaroutine
basis. He hasalso consistently refused to allow the emergence of apowerful subordinate
who could wield power effectively. He may view such a development as athreat to his
power. Inthisview, Y eltsin seemsto be motivated above all by apersonal will-to-power.
The result has been ineffective leadership characterized by rivalries among competing
subordinates, conflicting policies, and, sometimes, political paralysis. Whilesomeadmire
Y eltsin's tactical acumen, his strategic position seems greatly eroded.

“The Great Game”

3(...continued)
term began under the old Soviet Constitution, it did not count under Russia’ s new Constitution.

* The Duma's action may be mainly symbolic. Y eltsin's Constitution makesimpeachingthe
president extremely difficult.
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There is another confusing dimension to Russia' s political turmoil. What appears
on the surface to be “normal” competition among politicians and parties, factions, and
movements of varying ideological hues, isbelieved by someto mask adeeper underlying
contest — “The Great Game.” In thisview, party politics and the purported ideol ogical
differencesamong political rivasislargely acharade concealing avena competitionamong
rival elitesto seize ownership of vast, previously state-owned, assets. Proponents of this
interpretation see privatization as acombination of outright theft and the biggest fire sale
in history. Rival elites are seen as using political power to carve out economic empires
for themselves. The stakesare soimmensethat most “ordinary” political considerations,
even on national security issues, are eclipsed by “The Great Game.” Chernomyrdin, the
former head of thegiant, still partly state-owned gasmonopoly, Gazprom, iswidely believed
to be amajor player in thisgame. Heis strongly and openly backed by one of the most
aggressive and outspoken financial oligarchs, Boris Berezovskii. Some suggest that the
replacement of the technocrat, Kirienko by the “player,” Chernomyrdin, may be partly a
manifestation of “The Great Game.”

Economic and Financial Crises

TheRussian financial crisisthat triggered Kirienko's dismissal has many causes. Its
underlying sourcesarediscussed el sewhere.> M ost anal ysts agreethat theimmediatecrisis
was precipitated by Russias inability to collect sufficient tax revenue, a mountain of
commercia and government debt that became literally unsustainable, Asia's economic
troubles, and the drop in world oil prices. Many of these factors are interrel ated.

Most economic analysts agree that the persistent distressin many Asian economies,
especially among prominent "emerging markets," caused investors to withdraw funds
precipitously from other emerging markets, including Russia. The Russian securities
market, which had theworld'shighest growth ratein 1997, haslost about 80% of itsvalue
in 1998 as foreign and domestic capital fled. At the same time, the price of oil and gas,
Russ asmain exportsand hard-currency earners, hasfalensharply. Russianoil wassalling
for lessthan $12 per barrel in August 1998. Russian extraction costs are estimated to be
about $15 per barrel. Asia'seconomic problemsreduced world demand for oil and hel ped
drive down prices. Reduced oil and gas revenuesin Russia, in turn, had a big negative
impact on the Russian securities market, which is relatively small and heavily weighted
toward the energy sector.

Sincethecollapse of the Soviet Union, Russiahasbeen plagued by chronic shortfalls
intax collection. Amongthereasonsfor thisarechaotictax laws, aninefficient and corrupt
tax service, aculture of personal and corporate tax evasion, the growth of barter and debt-
swapsin commercial exchanges, and thedeclinein profitsin the energy sector. Sincethe
disastrous 2,500 % inflation in 1992 when priceswere decontrolled, M oscow — prodded
by the G-7 and the IMF — has generally followed a monetarist course that emphasized
stabilizing the ruble and controlling inflation, which was down to about 8% by mid-1998.
These monetarist policies, combined with continued subsidiesto | oss-making enterprises

® For a detailed analysis of the Russian economic situation, see CRS Reports 97-1013,
Russian Economic Conditions and Reform, November 21, 1997; and 98-578, Russian Financial
Crisis: An Analysis of Trends, Causes, and Implications, updated July 27, 1998.
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andinadequatetax collection, hel p explain Russia's habitual problem of wageand pension
arrears and made Russia highly dependent on IMF aid.

But the painful expedient of delaying wage and pension paymentswas not sufficient
to closethe budget deficit gap. Determined to avoid inflationary currency emissions, the
government relied heavily on borrowing, especially domestic borrowing via short-term
treasury bills, called GKOs. Large budget deficits and political instability forced the
government to offer highinterest rates(typically 30-50%) to attract buyersevenfor 90-day
GKOs. The government was able to pay off these notes with the help of funds acquired
fromthe sale of new treasury bills, supplemented by loansfrom the IMF and other foreign
governmental and commercial lenders. Aslong asthe government continued to meet its
obligations, the GKOs were an attractive, and for many Russian bankers an irresistible,
investment. Asthe Asian economic crisis, faling oil prices, the Russian stock market's
decline, and continued political instability fed investors anxiety, GKO rates shot up to
150%. The July 21 announcement of a $22.6 billion IMF-led loan package only calmed
the marketsfor afew weeks.® By August, nearly 40% of budget expenditure went to debt
service. This alarming development drove interest rates still higher, resulting in an
unsustainable debt spiral that finally forced Kirienko to resort to ruble devaluation and
suspension of payment on government and commercial debts.

The financial crisis, however, is not over. Russian banks, including many large
commercial banks, borrowed heavily toinvestin GKOs. A |ot of thisborrowingwasfrom
foreignlenders. Now, incautious Russian banksfind themselveswith large hard currency
debts"secured” by devalued rubles. M ost experts predict widespread bank failures— absent
abiggovernment bailout. The Deputy Director of the Russian Central Bank said that even
someof Russiaslargest commercial bankswerelikelytogounder. Somefear awholesale
collapse of the banking system. Averting thisis one of Chernomyrdin's top priorities.
Others say the government must use its scarce resourcesto meet foreign debt obligations
or risk losing future foreign investment.

| mplications

Thepolitical and economicturmoil in Russiahas seriousimplicationsfor Russiaand
the United States. It isasyet unclear whether, or under what conditions, the Dumawill
confirm Chernomyrdin or what the makeup and policies of a Chernomyrdin government
might be. Russian news media report that Chernomyrdin has agreed to form a coalition
government representing the main Duma factions. Communists and ultranationalists are
inthe mgjority. Thisisan old Dumademand that Y eltsin has previously ignored.

Recent political and economicturmoil castsashadow over Y eltsin’ sfuture, the post-
Y eltsin succession, and beyond that, over Russia spolitical stability. Many commentators
arguethat Y eltsin is gravely wounded, has no chance of winning reelection in 2000, and
may beforcedtoresign or to continueasafigurhead. Otherscaution not to underestimate
Y eltsin's will-to-power or his ability to overcome seemingly hopeless odds. Yeltsin's
televised nomination of Chernomyrdin on August 24 referred to the necessity of "ensuring

® Theinitial $4.8 billioninfusionwasamost entirely expended by the Russian Central Bank
in 2-3 weeks of defending the ruble.



CRS-6

the succession of power in 2000." While Chernomyrdin may now be Y eltsin's chosen
successor, heisregarded asalackluster |eader and apoor campaigner who has never won
an election. Other prominent presidential aspirants are Yuri Luzhkov, the Mayor of
Moscow, Aleksandr Lebed, now Governor of the Krasnoyarsk region, and Gennady
Zyuganov, head of the Communist Party. Most observers agree that Russia's democratic
reformers have been further discredited and weakened politicaly.

Somecriticsof U.S. policy toward Russiachargethat itistoo closely linkedto Y eltsin
andisseen by ordinary Russiansasendorsing Y eltsin and the unpopul ar economic policies
that they blamefor leading the country toruin. Defendersof U.S. policy reply that Y eltsin
has steered Russiaon an essentially correct, though painful, course. Russia'scurrent turmoil
raises anew the question of whether it serves U.S. intereststo have aweakened President
Y eltsinremainin officeat |east through 2000 — at the possi bl e cost of prolonged political
and economicinstability. Theconversemight beastronger and morestable, though perhaps
more authoritarian and nationaist Russia, with a different hand on the helm. These are
not the only possible outcomes, but it seems useful to look at some national security
implications of these two commonly juxtaposed aternatives.

A weak and unstable Russiamay belesslikely to pose an aggressive military threat
toitsneighbors. Russian conventional military capability, already greatly diminished, might
continueto deteriorate. Ontheother hand, instability probably heightenstherisk of various
"loose-nuke" scenarios and increasesthe probability of proliferation of weapons of mass
destruction (WMD). Also, continued political and economic instability increasestherisk
of some wrenching upheaval with possibly violent or radical outcomes.

A more stable, though more authoritarian and nationalistic, Russia might be more
effective in countering WMD proliferation. But it might also be inclined toward more
assertive, possibly imperidistic policies, especialy toward some of the other former Soviet
states. Itsability todo so effectively, however, andto reviveitsarmedforces, would depend
in large part on its economic status. Most experts agree that any realistic plan for rapid
Russian economic recovery requires alow defense burden. Hence, even an authoritarian
and nationalistic Russiamight not beableto rapidly reconstituteitsarmed forces.” A long-
term threat, of course, would be a distinct possibility.

Finally, foreign banksand governmentshave animmediate economicinterestin what
the new government will do about debt rescheduling and repayment. On August 17,
Kirienko suspended repayment for 90 days on an estimated $40 billion in treasury bills
and bonds (of which $11 billion is held by foreigners) coming due by the end of 1999.
The new government plan, which would reduce Russia's debt and shift some of the cost
toforeigninvestors, callsfor creditorsto exchangetheir notesfor new obligationsthat will
offer alonger term of repayment and/or substantially lower interest rates. Thisthreatens
foreign investorsin Russian bondswith heavy losses. German lendersare believed to be
most heavily exposed, afactor that coul d weigh against thereel ection of Chancellor Helmut
Kohl in the German national election on September 27, 1998.

" CRS Report 97-820, Russian Conventional Armed Forces: On the Verge of Collapse?
September 4, 1997, p. 47-48.
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