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Introduction
Making and Breaking Promises

AS CHRISTMAS CAME to Europe in 1989, 
those who had long lived under the yoke of communism had many rea-
sons to celebrate. In quick and unexpected succession, the authoritarian 
governments that had ruled over the eastern half of the continent since 
shortly after the Second World War had peacefully collapsed. Citizens 
who had long resisted communism’s countless injustices had begun to 
take their place in the governing chambers of Warsaw, Budapest, and 
Prague. On the night of November 9, the Berlin Wall had fallen, van-
quishing the most oppressive symbol of Europe’s division and Eastern Eu-
rope’s captivity. East German citizens, separated for four decades from 
their freer and richer countrymen in West Germany, had begun to use a 
new slogan of unity—“Wir sind ein Volk” (We are one people)—and 
German reunification looked to be a real possibility for the first time since 
the early postwar years. In Moscow, Soviet general secretary Mikhail 
Gorbachev’s launch of glasnost and perestroika had transformed Soviet 
society, set Eastern Europe free to choose its own fate, and allowed all Eu-
ropeans to imagine a future in which they lived in one “common Euro-
pean home” rather than two antagonistic blocs. In Washington, former 
US president Ronald Reagan had worked with Gorbachev to strive for a 
world free of nuclear weapons, and his successor, George H.  W. Bush, 
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2  T H E  T R I U M P H  O F  B R O K E N  P R O M I S E S

would soon speak of a “new world order” that might yet deliver permanent 
peace and prosperity to a weary but hopeful world. Taken together, the evi-
dence of political progress was so swift and overwhelming that observers 
had begun to speak of 1989 as an annus mirabilis, a year of miracles. After 
decades of stolid oppression, winds of hope and renewal were in the air.

But László Kézdi did not care. The end of the Cold War may have been 
a momentous development in the grand scheme of history, but it was little 
solace for Kézdi, a Hungarian pensioner living in Budapest, as he watched 
his economic security evaporate before his eyes. The Hungarian govern-
ment was making life across the country worse with each passing day, and 
Kézdi could feel it. Government officials had announced that pensioners 
would be receiving a Christmas bonus to ease their economic woes, but 
the temporary cash infusion paled in comparison to the rising cost of ev-
erything in Hungarian society. By mid-December, Kézdi was fed up, and 
he took to the pages of one of the country’s leading newspapers to express 
his displeasure in an open letter to the nation’s chief financial official. 
“Minister of Finance László Békesi!” he began. “I am turning to you with 
the following respectful request: With the Christmas bonus . . . please also 
send me an appropriately long and sturdy rope as an extra gift. I do not 
think I need to detail what purpose this rope will serve.”1

Kézdi explained that he had earned his current state pension through 
forty-two years of hard work. Under the communist government, that pen-
sion had provided Kézdi with a comfortable, if unglamorous, life. But now 
the times were changing. Recently, the government had begun to raise prices 
on everything. Gas, electricity, mortgages, food, public transportation, and 
even medicine were all becoming more expensive. These price increases left 
Kézdi in a desperate bind, he wrote, unable to afford “a decent human life.” 
The grim prospects left him “no choice” but to contemplate the end of his 
days and make his special request. “Respected Mr. Békesi!” he concluded, “to 
lighten the burden on the state budget, I repeat my request: Please issue the 
extra bonus, a strong rope, to me. Thank you in advance, László Kézdi.”2

It was no accident that Kézdi’s biting missive appeared at a time of pro-
found political change. Economic discipline—broadly defined as govern-
ment policies that intentionally cause domestic economic hardship—was 
the cause of Kézdi’s sarcastic anger, and it was a potent political force in 
the last two decades of the Cold War.3 Nine years earlier, in the most pow-
erful country on earth, the chairman of the United States Federal Reserve, 
Paul Volcker, had felt the brunt of a similar backlash. As his restrictive 
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Introduction 3

monetary policy put millions of Americans out of work and forced the 
country into the deepest recession of the postwar period, construction 
workers had expressed their anger by mailing the Fed chairman unused 
two-by-fours from houses they could no longer build. Car salesmen sent 
coffins to the Federal Reserve full of keys to unsold cars, and farmers 
blocked the Fed’s front entrance with their tractors to protest the rising 
costs of doing business.4 The stiff resistance to his policies led Volcker to 
conclude that policy makers always try to avoid causing economic down-
turns because “that is when the political flak ordinarily hits.”5

Despite their efforts at avoidance, leaders on both sides of the Iron Cur-
tain were hit with the political flak of economic discipline many times in 
the 1970s and 1980s. This book is a history of why those moments of disci-
pline arrived and how they produced two of the defining global transforma-
tions of the twentieth century: the peaceful end of the Cold War and the rise 
of neoliberal capitalism. Scholars have produced insightful work on both of 
these transformations, but they have not yet understood them as intercon-
nected products of a shared history—specifically, the history of the world 
economy in the late twentieth century. Historians of neoliberalism—which 
I will define as a political ideology that uses markets to increase the free flow 
of goods and capital across state borders, increase inequality within nation-
states, and limit the state’s role in the provision of economic and social secu-
rity for its citizens—have long traced its intellectual history, but they have 
paid less attention to how its rise intersected with the Cold War.6 Scholars of 
the end of the Cold War have produced three decades of insightful scholar-
ship, but they have generally given short shrift to the role of the global 
economy in causing the Cold War’s demise.7

This book aims to recover that role by focusing on three of the forces that 
dominated global political economy in the late twentieth century: energy, 
finance, and economic discipline.8 All three forces rose to prominence in 
the wake of the oil crisis of 1973, which is where our story will begin, and 
their intertwined histories over the following two decades significantly  
contributed to the end of the Cold War and the rise of neoliberal capitalism.

The histories of energy, finance, and economic discipline provide pow-
erful analytical tools for examining these transformations because their 
widespread emergence in the 1970s and 1980s profoundly shifted the po-
litical, economic, and ideological terrain on which the Cold War was 
fought. When the conflict began in the 1940s, democratic capitalist and 
state socialist governments had raced to expand the social contracts that 
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4  T H E  T R I U M P H  O F  B R O K E N  P R O M I S E S

prevailed in their societies in order to win the hearts and minds of their 
populations. They had raced, in other words, to promise their people a 
better life and deliver on that promise. After the economic horrors of the 
Great Depression gave rise to fascism and world war, it was a fundamental 
premise of political life in both East and West after 1945 that a govern-
ment’s chief domestic responsibility was to harness the forces of industrial 
modernity to improve the economic security and well-being of its people. 
Democratic capitalism and state socialism stridently disagreed about 
what mix of security and prosperity was best—unable to match the West’s 
prosperity, communist governments promised their citizens greater eco-
nomic security—but their difference was one of degree, not of kind. 
Whether communist or capitalist, governments in the first two and a half 
decades in the Cold War raced to expand their social contracts.

I call this shared political terrain of the first half of the Cold War “the 
politics of making promises.” Capitalist and communist states competed 
with each other by offering their people two different versions of industrial 
modernity, two different sets of government promises. To be sure, govern-
ments did not make promises to all their citizens equally; the politics of 
making promises most often reinforced the racial, ethnic, and gender hier-
archies that prevailed within countries. Nevertheless, welfare states emerged 
across the West in the middle of the century to redistribute the economic 
gains of the market, and governments empowered labor unions to allow the 
working class to share equitably in the benefits of industrial capitalism.9 In 
the East, Soviet leader Nikita Khrushchev used the Soviet Union’s decade of 
stellar economic growth and scientific advancement in the 1950s to declare 
that the country would reach communism—the final stage of economic ad-
vancement and social organization in Marxism-Leninism—by 1980. Along 
the way, the Communist Party would modernize the country through  
government-directed industrialization and provide its citizens with job se-
curity, housing, social mobility, plentiful food, quality education and health 
care, longer vacations, and shorter work hours.10 These conveniences were 
the fodder of postwar political legitimacy, and the two sides in the Cold 
War based their claim to superiority on their governments’ ability to  
provide a bountiful and equitable distribution of industrial modernity’s 
good life.

The economic crises of the 1970s upended the material basis of this 
competition and made the politics of making promises untenable. The 
emergence of energy and finance as potent forces in the global economy 
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transformed the Cold War from a competition to expand social contracts 
into a competition to discipline them. Energy and financial markets 
placed immense pressure on governments on both sides of the Iron Cur-
tain to adjust their domestic economies to meet the demands of the global 
marketplace. These adjustments came in many guises: deindustrializa-
tion, the drive to increase energy efficiency, competition with the newly 
industrialized nations of East Asia, and the broad shift from what econo-
mists call extensive economic growth (the production of more output by 
increasing inputs of capital, labor, and land) to intensive economic growth 
(the production of more output through a more efficient use of those in-
puts). Despite their varied forms, all these adjustments pointed in a single 
direction: policies of economic discipline.

This made capitalist and communist governments’ cardinal challenge 
in the 1970s and 1980s diametrically different from the one that had pre-
vailed since 1945. Rather than racing to increase the well-being of their 
people, governments in both East and West were forced at times to de-
crease the economic prosperity and security in their societies. Rather than 
making promises, governments were forced to break them. Like the eco-
nomic pressures to which they responded, these broken promises came in  
many forms: cutting subsidies to powerful interest groups, shutting down 
unprofitable companies, laying off redundant workers, imposing mone-
tary and fiscal austerity, and liberalizing trade and capital flows. Despite 
these varied forms, breaking promises was always and everywhere an ex-
tremely difficult political act. No government, whether capitalist or commu-
nist, could take pleasure or pride in seeing it through. After 1973, however, 
this new “politics of breaking promises” became the terrain on which 
democratic capitalism and state socialism waged their contest, and the 
stakes of this new struggle were nothing short of existential. Governments 
that could successfully impose economic discipline without inviting a  
destabilizing social backlash would survive; those that could not would 
collapse.

Thus, this book argues the Cold War began as a race to make promises, 
but it ended as a race to break promises. Democratic capitalism prevailed in 
the Cold War because it proved capable of breaking promises and imposing 
economic discipline. Communism collapsed because it could not. Neoliber-
alism rose as the Cold War waned because its promarket, anti-statist rhet-
oric provided governments with an ideological framework for breaking 
promises. Electoral democracy and neoliberal ideology gave Western states 
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the political and ideological tools to meet the challenge of breaking prom-
ises. Lacking these tools, the communist states of the Eastern Bloc democra-
tized their political systems and reformed their ideology in the 1980s as a 
means of imposing economic discipline. The end of the Cold War, then, was 
a triumph of broken promises because it was the challenge of imposing eco-
nomic discipline that ultimately brought the conflict to its end and gave rise 
to the neoliberal global economy of the late twentieth century.

◆  ◆  ◆

Before proceeding, it is perhaps best to define what I mean by 
the end of the Cold War. What was it, and what is required to explain it?11 
I have come to believe that the end of the Cold War involved four distinct 
processes that unfolded at the end of the 1980s:12 the end of the nuclear 
and conventional arms races between the Soviet Union and the United 
States,13 the end of the global ideological competition between democratic 
capitalism and state socialism,14 the peaceful collapse of communist states 
in Eastern Europe (with the brief exception of Romania) and the Soviet 
Union,15 and the reunification of Germany.16

Two things immediately stand out about these processes. First, they oc-
curred both within and between nation-states. Second, they involved change 
in material and ideational structures—or, put more simply, power and iden-
tity. Each of the processes that comprised the end of the Cold War took place 
on a continuum of these four traits. The end of the nuclear arms race serves 
as an illustrative example. It clearly depended on both diplomacy between 
the superpowers and domestic politics within each state. But it also depended 
on significant changes in the relative standing of superpowers in the interna-
tional system and changes in how the Soviet leadership understood its place 
in the world. The revolutions of 1989 were a different mix of changes in power 
and identity both within and between nation-states. A perquisite for the rev-
olutions’ occurrence was the Soviet Union’s decision to refrain from inter-
vening to stop them—a change between states—but they were also crucially 
determined by developments within Eastern European countries. The revo-
lutions resulted from changes in material power—energy and capital mar-
kets, I will argue—but also from changes in how state socialist governments 
understood the socialist identity they had long espoused.

Thus, the first challenge in writing the history of the end of the Cold 
War is that it requires an explanation that integrates change across these 
dimensions—domestic politics and international relations, as well as power 
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and identity. In the specific context of the end of the Cold War, this chal-
lenge means that explaining the end of the Cold War as a geopolitical con-
flict requires an explanation of the collapse of communism as a system of 
governance. The fact that so much of the end of the Cold War was deter-
mined by processes of domestic change means any history of it that only 
considers developments in international relations will be incomplete. The 
same holds true for material and ideational structures. Any explanation 
that considers only one or the other will be inherently limited. Therefore, 
the history of the end of the Cold War must include explanations across 
all four dimensions: change both within and between nation-states and 
change in both power and identity.

The second challenge of explaining the end of the Cold War is that it 
stands out in history for one profound reason: at every step of the way, those 
in possession of imperial and authoritarian power willingly and peacefully 
gave it up. This exceptional development occurred both within and between 
nation-states. The Soviet Union retreated from its pursuit of global confron-
tation with the United States as well as its empire in Eastern Europe, and at 
the same time, political leaders throughout the Eastern Bloc gave up power 
peacefully within their own societies (with Nicolae Ceaușescu in Romania 
again serving as a brief exception). This unique and fundamental charac-
teristic of the end of the Cold War is what made it so difficult to predict 
before it occurred and continues to make it so difficult to explain in retro-
spect. Therefore, explanations of the end of the Cold War that lack a com-
pelling reason for why those in possession of imperial and authoritarian 
power consistently gave it up in the late 1980s will remain incomplete.

A third challenge of the history of the end of the Cold War is timing. 
The Cold War persisted for four decades, long enough for one of its most 
perceptive observers to title it a period of “long peace” between the Great 
Powers.17 Then suddenly, in the late 1980s, it disappeared. The question of 
timing is therefore of predominant importance. Any compelling explana-
tion of the end of the Cold War must attend not only to the question of 
why but also to the question of why then.

The last challenge of the history of the end of the Cold War is to explain 
the character of its principal outcome: the emergence, with varying de-
grees of success, longevity, and legitimacy, of electoral democracies and 
neoliberal market economies in the nation-states that formerly comprised 
the Eastern Bloc. In retrospect, it is easy to take these outcomes for 
granted, but as the end of the Cold War unfolded, few believed them to be 
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foregone conclusions. Since neoliberal market economies and electoral 
democracies were not the only possible outcomes, why did they emerge? 
Answering this question is the final challenge of writing the history of the 
Cold War’s end.

This book meets these challenges on the basis of two foundations: the 
use of new and illuminating evidence from archives on both sides of the 
former Iron Curtain and the formulation of a new framework for con-
necting economic and political change in the late Cold War. This new 
framework begins from the conviction that the oil crisis of 1973 dramati-
cally increased the importance of energy resources and financial markets 
in international politics. This increase was so decisive that it spurred a 
fundamental change in the global competition between democratic capi-
talism and state socialism: it privatized the Cold War.

◆  ◆  ◆

For the first two and a half decades of the Cold War, energy 
and financial markets played relatively small roles in the politics of making 
promises in both East and West. Until its collapse in 1971, the Bretton 
Woods system pegged Western currencies to each other at fixed values 
and controlled the flow of short-term capital across national borders in 
the Western world. The global financial markets that would come to play 
such a large role in the 1970s and 1980s—known as the Euromarkets—did 
not exist in the 1940s, hardly existed by the end of the 1950s, and remained 
relatively small throughout most of the 1960s. The Eastern Bloc did not 
participate in the Bretton Woods system, but its member states main-
tained even firmer control over trade and finance than their Western 
counterparts. Eastern Bloc currencies were not convertible into each other 
or Western currencies, which meant they too were completely under gov-
ernmental control. And other than a few banking outposts in the West 
that were used to conduct international trade, the bloc as a whole re-
mained isolated from the nascent development of the Euromarkets.

As for energy, it was cheap and plentiful in the capitalist world and 
cheap and scarce in the communist world until the early 1970s. This si-
multaneous ubiquity in the West and scarcity in the East ironically made 
it less important in both blocs than it would become after 1973. In the 
West, oil’s low price and uninterrupted flow allowed governments to build 
mass-consumption industrial societies after the Second World War that 
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showed little regard for oil’s use or country of origin. Only after 1973 
would Western societies awaken to the implications of their fervent con-
sumption of a commodity whose price and production levels they did not 
control.18 In the East, the Soviet government spent the 1950s searching its 
vast hinterland for oil deposits, and in the 1960s, it struck black gold in 
western Siberia, where it found some of the largest oil fields in the world. 
Developing these fields took time, so it was only in the early 1970s, right 
before the oil crisis struck, that the Soviet Union and, by extension, the 
entire Eastern Bloc enjoyed “for the first time the luxury of cheap and ef-
ficient energy.”19 After the oil shock, this luxury would fill the Kremlin’s 
coffers through oil and natural gas exports to the world market, and en-
ergy would become the material basis of Soviet power. This was squarely a 
post-1973 development, however. For the first two and a half decades of the 
Cold War, neither energy nor finance played a significant role in the race 
to make promises in both East and West.

Instead of energy or finance, both Eastern and Western states based 
their power and legitimacy before 1970 on something else: industrialized 
economic growth. As shown in Figure I.1, the global economy experienced 
a historically unique period of high growth in the three decades following 
the Second World War. Nothing like it had come before, and nothing like 
it has come since.20

Because of this growth, people around the world, but particularly 
within the Eastern and Western Blocs, experienced sustained increases in 
their standard of living on a scale never before seen in human history. In 
the capitalist world, this period would be remembered under a number of 
names that signal its uniqueness: the West Germans called it the 
Wirtschaftswunder (the economic miracle), the French called it les trente 
glorieuses (“the glorious thirty” years), and historians now simply refer to 
it as “the golden age” of capitalism.21 Not to be outdone, the Eastern Bloc 
matched the growth of the capitalist West during this period. Over the 
entire period 1950–1973, per capita GDP grew at an average annual rate of 
4.1 percent in Western Europe, 2.5 percent in the United States, 3.8 percent 
in Eastern Europe, and 3.4 percent in the Soviet Union.22 The two blocs, of 
course, were not economic equals. The West began the postwar period as 
a vastly richer territory and remained vastly richer in the early 1970s. 
Moreover, mass consumption became a reality in the West while it re-
mained only a far-off aspiration in the East. But for the first two decades 
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Figure i.1 Average annual per capita economic growth in three periods.
Data source: Angus Maddison, The World Economy: Vol II, Historical Statistics (Paris: OECD, 2006), 640, table 8b.

of the Cold War, Eastern Bloc governments could credibly claim to be 
matching or exceeding the growth of the West.

Perhaps the most famous moment in this early race to make promises 
came in 1959, when Soviet first secretary Nikita Khrushchev and US vice 
president Richard Nixon met in Moscow for their famous impromptu 
“Kitchen Debate.” As they toured an American exhibition hall meant to 
show off the many material benefits of the capitalist way of life, the two 
leaders began debating the merits of their respective systems. In front of 
a global TV audience, Nixon sang the praises of his system, which could 
provide “any steel worker” with an affordable home complete with a dish-
washer and color television. Khrushchev boasted that under commu-
nism, workers were “entitled to housing” and stated that in another seven 
years the Soviet Union would be “at the level of America, and after that 
we’ll go farther. As we pass you by, we’ll wave ‘hi’ to you, and then if you 
want, we’ll stop and say, ‘please come along behind us.’”23 For its first 
twenty-five years, then, the Cold War was a competition between two 
systems of government promises underwritten by unprecedented eco-
nomic growth.

Then, around 1970, something unexpected happened. Contrary to the 
confident predictions of both democratic capitalism and state socialism,  
economic growth in both systems severely stagnated. The causes of this 
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stagnation were manifold. The rapid economic gains accompanying postwar 
reconstruction were exhausted; extensive growth had run its course; workers’ 
incomes bulged in the late 1960s while their employers’ profits cratered; and 
most importantly, productivity began a long-term decline from which it has 
yet to recover.24 Normally, international historians only focus on the rigid 
economic stagnation of the Eastern Bloc during the 1970s and 1980s. But 
“The Great Slowdown” and “The Descent of Growth” are subtitles in the 
leading histories of capitalism, not communism, for the period after 1970.25 
Only in the 1980s, after growth had recovered slightly and inflation had sig-
nificantly receded in capitalist countries, did Western confidence in the nat-
ural superiority of capitalism over communism return. Throughout the 
1970s, the West’s economic problems appeared equally intractable to any of 
those bedeviling the East.26

It was in this context of slower growth that the oil crisis of 1973 burst 
onto the scene and changed the world economy and the Cold War forever. 
The fourfold increase in the price of the world’s most important com-
modity (Figure I.2) gave birth to both the pressure to break promises and 
the means of avoiding that pressure. On the one hand, the price shock 
made the energy-intensive industrialized economies of both East and West 
obsolete and ignited the long-term transition to a deindustrialized devel-
oped world. Countless bankruptcies, job losses, and moments of austerity 
over the next three decades flowed from this fundamental change in the 
global economy. On the other hand, that same fourfold increase acceler-
ated the development of two vast pools of wealth—global capital markets 
and energy resources—that nation-states could use to avoid making the 
difficult transition to a world of high energy prices.

The meteoric rise of financial and energy wealth in the 1970s gave rise 
to the defining feature of the privatized Cold War: nation-states’ guns and 
butter became dependent on finance and oil. As long as states had access 
to either global capital markets or energy wealth, they could continue to 
fund their foreign and domestic policies and delay adjusting to the shocks 
of the oil crisis. They could, in other words, continue to fight the Cold War 
abroad and make promises at home.

If, however, states lost access to one or both of these pools of wealth, 
then they would have to implement the politics of breaking promises to 
regain the favor of capital markets or outlast a downturn in world energy 
prices. Breaking promises could force governments to alter both their do-
mestic and foreign policies through cutbacks on commitments to 
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Figure i.2 The world price of oil in the second half of the twentieth century.
Extracted and reformatted from “Crude Oil Prices—70 Year Historical Chart,” MacroTrends, accessed Jun5, 2021, 
https://www.macrotrends.net/1369/crude-oil-price-history-chart.

domestic constituencies, international allies, or national defense. In the 
chapters that follow, we will observe instances of all three.

This meant that at the heart of the privatized Cold War was a social 
question: how to discipline the postwar social contracts that had devel-
oped in both the East and the West after the Second World War. States’ 
ability to break promises would prove to be the key difference between 
those states that survived and those that went extinct. Placing this social 
question at the center of the privatized Cold War means that ideology and 
domestic politics are essential components of its history. National leaders 
needed to justify revisions to the social contract in ideological terms to 
domestic constituencies. To meet this challenge, political leaders trans-
formed their state’s governing ideologies and domestic political structures 
during the privatized Cold War. As we will see, the success or failure of 
these transformations proved decisive.

Therefore, on the fundamental question of the relationship between 
economic and political change, this book adopts a very particular point of 
view, and it is here that the history of the Cold War intersects with the his-
tory of neoliberalism. In the privatized Cold War, the economic challenge 
of breaking promises drove governments to adopt political and ideolog-
ical “new thinking” in both East and West. Cold War historians normally 
identify “new thinking” as the particular idealistic movement that arose 
among the reformers around Mikhail Gorbachev in the Soviet Union. But 
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when one pulls back from the particular context of Soviet history, it is clear 
that many governments on both sides of the Iron Curtain adopted new 
thinking of various types during the 1970s and 1980s. These new forms of 
thinking emanated from diverse ideological traditions, but they shared one 
commonality—they were all approaches to implementing economic disci-
pline. They were all, in other words, neoliberal approaches to governance.

This is not to say that change in the global economy completely deter-
mined the creation of new thinking, but rather to argue that it drove the 
adoption of new thinking within governments and societies. Whether it 
was Thatcherism in Great Britain, monetarism and deregulation in the 
United States, perestroika and glasnost in the Soviet Union, or roundtable 
democratization in Poland and Hungary, governments in power adopted 
these forms of new thinking because they appeared to provide the ideolog-
ical and political means required to achieve the end of breaking promises.

Margaret Thatcher and Mikhail Gorbachev are often held up as para-
gons of opposing types of “new thinking” in the 1980s: Thatcherism and 
perestroika, respectively. But Gorbachev’s and Thatcher’s own thinking 
on the relationship between perestroika and Thatcherism suggests more 
similarities than first meet the eye. In 1987, the general secretary recounted 
to his comrades in the Soviet Politburo his recent interactions with Western 
European leaders, Thatcher most prominent among them. “They too are 
carrying out a perestroika,” he told his comrades. They “act harshly . . . the 
capitalist way,” he continued, and the Soviets had “a different situation 
and different ideas.” But, he said, “we too cannot flinch.”27 Two years later, 
Thatcher also saw a parallel. In a 1989 meeting with Gorbachev, she told 
the general secretary that she empathized with the immensity of his 
challenges because she had launched “an analogous perestroika” in her 
country.28 Energy and finance thrust the challenge of breaking promises 
onto nation-states after 1973, and domestic political orders and ideologies 
adjusted to meet the challenge.

They converged, in fact, toward neoliberalism. By the late 1980s, govern-
ments on both sides of the Iron Curtain were trying to increase the free 
flow of goods and capital across their borders, governments on both sides 
were trying to limit the state’s role in the provision of economic and social 
security for their citizens, and governments on both sides were trying to 
increase inequality within their states. Thatcher’s and Gorbachev’s com-
parisons to each other were not mere word play; they were instead mutual 
recognitions of a shared challenge and even a shared goal—carrying out 
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painful domestic economic reforms in the hope of relaunching economic 
growth in their countries.

Though the domestic challenge of breaking promises ultimately deter-
mined nation-states’ fate in the privatized Cold War, developments at the 
international level were of vital importance as well. Indeed, through en-
ergy and financial markets, developments in the international system 
were what forced governments to address the challenge of breaking prom-
ises domestically. Although these changes occurred at the international 
level that did not mean they were necessarily products of interstate rela-
tions. The privatized Cold War was a world in which state and nonstate 
actors vied for influence and control. Many changes in energy and finan-
cial markets were outside the control of any particular nation-state. In the 
privatized Cold War, nonstate economic and financial actors were often as 
important as, and many times even more important than, governments. 
This was the period when the nebulous but all-important opinion of “the 
market” began to decide the fate of nations.

Governments could not fully control energy or financial markets, but 
they could wield power in the privatized Cold War by altering other states’ 
access to energy or finance. Statecraft in this new international system 
consisted of granting or denying other states’ access to energy and finan-
cial resources, and late Cold War diplomacy reflected this reality. In the 
1970s, the Soviet Union and its Western adversaries fought a quiet battle 
for control of Eastern Europe through energy and capital markets—the 
Soviets by granting its bloc allies growing and subsidized deliveries of oil 
and natural gas, and the West by granting Eastern Bloc states growing and 
subsidized access to global capital markets. In the 1980s, the process re-
versed. The Soviet influence over the bloc waned as the growth and sub-
sidy of its energy deliveries tapered off, and the West’s influence increased 
as it sought to attach conditions to the Eastern Bloc’s access to credit.

Therefore, statecraft mattered in the privatized Cold War. But the 
power of diplomacy was always limited by the fact that nation-states, even 
very powerful ones like the United States and the Soviet Union, could 
never completely control other states’ access to finance and energy. The 
opinions of global market actors always existed alongside Cold War state-
craft, and together they were the two key international determinants of 
any state’s access to energy and finance in the privatized Cold War.

◆  ◆  ◆
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It will not surprise the reader that this privatized Cold War 
framework closely maps onto the dimensions of change identified at the 
beginning of this introduction. The privatized Cold War produced changes 
within and between states, as well as changes in power and identity. This 
close alignment means that the framework I have outlined can potentially 
explain the collapse of communism as a system of governance and, in so 
doing, can explain the end of the Cold War as a geopolitical conflict.

Providing such an explanation will be the central task of the chapters 
that follow. The book is divided into two parts. Part 1 is devoted to ex-
plaining the emergence of capital markets and energy resources as deci-
sive forces in international politics and the shift from making to breaking 
promises in East and West after the oil crisis of 1973. Its overriding mes-
sage is a straightforward one: between 1973 and 1985, democratic capitalist 
states successfully met the challenge of breaking promises and commu-
nist states did not. This disparity left Western governments in a strong 
domestic position by the mid-1980s and gave them leverage in the form of 
sovereign debt over many of the socialist states of Eastern Europe. This 
debt would prove decisive to the Cold War’s end. In Part 2 I take up the 
four processes identified earlier as central to the end of the Cold War: the 
end of the nuclear and conventional arms race, the end of the global ideo-
logical competition, the collapse of state socialist governments, and the 
reunification of Germany. Here we will see how the intertwined histories 
of energy, finance, and economic discipline produced the dramatic events 
we now call the collapse of communism and the end of the Cold War.

Though I discuss many countries throughout the Eastern and Western 
Blocs, I have focused this history on Poland, Hungary, East Germany, and 
the Soviet Union in the East and Great Britain, the United States, and to a 
lesser extent West Germany in the West. The focus on events in Wash-
ington, Moscow, Bonn, and London hopefully begs no questions. But the 
choice of Poland, Hungary, and East Germany out of the states in Eastern 
Europe requires further explanation. I focus attention on these three coun-
tries because they initiated the seismic changes of 1989. Other countries in 
the region had their own unique histories of debt, energy, and economic 
discipline—Romania, for example, infamously paid back its debt at a severe 
cost to its own people, while Czechoslovakia escaped severe Western finan-
cial dependence—but they were not the countries leading the push for 
change in 1989. In order to explain the stunning developments of that year, 

 EBSCOhost - printed on 2/8/2023 2:38 PM via . All use subject to https://www.ebsco.com/terms-of-use



16  T H E  T R I U M P H  O F  B R O K E N  P R O M I S E S

one needs to explain the particular course of events in Warsaw, Budapest, 
and East Berlin.

There is one other country whose absence from the book deserves expla-
nation. Since the late 1970s, the People’s Republic of China has accomplished 
its remarkable rise to global power by doing many of the things the com-
munists in this book failed to do: introducing market reforms, jettisoning 
the content of its ruling ideology, and, most tragically, violently repressing 
its citizens’ calls for change in 1989. In this way, it would appear to present a 
significant challenge to the argument presented here. But it is important to 
recall that China began its reforms from a very different starting point than 
the Soviet Union, the countries of Eastern Europe, or, for that matter, the 
developed nations of the West. Rather than being an industrialized country 
where manufacturing and heavy industry formed the backbone of the 
economy, China in the 1970s was an overwhelmingly rural and agrarian 
society where over 80 percent of the population still lived in the country-
side.29 Instead of having a politically sclerotic government where entrenched 
bureaucratic and economic interests resisted reform, China in the 1970s had 
just emerged from the Cultural Revolution, in which the state’s governing 
hierarchies, ideology, and daily life had been thrown into disarray. And be-
cause chaos and destitution were such widely shared experiences across 
China in the 1970s, large sections of the population (beginning, most im-
portantly, with the country’s farmers) clamored to be set free from the state’s 
economic control.30 These differences did not rigidly predestine the course 
of reform in Beijing, but they did make the Chinese transformation alto-
gether different from the countries under consideration here. The politics of 
breaking promises were not absent in China, but overall, the reform experi-
ence was one of managing industrialization and economic growth, not 
deindustrialization and economic discipline.31

Through the countries this book does focus on, it aims to provide a new 
interpretive framework for understanding the end of the Cold War and the 
rise of neoliberalism as interrelated products of global economic change in 
the late twentieth century. To do that, it will finally have to answer the 
three questions identified at the outset: Why did the holders of imperial 
and authoritarian power in the Eastern Bloc willingly give it up? Why did 
they do so at the end of the 1980s? And why did electoral democracies and 
neoliberal market economies emerge from the ashes of state socialism?

My answers to these questions rest in the politics of breaking promises. 
In the global economy that prevailed after the oil crisis of 1973, the only 
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practical purpose of the Soviet empire in Eastern Europe was to insulate 
socialist states from the pressure of breaking promises. This insulation, 
which came in the form of subsidized energy and other raw material de-
liveries, was extremely costly. By the early 1980s, the Soviet leadership de-
cided that protecting its allies from the pressures of the global economy 
was in fact too costly, and they committed themselves to lowering these 
costs, even if it meant risking the loss of the empire itself. When Gor-
bachev informed his allies of the repeal of the Brezhnev Doctrine, he was 
not self-consciously liquidating the Soviet empire but rather breaking the 
promise the Soviet Union had made to its allies since the oil crisis to pro-
tect them from the disciplining demands of the global economy. When the 
empire crumbled in 1989, Soviet leaders peacefully accepted the result be-
cause they no longer believed that protecting Eastern Europe from the 
challenge of breaking promises was in the Soviet Union’s national interest.

The loss of Soviet imperial protection from the global economy, however, 
did not automatically lead the holders of authoritarian power in the Eastern 
Bloc to peacefully give up their power within communist states. Instead, 
they gave up their power in the late 1980s in order to gain the political legiti-
macy they believed was necessary to implement the politics of breaking 
promises within their own countries. Beginning with Gorbachev’s launch 
of perestroika and glasnost and extending through the roundtable negotia-
tions in Poland and Hungary, communist leaders proactively tried to legiti-
mize their power so they would, in turn, be able to discipline their domestic 
social contracts. When it became clear to communist leaders that their at-
tempts to legitimize their power would, in fact, result in their loss of power, 
they chose not to violently prevent that loss because they understood that 
the challenge of breaking promises would still remain. Under the politics of 
breaking promises, there were no spoils for the powerful and victorious, 
only costs. Communist leaders chose to let their successors bear the burden 
of the costs that came with breaking promises.

These stunning events in the Soviet empire and within communist states 
happened when they did because the global history of energy and capital 
markets made the challenge of breaking promises unavoidable within the 
Eastern Bloc by the late 1980s. Access to Soviet energy and Western capital 
markets allowed bloc governments to delay the task of disciplining their so-
cial contracts throughout the 1970s. But the advantage of Soviet oil deliv-
eries to Eastern Europe and Western capital markets’ confidence in the 
region peaked in the early 1980s and never fully recovered. Thus, the timing 
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of the end of the Cold War was a product not only of individual agency and 
historical contingency but also of structural developments in the interna-
tional system dating back to the oil crisis.

Electoral democracy and neoliberal market economies emerged in the 
East after the collapse of communism for the same reason they survived 
in the West during the last two decades of the Cold War—they were the 
best political and economic systems for breaking promises. Democratic 
capitalist states were not immune from the challenges that befell the com-
munist world in the late Cold War. They too had to rewrite their postwar 
social contracts in the 1970s and 1980s. But they succeeded where the East 
failed because their political systems and ideological traditions gave them 
a number of decisive advantages.

First, although Western governments made numerous promises to their 
people during the first three decades of the Cold War, they never promised to 
control every aspect of their society and economy. Even at the height of 
postwar Keynesian planning, democratic capitalist governments maintained 
a distinction between “the state”—an area of society they controlled—and 
“the market”—an area of society they regulated but did not fully control.32 
This stood in stark contrast to their communist counterparts, who proudly 
claimed that the very foundation of their power and legitimacy rested pre-
cisely on their control of the entire state, society, and economy. Democratic 
capitalist governments made fewer promises to their people, and this meant 
they had fewer promises to break.

Breaking promises nevertheless did not come easy in the West. Indeed, 
over the course of the 1970s, many of the smartest observers of Western gov-
ernments believed that democracies’ persistent inability to impose eco-
nomic discipline might prove to be their fatal flaw.33 The experience of the 
1980s proved the exact opposite to be true. The rise of Margaret Thatcher in 
the United Kingdom and Ronald Reagan in the United States demonstrated 
that the potent combination of electoral democracy and neoliberal ideology 
could produce a stronger and more adaptable state than socialist authori-
tarianism in the era of breaking promises. Though elections forced demo-
cratic governments to respond to the interests of their populations, they 
also provided democracies with a peaceful and stable way to transform their 
governing ideology. Thatcher and Reagan radically departed from the ideo-
logical paradigms of postwar Britain and the United States, but in both 
countries, the state itself survived. Authoritarianism provided state socialist 
governments with no such mechanism for stably reforming and adapting 
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their ideology. As soon as Gorbachev tried to reform the governing ideology 
of the Soviet Union, it produced severe instability throughout the socialist 
world and ultimately led to the Socialist Bloc’s collapse.

If elections provided Western states the political means to break prom-
ises, neoliberalism provided the ideological ends. Once in power, Thatcher 
and Reagan revived the rhetorical tradition of economic liberalism that had 
lay dormant in the West during the heyday of Keynesian promise making 
in the postwar period. With its championing of individualism and criticism 
of all forms of government intervention, this neoliberalism provided an ex-
pedient ideological framework to justify breaking promises. Here, again, 
state socialism’s ideological tradition provided no such recourse. Gorbachev 
attempted to craft an ideology of breaking promises through perestroika, 
but he consistently struggled to place it within the tradition of Marxism-
Leninism. Eventually, he simply abandoned Marxism-Leninism altogether.

All this suggests a peculiar and troubling kind of Western triumph in 
the Cold War, but it is the only kind of triumphalism the end of the Cold 
War can teach us. We should have no problem stating that the West won 
the Cold War, but we should recognize clearly why it did. Democratic cap-
italism prevailed because it proved capable of imposing economic disci-
pline on its own citizens. Communism collapsed because it could not. 
And neoliberal democracy emerged in both East and West from the Cold 
War’s ashes because it was the best ideological system for breaking prom-
ises. The triumph of broken promises is a theme to which we will return in 
the conclusion. But first, we must begin with the crisis that forever 
changed the global economy and the Cold War. In the early 1970s, the 
price of oil suddenly quadrupled, and the world was never again the same.
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ON DECEMBER 10, 1976, East German prime 
minister Willi Stoph was leaving Moscow disappointed and empty-handed. 
He had come to the Soviet capital seeking an increase in Soviet oil deliv-
eries to the German Democratic Republic (GDR), but his Soviet counter-
part, Alexei Kosygin, had roundly rejected his request. “We don’t have the 
resources for it,” Kosygin had said during their meeting in the Kremlin. 
“We have an acute energy shortage in our country. . . . You must get your 
mind out of the clouds.” “My mind’s not in the clouds,” Stoph shot back. 
“But you want us to increase our deliveries,” Kosygin responded. “We 
cannot meet that level of demand. No one in the world can do that.”1

Now, as the two men drove through the streets of the Soviet capital on 
their way to the airport for Stoph’s departure, Kosygin tried to lighten the 
mood by reminding his comrade of the overriding advantages of the so-
cialist system compared to the chaos that currently prevailed in the capi-
talist world. “We understand that the situation in the GDR is not easy,” 
the Soviet premier said, but “compared with the predicament in capitalist 
states, all socialist states—the USSR as well as the GDR—[are] in an in-
comparably better situation.” To him, the advantages were clear. The so-
cialist countries were “in a position to plan” their economies “until 1980, 
1985, and beyond” as well as “agree on the course of our development.” In 

C H A P T E R  1

The Oil Shock to the Cold War
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contrast, Kosygin said, “capitalist states couldn’t even plan for the next 
three months.” Perhaps shaken from his disappointment by Kosygin’s 
comparison, Stoph piled on the criticism of their ideological foes. “All of 
the planning efforts of capitalist states have only led them into crisis,” he 
said. Kosygin agreed and concluded, “Our situation is a thousand times 
better.”2

In the mid-1970s, one did not need to be a communist ideologue to 
share this view. Indeed, many in the West believed that the economic 
crises of the early 1970s had exposed fundamental flaws in both capitalism 
and democracy. The combination of widespread unemployment and high 
inflation throughout the West confounded both the professional econo-
mists who studied market economies and the democratically elected 
leaders who governed them. The reigning economic doctrine of Keynes-
ianism offered few answers in this world of “stagflation,” and those it did 
put forth—increased government spending and accommodating mone-
tary policy—appeared to only make the problems worse. Because democ-
racy subjected Western governments to the demands of all their citizens, 
it was widely believed that Western welfare states were doomed to chronic 
high inflation because politicians needed to promise their citizens too 
much of the good life in order to get elected. In foreign policy, a new  
buzzword—interdependence—dominated discussions of the West’s place 
in the world and appeared to portend an end to Western societies’ control 
over their own fates. What could the developed West do in the face of de-
pendence on oil from the Middle East? To many on both sides of the Iron 
Curtain, the answer appeared to be nothing at all. Could democratic 
leaders solve the riddle of stagflation if it meant inflicting pain on those 
they governed? Smart money said no.

The Eastern Bloc was thought to be different. Socialist states appeared 
to Western observers to be largely immune to the crises afflicting the capi-
talist world. As the exchange between Kosygin and Stoph shows, socialist 
leaders maintained a similar confidence in the superiority of their own 
system. Because the Soviet Union was one of the world’s largest producers 
of energy resources, the fourfold increase in the price of oil at the end of 
1973 and early 1974 first arrived as a financial windfall rather than a struc-
tural economic challenge for the leadership in Moscow. The socialist states 
of Eastern Europe had little oil themselves, but under the generous pa-
tronage of the Soviet Union, they received large and growing deliveries of 
Soviet energy during the 1970s at highly subsidized prices. Because almost 
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all trade and prices were fixed under five-year plans within the bloc, so-
cialist states appeared exempt from the violent gyrations of inflation and 
commodity price shocks that crippled the Western world. And if democ-
racies’ penchant for promising their citizens too much was the cause of 
Western inflation, then the socialist states’ authoritarian structure ap-
peared to make them helpfully unresponsive to the demands of their pop-
ulations. Taken together, these traits were enough to keep Kosygin and 
Stoph brimming with confidence as they drove through the Soviet capital 
that day in 1976.

And yet we begin with their exchange because beneath the professions 
of confidence, the discussion also pointed to the problems upon which 
state socialism itself would founder. Stoph had made the initial request for 
more Soviet oil for a very particular purpose: to lower the GDR’s bal-
looning sovereign debt to Western banks and governments. With more oil, 
the GDR would be able to produce more petrochemicals and export them 
to the West for hard currency. This, in turn, would lessen the need to take 
out Western loans to pay for imports and service old debts. In the first half 
of the 1970s, Western banks had been eager to loan money to the Socialist 
Bloc for the very reasons socialism appeared ascendant to all manner of 
Western observers in the 1970s: it had energy, authoritarianism, and no 
inflation. But by 1976, the first inklings of doubt had begun to bubble up in 
the minds of Western bankers: Would socialist states really be able to pay 
them back? Seen in this light, it becomes clear that Stoph’s pilgrimage to 
Moscow in search of oil was, in fact, an indirect effort to put the minds of 
Western bankers at ease and keep the flow of Western capital running 
smoothly.

The GDR’s predicament was far from unique; all states in the Council 
of Mutual Economic Assistance (CMEA or Comecon) shared the East 
German dependence on both Western capital and Soviet oil to varying 
degrees.3 Thus, Kosygin’s rejection of Stoph’s request points to the second 
problem lurking in the background of their discussion: after a ten-year 
period of dramatic growth, Soviet energy resources began to plateau in 
the mid-1970s and were projected to decline after 1980. The Eastern Bloc’s 
apparent imperviousness to the travails of the global economy rested on 
these two foundations: easy access to Western capital and an ever-increasing 
supply of Soviet energy resources. If either or both of these faltered, as they 
would around 1980, the entire bloc would be forced to reckon with the 
social, economic, and political problems that beset the West after 1973.
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Thus, this chapter tracks the response of both the industrial West and 
the socialist East to the oil crisis to make one overriding point clear. Al-
though the crisis at first appeared to validate the fundamental differences 
between democratic capitalism and state socialism, in time it demon-
strated that both blocs were subject to the pressures of the same world 
market. It was a market neither side could fully or even partially control, 
so how the states within each system reacted to the whims of the global 
economy became the key determinant of their success and survival. The 
dramatic expansion of global capital markets after the crisis presented 
both sides with a means of softening the blow of adjustment to the new 
market conditions. But the fundamental challenge the crisis posed to both 
the democratic capitalist states of the West and the state socialist systems 
of the East could not be permanently avoided. The crisis challenged gov-
ernments on both sides of the ideological divide to domestically distribute 
the economic losses caused by the oil price shock, transition their soci-
eties to more profitable and energy-efficient systems of production and 
consumption, and maintain access to the global capital markets that rap-
idly expanded after the oil shock. All these pressures, in turn, threatened 
the legitimacy of both the welfare states in the West and the communist 
states of the East. At first faintly felt and then stridently resisted, the crisis 
began the transition from making to breaking promises for both blocs.

◆  ◆  ◆

On October 6, 1973, war came once again to the contested lands 
of Israel and its neighbors. Early that afternoon, Egyptian armed forces 
crossed the Suez Canal into the Israeli-occupied Sinai Peninsula, and 
Syrian forces pushed from their homeland to confront Israeli forces oc-
cupying the Golan Heights. Over the next three weeks, the Arab coalition 
and the Israeli Defense Forces fought pitched battles in what would come 
to be known as the Yom Kippur War. In the early days of the fighting, the 
Soviet Union resupplied its Arab allies, and on October 14, the United 
States responded with its decision to resupply Israel. For the Arab Gulf 
states that supported the Egyptian and Syrian campaign, the American 
decision demanded a response equal to the perceived injustice of sup-
porting Israel. Thus, they unsheathed “the oil weapon” and unilaterally 
announced a 70 percent increase in the price of their oil to $5.11 a barrel. 
The next day, they committed themselves to a rolling embargo against sup-
porters of Israel, chief among them the United States. After US president 
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Richard Nixon announced a new aid package to Israel on October 19, 
King Feisal of Saudi Arabia upped the ante considerably by imposing a 
complete embargo on oil supplies to the United States.

By the end of October, the guns had fallen silent, but the effects of the 
price increase were only beginning to ripple outward. In December, min-
isters from the Organization of Petroleum Exporting Countries (OPEC) 
met in Tehran to discuss where to peg the oil price going forward. At the 
urging of their host, Shah Mohammad Reza Pahlavi, the group settled on 
an even higher price target of $11.65, one that would have been unfathom-
able only months before.4 As recently as 1970, OPEC had only been able to 
fetch $1.80 per barrel on the world market. With the breakdown of the 
Bretton Woods system in 1971 and the resulting devaluation of the US 
dollar (in which oil was priced), some of the oil price increase could be ac-
counted for by producers’ desire to recapture the value they had lost with 
the dollar’s decline. But the fourfold increase from $2.90 in mid-1973 to 
$11.65 at the end of the year represented more than that. Economically, it 
reflected the fact that the development of affluent industrial societies in 
the West had increased oil demand sixfold since 1950 and had pushed the 
United States beyond energy autonomy to dependence on foreign oil in 
the late 1960s.5 Politically, the price increases represented a precipitous 
culmination of decades of struggle on the part of developing nations to 
increase the value of the commodities that formed the basis of their na-
tional wealth. When they collectively called for a “New International Eco-
nomic Order” at the United Nations in May 1974, they did so with the 
winds of long-sought wealth at their backs.

The boon for the oil producers of the world delivered a bust to the de-
veloped world on a scale unknown in the postwar years. The oil crisis ar-
rived in a Western world already beset by a burgeoning list of economic 
problems. Chief among them was inflation. The rising price level had a 
diverse set of causes, including US president Lyndon Johnson’s attempt to 
fund his Great Society programs and the war in Vietnam without a tax 
increase, an explosion of real wage increases across the West from 1968 to 
1972, and the 1971 American decision to suspend the convertibility of the 
dollar into gold. Washington had abandoned the Bretton Woods system 
of fixed exchange rates in response to the continued economic rise of 
Western Europe and Japan, which increased competitive pressure on US 
industry and decreased America’s relative standing in the world economy. 
The devaluation implicit in the 1971 decision, and the floating exchange 
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rate system that soon followed, restored a measure of US competitive-
ness.6 But it also produced persistent monetary instability in the capitalist 
world and freed the United States from the nominal constraint of limiting 
its money supply to amounts that could be converted into gold at thirty-
five dollars an ounce. In combination, these forces had pushed consumer 
price inflation in Organization for Economic Cooperation and Develop-
ment (OECD) countries to an annual rate of 8.2 percent in 1973.7 With 
prices already galloping ahead at a steady pace, the fourfold increase in 
the price of the commodity that formed the basis of industrial society was 
bound to have dramatic economic effects.

In short order, in 1974–1975 the West experienced its worst economic 
downturn since the Great Depression.8 Unemployment across the OECD 
reached 5.5 percent in 1974 and peaked at 8.9 percent in the United States 
in May 1975.9 Under the economic conditions that had prevailed since 
1945, a downturn of such scale would have nipped the problem of inflation 
in the bud. But the skyrocketing oil price made this contraction different, 
and consumer price inflation increased across the West to 14.1 percent in 
1974 and 11.8 percent in 1975.10 And so, in defiance of postwar economic 
theory and experience, “stagflation” was born.

In the realm of public policy, the years since 1945 in the West had un-
folded in the long shadow of British economist John Maynard Keynes and 
the body of economic theory that bore his name. During their heyday in 
the 1960s, Keynesian economists who populated Western governments 
had declared victory over the business cycle and professed the ability to 
prevent economic downturns through changes in monetary and fiscal 
policy. “Recessions are now considered fundamentally preventable, like 
airplane crashes and unlike hurricanes,” Arthur Okun, Lyndon Johnson’s 
chief economist, declared in 1970.11 On the European continent and in 
Japan, two decades of almost uninterrupted economic growth from 1950 
to 1970 lent the credibility of lived experience to such claims. Even in the 
United States, where recessions had been a recurrent, if mild, part of 
postwar life, economists in the 1960s found reason to think that economic 
performance was ultimately subject to government control. The Phillips 
curve, named for the New Zealand economist, A. W. Phillips, who had 
first theorized its existence in 1958, purported to show that inflation and 
unemployment were inversely related—the more one went up, the more 
the other would go down. With this knowledge in hand, economists 
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argued in the 1960s that governments could control the level of both infla-
tion and unemployment through fiscal and monetary fine-tuning.

Using this line of thinking, postwar governments had based their 
policy and built their legitimacy on the promise of optimizing the social 
effects of the economy. From this, the central economic goal of the 
Western welfare state emerged: full employment. As Charles Maier has 
written, “a full employment ‘standard’” emerged after 1945 as the mea-
suring stick by which all Western governments were judged. Under this 
standard, it was now the responsibility of government to ensure that ev-
eryone who wanted a job had one. This commitment was a dramatic de-
parture from the responsibilities of democratic capitalist governments in 
the prewar years, when, under the gold standard, the nations of the West 
prioritized their international solvency over the interests of their domestic 
working classes. The horrid experience of the Great Depression, Europe’s 
descent into fascism, and the emergence of a Socialist Bloc that purported 
to govern in the interest of the working class all forced democratic capi-
talist governments after the war to adopt the interests of the working class 
as their own. The result of this fusion of interests between the working 
class and its governments was full employment. As Maier has written, 
“Accepting the primacy of full employment meant that a major priority of 
the working class had become that of society in general.”12

Stagflation, quite plainly, called into question the entire promise of 
Keynesian governance and, with it, the legitimacy of Western welfare 
states too. If the basic task of postwar government was to do something to 
protect the interests of the working class, it was not clear after 1973 what 
that should be. Inflation appeared to signal that governments and the 
unions they supported had already done too much. As a financial phe-
nomenon, inflation was straightforward to understand—the price level 
increased when there was more money than goods in an economy. But as 
a social phenomenon, inflation was a signal of unresolved conflicts within 
a society over how wealth should be distributed. Workers believed they 
should get a greater share, so they demanded wage increases. Capital, un-
willing to see its profits decline, responded by increasing prices, and the 
process continued without resolution until there was more money than 
goods. More than simply a monetary phenomenon, inflation appeared in 
societies where competing social groups had been promised more than 
the market could deliver.13
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In Western societies, the culprit of the accumulated promises was 
widely believed to be the postwar welfare state and its foundational 
promise of full employment. Inflation was caused by “the worldwide com-
mitment to full employment and maximum production,” the American 
magazine Business Week wrote in October 1974. This view was not con-
fined to the spokesmen of the business community. Even those sympa-
thetic to the interests of labor and the welfare state, such as Keynesian 
economist Paul Samuelson, agreed that the 1974–1975 crisis signaled that 
governments were doing too much to protect workers from market reali-
ties. Inflation “is deep in the nature of the welfare state,” he concluded, 
because “even when there is slack in the system, unemployment doesn’t 
exert the downward pressure on prices the way it did under ‘cruel capi-
talism.’” The problem, he wrote, was that no one wanted “to turn the clock 
back.”14

This is precisely what made defeating inflation so difficult. It implied 
someone would have to lose. The oil crisis compounded the challenge by 
bringing about the situation the Phillips curve had proclaimed impossible— 
high unemployment and inflation at the same time. Governments could 
fight one or the other, but not both at once. The stability of Western soci-
eties and the legitimacy of their governments depended on the restoration 
of economic growth, but the fight against inflation required that this resto-
ration not add more claims on societies’ resources to those already going 
unfulfilled.

In Europe, this predicament threatened to destroy the fragile order that 
had emerged since 1945. “The postwar era is over,” the historian Fritz Stern 
declared in a May 1974 article. “For some twenty-five years . . . a steadily 
expanding economy protected Europe from major political upheavals.” In 
the upheavals of 1968, students and radicals may have rebelled against  
the conformity of bourgeois life, but the core constituents of postwar  
politics—the workers—had been appeased with ever-increasing promises of 
prosperity. “The workers of Europe found embourgeoisement a novel and, 
on the whole, exhilarating experience,” Stern wrote. “Each year, in every 
European country, more workers were able to afford cars, take vacations, 
dream of country bungalows, hope for a better life for their children.” 
That world was now gone. With Europe headed toward “‘zero growth’—at 
best,” Stern believed democracies on the continent would be robbed of the 
premise of prosperity that had underpinned them since the Second World 
War. Without prosperity, no one could be sure there would still be peace.15
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The promise of the postwar order therefore had to be kept alive, even as 
its economic foundation crumbled all around it. Across the West, govern-
ments and the unions they supported ensured that the living standards of 
the working class were protected as the oil price shock took hold in 1974. 
In the United States, workers’ pay increases for the year outpaced infla-
tion.16 In West Germany, the first public employees strike in the country’s 
history in May brought workers across the board a 3.4 percent real wage 
increase for the year.17 In Great Britain, a tense national election in Feb-
ruary 1974 yielded a weak Labour government that immediately granted 
the nation’s industrial workers a 29 percent nominal wage increase.18 In 
Italy, where all salaries were indexed to inflation through a system called 
the scala mobile, workers even received a 10 percent increase in real wages 
in 1975.19 In Japan, where inflation ran at an astounding 24 percent in 1974, 
workers easily covered the increase with a 32 percent increase in wages.20 
Across the West, the first reaction in every political system was to protect 
the nation’s workers from the changing global market.

Since the promises of postwar politics were not easily jettisoned, new 
sources to fund them had to be found. The oil crisis transferred roughly 2 
percent of the world’s wealth to the oil-producing nations, and if life in the 
West was to go on as it had before, a way needed to be found to bring these 
funds back into Western economies.21 “Looking out to 1980 and beyond,” 
the US Treasury noted in August 1974, “the World’s capital requirements 
will be massive by historical standards.”22

The Euromarkets—the forerunners of today’s unregulated global cap-
ital markets—presented one possible avenue for distributing world sav-
ings from oil producers back to oil-consuming nations. Founded in 
London in 1955 using Europeans’ surplus US dollars, the Euromarkets 
were made up of all currency held outside its country of origin and thus 
subject to little regulation. Because the US dollar was the most important 
and widely used currency in international trade, Eurodollars represented 
the overwhelming majority of liquidity in the Euromarkets, though West 
German deutsche marks, Swiss francs, and British pounds played a role as 
well. Throughout the 1950s and 1960s, the United States heavily regulated 
the interest rates banks could apply to their deposits within the United 
States, so increasing numbers of companies, banks, and central banks 
began to keep their US dollar holdings abroad and receive a higher rate of 
return in the Euromarkets. Neither the US nor the British government 
was eager to regulate this activity, so the Euromarkets continued to grow. 

 EBSCOhost - printed on 2/8/2023 2:38 PM via . All use subject to https://www.ebsco.com/terms-of-use



32  T H E  P R I V A T I Z A T I O N  O F  T H E  C O L D  W A R

By 1970 the markets were valued at $80 billion, and by the time the oil 
crisis struck, they represented one option for mediating the world’s rap-
idly growing financial interdependence.

They were far from the only one, however. Many financial observers and 
policy makers believed that governments or the International Monetary 
Fund (IMF) would have to manage the recycling process rather than leave 
such an important element of the global economy to the volatility of the 
marketplace. In the first ten months of 1974, OPEC nations deposited $16.5 
billion of their $45 billion surplus in the Euromarkets compared with just 
$10.5 billion in the United States.23 This was a strong boost for the unregu-
lated markets, but most doubted it could last long. On June 26, 1974, West 
Germany’s largest private bank, Herstatt, collapsed under the pressure of 
speculative foreign exchange losses. Many within the financial community 
itself believed the crash would be just the first of many dominoes to fall if 
the recycling process remained the responsibility of banks and the Euro-
markets. Banks were using short-term deposits from OPEC countries to 
make loans to oil-importing countries with maturities ranging from seven 
to ten years. That was, as the Wall Street Journal noted days after the Her-
statt collapse, “borrowing short and lending long, the bankers’ classic for-
mula for trouble.” Given what appeared to be an untenable situation, the 
Journal—not usually known for its advocacy of governmental control—
concluded that governments and the IMF would have to take over the pri-
mary task of petrodollar recycling. “The only other choice is an ominous 
one,” it noted, “drastic reductions of imports, currency devaluations and 
sharp economic slowdowns at the cost of rising unemployment.”24

Once more, events defied expectations. By late 1974, it became clear that 
oil producers had no interest in using finance to destabilize the countries 
that purchased their oil, and they moved to secure their deposits with 
Western banks on a longer-term basis. Banks, in turn, found fewer rea-
sons to worry about lending to countries. By the summer of 1975, a US 
Treasury official could report that “the financing problems due to the 
OPEC financial accumulations now are generally recognized by most 
banks as manageable.”25 If the private banking system could manage the 
recycling process, there was little role for the IMF or governments to play. 
From the start of 1975 onward, government efforts to control the recycling 
process waned, and the vast majority of sovereign borrowing stayed on 
the Euromarkets, which continued their skyrocketing growth for the re-
mainder of the 1970s (Figure 1.1).
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This was, for the history of both democratic capitalist and state socialist 
governments, a fateful development. With the world’s surplus capital now 
at its disposal, the international financial community became an arbiter 
of politics around the world. Neither bankers nor most politicians were 
eager to see the role of finance in these terms, but it was true nonetheless. 
Any nation-state, East or West, that relied on borrowed capital to fund the 
products of its domestic politics was now subject to the capricious confi-
dence of capitalists. As long as markets remained convinced that bor-
rowed capital would be repaid on time and with interest, politics within 
states could proceed normally. Politicians could continue to promise their 
people prosperity, and the legitimacy of the government could survive un-
questioned. But should market confidence ever falter, the domestic poli-
tics of borrowing states would be thrown into immediate disarray. In both 
East and West, the temptation to use borrowed capital to support domestic 
living standards proved too strong to resist. This meant there was now a 
direct connection between the promises governments made to their citi-
zens and the capital markets they used to fund them.

As the importance of global capital markets rose after 1975, the impor-
tance of central banks increased in equal measure. If governments could 
not control the capital markets to which they were now subject, central 
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Figure 1.1 The growth of the Euromarkets from 1964 to 1984.
Data source: Benjamin Cohen, In Whose Interest? International Banking and American Foreign Policy (New Haven, CT: 
Yale University Press, 1986), 23, table 2.2.
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banks still could control how much liquidity pulsed through those mar-
kets on a daily basis. This made the reaction of the most important central 
banks in the world to the escalating economic crises of the 1970s as im-
portant as the response of governments. At the US Federal Reserve, the 
most important central bank in the world because of its control over  
the liquidity of the US currency now circulating the globe as petrodollars, 
the bank implemented a brief period of high interest rates in the spring of 
1974 to counter the oil price shock, but it quickly returned to an accom-
modating policy by autumn. This left interest rates at or below the level of 
inflation, which, in turn, made the real cost of borrowing US dollars 
around the world virtually zero. With minor variations, the real cost of 
dollars remained close to zero until the late 1970s.26 Needless to say, this 
encouraged the global sovereign lending process a great deal.

Other central banks tried harder to restrict the growth of money and 
reduce inflation in their societies. West Germany and Japan both adopted 
forms of monetarism in the mid-1970s that brought them a measure of 
success in controlling inflation within their borders. But as long as the 
real engine of global liquidity, the US Federal Reserve, failed to attack in-
flation with all its might, governments would continue to have little 
trouble financing the race to make promises. Until the Federal Reserve 
adjusted, political systems throughout the world would not be forced to 
adjust either.

This made any governmental attempt to defeat inflation a political 
choice—and an extremely unpopular one at that. Three days after assuming 
the presidency in August 1974, US president Gerald Ford told the nation in a 
nationally televised address, “inflation is our domestic public enemy No. 1,” 
and proceeded to launch a campaign to WIN (Whip Inflation Now), under 
which he encouraged Americans to grow their own food, balance their bud-
gets, and use credit sparingly. Doing little to halt inflation, the only real ef-
fect of the WIN campaign was to contribute to the record losses of the 
Republican Party in the November 1974 midterm elections. Chastened by 
defeat and dealing with massive Democratic majorities in both houses of 
Congress, Ford signed a series of simulative tax cuts in 1975 and left the 
challenge of government-imposed austerity to another day.27

Throughout the rest of the West, governmental attempts to prioritize 
fighting inflation over restoring full employment were ground to pieces by 
the forces of political opposition. Only in West Germany did Chancellor 
Helmut Schmidt, a social democrat who enjoyed strong ties with the West 
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German trade unions, succeed in passing a contentious austerity package 
in 1975. He did so by leaning on his stature as a representative of the 
workers who was merely delivering the economic bad news the new 
market conditions demanded. As he told the nation the year after the aus-
terity measures passed, “Nothing will ever be like it was before 1974.”28

Most Western politicians and the constituents they served did not want 
to believe Schmidt’s fatalistic conclusion. Even those who did found that 
their message was deeply unpopular in democracies that favored those 
who promised a return to the glory of the postwar golden age. Perhaps no 
other work captured the prevailing mood across the West like the British 
economist Fred Hirsch’s 1976 The Social Limits to Growth. “Economic lib-
eralism,” Hirsch wrote, is “a victim of its own propaganda: offered to all, it 
has evoked demands and pressures that cannot be contained.” The promise 
of affluence had been extended to everyone in Western societies because of 
the “principle of universal participation” and “the demands of political le-
gitimation.” Although “the spread of bourgeois objectives downward 
through the social scale strengthens the political legitimacy of liberal market 
capitalism,” Hirsch wrote, “the same process proves ultimately disruptive to 
economic performance.” The fundamental economic problem of “advanced 
societies,” he wrote, was now “a structural need to pull back the bounds of 
economic self-advancement.” The prospects of this occurring were dim be-
cause the “central fact of the modern situation is the need to justify” policy 
choices to the population. That, Hirsch wrote, was “its moral triumph and its 
unsolved technical problem.” The fact that resolution to the West’s economic 
problems needed to be “ethically defensible” imposed “drastic limits on the 
set of feasible solutions.” This meant the biggest challenge to industrial soci-
eties was not formulating policies to solve the crisis of stagflation but rather 
gaining “the public acceptance necessary to make them work.”29

Public acceptance was indeed the challenge of the hour, and few 
Western states appeared capable of fostering it. If social consensus would 
forever evade Western democracies, perhaps political systems that dis-
carded it altogether would fare better in the post-1974 world. If nothing 
would ever be the same after the oil crisis, perhaps the future at last be-
longed to state socialism.

◆  ◆  ◆

Quite understandably, the socialist leaders of the Eastern Bloc 
wanted to avoid the problems vexing their democratic capitalist counterparts 
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at all costs. At first glance, they appeared well positioned to do so. Until the 
mid-1970s, prices within Comecon were fixed as part of the five-year planning 
process. Thus, in 1970, the USSR had set the price for its oil within Comecon 
for the entire period 1971–1975 at roughly 14 rubles per ton, about $2.43 per 
barrel.30 At the time, oil prices on the world market hovered around $2 per 
barrel, so Comecon states paid a slight price premium for Soviet oil. It was a 
premium they were happy to pay because trade with the Soviet Union was not 
conducted in hard currency—currencies that were freely convertible, such as 
the US dollar, British pound, or West German mark. Although Soviet oil was 
priced in rubles for accounting purposes, Comecon trade was conducted on a 
barter basis within the five-year plans. Before the oil crisis, planners would 
use the five-year planning process to determine that Soviet oil was worth a 
certain amount of East German television sets, Polish ships, or Czechoslovak 
engineering equipment, and then trade for the entire period would proceed at 
that price.

For Eastern Bloc countries, which generally imported raw materials 
and exported finished products, this arrangement had two overriding ad-
vantages compared to the trade they conducted on Western markets: their 
products had a guaranteed buyer and could be sold without regard for 
their quality. Soviet officials could (and did) protest about the quality of 
East European goods sent their way, but without radically altering the 
structure of Comecon, there was little they could do to stop the flow of 
inferior goods. These advantages for Eastern Europe notwithstanding, 
trade within Comecon before the oil crisis was not fundamentally dif-
ferent from trade on the world market. The barter system did not empha-
size quality, but the economic value ascribed to goods (as seen in the 
rough parity of Comecon and world oil prices) was basically in line with 
world market values.

The commodity price explosion of the early 1970s fundamentally altered 
this dynamic. Within a matter of months from late 1973 to early 1974, the 
world market value of the Soviet Union’s energy resources quadrupled, and 
with it, the country’s dominion over the rest of the bloc became an enor-
mous economic liability. As long as world oil prices remained above ten 
dollars a barrel, any deliveries of Soviet oil to Eastern Europe at two and a 
half dollars a barrel would represent a breathtaking loss on the sale of the 
country’s most valuable asset. But if the Kremlin adjusted Comecon prices 
to reflect the new world market prices, Eastern Bloc countries would have 
to dramatically increase their exports to the Soviet Union to pay the new 
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prices. This increase in exports would have to come at the expense of do-
mestic consumption, and thus it had the potential to disrupt the unwritten 
social contracts of late socialism and produce severely destabilizing social 
unrest. This was a prospect all Eastern Bloc leaders hoped to avoid, so they 
used all the tools at their disposal to insulate their domestic social con-
tracts from changes in the world market and Comecon. After the oil crisis, 
a new tension defined relations among the “fraternal allies”; the economic 
interests of the Soviet Union now stood in stark opposition to the political, 
economic, and social priorities of the bloc as a whole.

This tension first appeared in 1974 after the Soviet leadership proposed a 
new Comecon pricing system that would dramatically increase the price of 
Soviet energy resources in order to bring them more in line with the new 
world market prices. The Soviet Politburo debated the issue on numerous 
occasions that year, and Soviet general secretary Leonid Brezhnev “person-
ally attache[d] great importance to this question,” Gosplan chairman Nikolai 
Baibakov told his East German counterpart, Gerhard Schürer, in December 
that year. The Soviet leader believed “that no socialist country, nor the So-
viet Union, should have a setback in national economic development due to 
price regulation.” For the leadership, the issue of oil prices was “fundamen-
tally a political question, not just a purely economic problem,” Baibakov said. 
Soviet leaders knew that a transition to current world market prices “could 
lead to the emergence of chaos in the economies of the socialist countries, 
as is currently the case in capitalist countries.” At the same time, however, 
they believed the socialist countries could not “completely separate them-
selves from the development on the world market” because the price 
changes were “an objective [and] irreversible process.” This meant that the 
Socialist Bloc could not “escape the prevailing price increase on the world 
market.”31

Escape was precisely what Eastern European leaders believed the bloc 
should do. For them, the oil crisis was the clearest sign yet that capitalism 
was prone to crisis and doomed to failure. Official East German policy 
maintained that the oil price shock was “influenced to a large degree by 
speculative and inflationary factors” that arose “out of the intensification 
of the general crisis of the capitalist system, especially from the chronic 
energy, currency, and financial crisis.”32 Similarly, the Hungarian Socialist 
Workers’ Party concluded that “manipulations of international capitalist 
monopolies” had produced the commodity price shock. “The general 
crisis of capitalism deepens,” party documents declared.33
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Faced with capitalism’s evident failures, Eastern European leaders 
thought it foolish to willingly import the effects of capitalism’s crisis 
through changes to Comecon prices. As GDR policy makers told their 
Soviet comrades, the bloc “should under no circumstances” incorporate 
price increases into the Comecon price system based “on speculative . . . 
factors of the imperialist system.” Such a move would only “transmit the 
effects of capitalist inflation into our economic relations.” This would not 
only have “economic effects,” they warned. “We must also recognize that 
political problems could arise if price increases for raw materials trigger a 
general price increase within our community of states.”34

Soviet leaders understood the explosive social potential of price changes, 
but they remained firmly convinced the oil price increase was something 
to be celebrated, not admonished. Far from signaling the power of mo-
nopolies and speculators in the capitalist world, the commodity price 
shocks represented a resounding victory for the global forces arrayed 
against Western imperialism. “Something fundamental has happened 
in the world,” Nikolai Patolichev, the Soviet minister of foreign trade, told his 
East German colleagues. “Developing countries have achieved their eco-
nomic independence in recent years. 1973 was the conclusion of this 
struggle. This is not an imperialist process but an anti-imperialist develop-
ment.” The socialist community had “supported developing countries in 
their political struggle, and now they have triumphed,” Patolichev said. 
This meant that “by their very nature, the new commodity prices are the 
result of the anti-imperialist struggle.”35

The differences in ideological interpretation between the Kremlin and 
its allies reflected differences in national self-interest and domestic poli-
tics exposed by the oil crisis. As the Soviet foreign trade minister Patoli-
chev rhetorically presented it to GDR officials, “How are we to explain to 
our people that we are selling our oil 30 rubles below the world market 
price?” The allies needed to understand, Patolichev said, “what it would 
cost the Soviet side to sell the raw materials so cheaply.” The Soviets could 
not go on providing such a subsidy because they could no longer “explain 
it to the Soviet people.” This made it “absurd to reject” the Soviet Union’s 
“authority (Berechtigung)” to revise the Comecon price structure.36

Bloc governments equally felt the pressure to please their people. As 
East German leader Erich Honecker wrote in a 1974 letter to Brezhnev, the 
GDR leadership felt it could not allow “a reduction of the population’s 
standard of living” because the state’s “class enemies” in the West led “a 
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daily ideological diversion against the people of the GDR.” To counter this 
threat, the East German leadership thought it “necessary to solve a series 
of social questions (increases in pensions, the minimum wage, support for 
young families, aid for children, [and] acceleration in the construction of 
housing, hospitals, and schools, etc.).”37 The same governing strategy de-
fined the regimes of János Kádár in Hungary, Edward Gierek in Poland, 
Gustáv Husák Czechoslovakia, Todor Zhivkov in Bulgaria, and Nicolae 
Ceaușescu in Romania. Higher Soviet energy prices would mean fewer 
houses in Leipzig, lower wages in Gdánsk, emptier shelves in Sofia, and 
more political instability everywhere.

Ultimately, it was the Soviet Union that had the oil, so it was the Kremlin 
that set the policy. At first, the Politburo decided that energy prices within 
Comecon for 1975 should be set based on an average of the world market 
price in 1973 and 1974. Because these two years contained the dramatic price 
increases, this would have served Soviet economic interests handsomely. But 
after hearing loud protestations from their allies, the Politburo decided that 
the two-year price average would be “too difficult for the socialist countries.” 
Instead, they chose to base the 1975 price on an average of 1972, 1973, and 1974 
in order to include “one year each with low, medium, and high price[s].” 
After 1975, Soviet officials decreed, the Comecon price system would adjust 
based on a rolling average of the previous five years of world market prices.

It was a decision worth billions of rubles—and, by extension, billions of 
dollars. As Baibakov explained, if Comecon had moved immediately to 
world market prices, the socialist countries would have had to export an 
extra 16 billion rubles worth of goods to the Soviet Union during the 1976–
1980 Five-Year Plan. Under the system of flexible prices, the 16-billion-ruble 
burden on Eastern Europe would fall to 7 or 8 billion rubles.38 Patolichev 
described the new sliding price system as “an optimal compromise, which 
splits the necessary strains between the USSR and the other CMEA coun-
tries.” Optimal did not mean easy, however. Everyone involved in the ne-
gotiations throughout the bloc knew that the consequences of their 
decisions would be vast and long lasting. As Patolichev told Honecker in 
the midst of a particularly testy exchange, “The current change in Com-
econ prices is the most difficult task of my life. . .  . The system of sliding 
prices is not only a question for the USSR, but also politically and economi-
cally important for the entire socialist community.”39

What appeared difficult to Soviet officials appeared life threatening to 
Eastern European officials. Even under the sliding price system, it was 
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now clear the price of energy for bloc countries would dramatically in-
crease in the years ahead. Upon hearing of Moscow’s move to change the 
pricing system, Erich Honecker called an emergency meeting of the East 
German leadership to formulate a response. There were domestic and in-
ternational dimensions to the Soviet decision that needed to be discussed. 
Internationally, the general secretary observed that the oil crisis had fun-
damentally, and perhaps permanently, changed Eastern Europe’s eco-
nomic value to the Soviet Union. “Until now,” he said, “we have paid more 
for a ton of oil from the USSR than the FRG [Federal Republic of Ger-
many]. That may have changed as a result of the price increases in the 
West.”40 For the foreseeable future, Eastern Europe would now be an eco-
nomic burden on Moscow.

Domestically, the sliding price system presented the prospect of social 
and political disruption. The first estimate of the economic losses for the 
GDR under the new price system projected an additional cost of 7–8 billion 
marks in 1975 and 8–9 billion marks per year during the period 1976–1980. 
To put the scale of these costs in perspective, state planners warned the 
Politburo that the new annual costs for Soviet oil were “more than the an-
nual increase in national income.” Günter Mittag, Honecker’s deputy and 
the chief economic official in the GDR, understood immediately what this 
would mean for the country: “an absolute fall in living standards in the 
GDR.” He was furious. If prices were not fixed, then insulating the GDR 
from world market volatility would be impossible and the inflation per-
vading the capitalist world would creep into the Eastern Bloc. For Hon-
ecker, preventing this from happening was a top priority. “We have no 
intention of letting inflation penetrate the socialist camp,” he told the 
group. Budget subsidies were the only way to turn flexible and rising im-
port prices into stable and cheap domestic prices, so the fight against world 
inflation would come at the expense of the state budget.41 Honecker gave 
the new marching orders to his state planning commissioner, Gerhard 
Schürer, in early 1975. “The main task,” he said, was to achieve economic 
growth “by means of intensification”—the socialist term for increases in 
productivity—and to ensure that “social security is placed at the center of 
the development of working and living conditions.” Social security meant, 
“above all, stability of prices . . . implementation of the housing program, 
preservation and expansion of health care capacities, and safeguarding of 
the school program.”42 Progress in the land of real existing socialism would 
go on, Honecker had decided, no matter the consequences.
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Progress would also go on in Hungary. In 1972, the Hungarian Polit-
buro had decided on the need to further improve the position of the 
working class and increase real wages. A capitalist crisis like the oil price 
shock was not going to stand in the way of this goal. János Kádár told the 
country in his speech to Eleventh Party Congress in 1975, “Despite the 
external difficulties it is possible for our national economy to develop in 
the coming years at approximately the same rate as it has in recent years 
and for living standards to continue to rise.”43 The party program adopted 
at the 1975 congress still insisted the final stage of communism could ar-
rive in Hungary in the next fifteen to twenty years.44

The bloc governments’ decisions to leave the social contract untouched 
in the face of the oil crisis was born of searing historical memories. Ger-
hard Schürer, the head of the East German State Planning Commission, 
wrote of the East German leadership, “Since the sugar price increase of 
June 17th, 1953,”—when price increases had sparked an uprising that was 
violently suppressed by the Soviet Army—“the fear of price increases on 
basic goods sat so deep in the bones of policymakers that no one achieved 
a change.”45 In Poland, dangerous history was much closer at hand— 
Edward Gierek owed his ascension to the pinnacle of the country to the 
repeal of the 1970 price increases and the start of his “New Development 
Program,” which promised workers a better life. In Hungary, Kádár had 
secured the political acquiescence of the population after the national 
trauma of 1956 with a single promise: ever-increasing living standards. 
Gustáv Husák was detested in Czechoslovakia, but after 1968 he drove a 
similar bargain. Throughout the bloc, higher living standards were the 
price of social peace.

But if history and politics provided the impetus for stabilizing the so-
cial contracts of late socialism, they were not what made it possible. For 
that, the particular configuration of the global capitalist economy that 
emerged after the oil crisis was required. In a supreme irony, it was only 
the development of global finance capitalism that allowed late socialism to 
exist. Without the explosive growth of global capital markets after 1970, 
and particularly after 1974, the governing model of late socialism would 
have been impossible. Had there been no transnational pools of capital on 
the Euromarkets in the 1970s, or had those pools been more highly regulated 
and thus less easily accessed, the entire time line of socialism’s denoue-
ment would almost certainly have looked completely different. Rather 
than speaking of the rise of Solidarity in the Polish Crisis of 1980 and 1981, 
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we might instead be writing about a Polish, Hungarian, or East German 
Crisis of 1974 or 1975.

Günter Mittag, the East German party leader for economic policy, ad-
mitted as much in his memoirs. In his words, because in the 1970s “it was 
regarded as an indisputable axiom that the standard of living should in-
crease, loans were taken out to bridge supply shortages.” Had these loans 
not been available, the Unity of Economic and Social Policy—the East 
German name for their policy of raising living standards and expanding 
social welfare—would have quickly become untenable. Abandoning this 
policy, Mittag wrote, would have “been a funeral for the GDR in the 1970s.” 
Upending the social contract would have produced “social conflicts with 
political consequences, which would probably have affected more than just 
the former GDR.” In the 1970s, “a possible political destabilization in the 
GDR through a restriction of social policy was connected with an incalcu-
lable political risk. In this respect, the guarantee of economic and social 
stability was a basic premise of all political action.”46

In the same way, a basic yet unexamined premise of our histories of the 
last period of the Cold War is the intimate relationship between the global-
izing financial capitalism of the 1970s and the fragile stability of late so-
cialism. It was a relationship that quietly underwrote everything from the 
daily lives of Eastern Europeans, who unknowingly depended on it to put 
food on their tables and goods in their stores, to the high politics of the Cold 
War, where it was the prerequisite for détente on the European continent. Its 
power was really only apparent once it was gone, as it would be in 1980, at 
which point the broken connection between finance capitalism and late so-
cialism would produce a crisis in Poland that would disrupt both the daily 
lives of Eastern Europeans and the high politics of the Cold War.

A closer look at the situation of the GDR at the moment the oil crisis 
struck illustrates this interdependence. Just as the oil crisis was beginning 
to unfold in November 1973, members of the East German Ministry of 
Finance produced a projection of the GDR’s sovereign debt out to 1980 if 
the country maintained its trajectory under the rapidly rising world 
prices. The results were frightening. The GDR’s debt to the West at the end 
of 1974 was projected to be 8.7 billion “valuta marks” (VM), the East 
German accounting unit used for foreign trade and finance and pegged at 
roughly the value of a West German deutsche mark (DM). This converted 
to roughly $3.5 billion.47 Even under optimistic hard currency export as-
sumptions, the projection anticipated the hard currency debt growing 
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from VM 12.1 billion in 1975 to VM 25.5 billion, or roughly $10 billion, in 
1980. Officials believed such a level of debt would simply not be possible to 
attain. They estimated that over the entire period of 1974–1980, VM 18 bil-
lion of planned borrowing on global capital markets was simply “not fi-
nanceable.” As they wrote, “All calculations show” that the nation’s 
economic trajectory “is not viable” because “of the development of the 
debt and the impossible financing [requirements].” If the debt was to be 
controlled, they wrote, the social contract would have to be disciplined.48

In its first months, the oil crisis only seemed to make the prospects for 
substantial Eastern Bloc borrowing worse. As discussed previously, many 
Western observers did not think the Euromarkets could sustainably 
manage the process of petrodollar recycling for any period longer than a 
couple of months.49 This sentiment was immediately and urgently echoed 
within the East German leadership. In March 1974, there were “funda-
mental differences of opinion” among the economic leadership on the 
question of whether “the necessary sources of credit for financing the 
planned imports of 1975–1980” could be found. It remained an open ques-
tion because East German bankers had recently been forced to meet ex-
isting debt payments by taking out new loans. This was “already a tense 
goal because the existing sources of credit [were] largely exhausted.” For-
eign banks were “increasingly questioning the liquidity of the GDR.” The 
first months of higher commodity prices had made the availability of credit 
worse, not better. Markets, it seemed, might force a change in Eastern Bloc 
domestic policy whether communist leaders wanted one or not.50

Throughout the tumultuous summer of 1974 in the West, the debate 
over the sustainability of the bloc’s access to global capital markets con-
tinued. As the Soviet Union worked to change Comecon oil prices in Sep-
tember, a newly formed group of top economic officials in the GDR 
discussed a Marxist-Leninist analysis of the Euromarkets that was desig-
nated “Top Secret.” In the first section, titled “The Nature of the Eurocur-
rency Market and Its Risks,” the author detailed how the markets had 
begun in the late 1950s when surpluses of US dollars ended up in Europe 
due to the “unrestricted political and economic predominance of US im-
perialism on the world capitalist market.” Then, in the late 1960s, “objec-
tively acting laws of the capitalist mode of production” such as the “uneven 
economic development of capitalist industrial states” and “the excessive 
expenditure of US imperialism on financing its aggressive global strategy” 
led to a breakup of the Bretton Woods system in 1971. The report reminded 
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the working group that the party had recently decided that “the general 
crisis of capitalism has reached a new stage” and declared that this conclu-
sion was “fully applicable to the development of the Eurocurrency market.”  
The upshot was clear: “With its inherent risks, the Eurocurrency market 
does not provide a long-term basis for financing balance of payments def-
icits.”51 If this was true, then all bloc states would confront a highly pre-
carious situation. As 1975 approached with Eastern European leaders 
determined not to let increases in Soviet energy prices lead to a fall in 
domestic living standards, bankers throughout the bloc had no choice 
but to test how much money Western capital markets would let them 
borrow.

To universal surprise, it turned out to be a great deal. Once it became 
clear that private banks could manage petrodollar recycling on a perma-
nent basis, economic plans across the world that had been deemed “not 
financeable” in 1973 became eminently so by 1975. The rapid expansion of 
the Euromarkets that began in 1974 pushed the horizon for living on credit 
to a level that would have been deemed dangerous and impractical just 
one year earlier. OPEC nations accumulated a $60 billion current account 
surplus in 1974. Of this $60 billion, $21 billion was deposited with Euro-
currency banks, and the total assets of the five largest US banks grew at an 
unprecedented annual rate of 40 percent in 1974.52 Western banks were, in 
short, flush with cash and eager to find places to put it. The time was ripe 
for a marriage of convenience, and in 1975, the Eastern Bloc as a whole 
borrowed more money than they ever had before. Eurocurrency loans to 
the bloc—the type East German officials had feared would suddenly be-
come scarce—more than doubled from 1974 to 1975, rising from $1 billion 
to $2.4 billion. Quite literally, the surplus capital generated by a global 
crisis in capitalism was now funding state socialism’s defense against the 
global capitalist system.53

Indeed, by the beginning of 1976, the growth of socialist borrowing was 
so notable that Euromoney magazine, the publication of record for the Eu-
romarkets in the 1970s, put the Eastern Bloc on the cover of its January 
issue. “It is customary to begin the new year with a backward look,” the 
lead article noted, “and if we focus on the Euromarkets, the number and 
nature of Comecon borrowings in 1975 are striking.”54

There was so much Comecon borrowing in 1975 that by early 1976, 
Western financial and political leaders were beginning to question the 
bloc’s creditworthiness. The January 1976 Euromoney article noted it was 
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“inevitable” that “the magic” would eventually “go out of lending to Com-
econ countries.”55 In May, a widely discussed article in Business Week 
quoted Zbigniew Brzezinski, soon to become Jimmy Carter’s national se-
curity advisor, on the political dimensions of the increase in the Eastern 
Bloc’s debt. “We are dealing with both an opportunity and a threat,” Brzez-
inski told the magazine in a quintessential expression of the logic of inter-
dependence. “Indebtedness often increases the leverage of the debtor and 
decreases the leverage of the creditor,” he said. “If a Comecon country de-
faulted, it could create considerable problems” for Western European banks 
that had lent out the most money.56 This threat of interdependence was the 
concern of US secretary of state Henry Kissinger, who warned a gathering 
of OECD officials in June 1976 of “possible efforts” by socialist states “to 
misuse economic relations for political purposes inimical” to the West.57

The flurry of commentary in the West caught the ear of officials in the 
East who were now highly sensitive to changes in global market senti-
ment. “The capitalist national and international banks,” East German of-
ficials wrote in early 1976, “have recently expressed doubts about the 
creditworthiness of the socialist countries. That was not always so. A few 
years ago . . . insolvency from a borrower in a socialist country was as un-
thinkable, for example, as an insolvency from the American automaker 
General Motors.”58

But if the dangers of a Comecon default had become thinkable for both 
sides by the spring of 1976, that did not stop the banks from lending.59 By 
the start of 1977, the bloc was once more the star of the Euromarkets and 
reappeared on the cover of Euromoney. “Any concern over the rapid in-
crease in the level of indebtedness of the CMEA countries has not re-
stricted the volume of lending,” journalists for the magazine wrote. “On 
the contrary, 1976 was a vintage year.” Banks seemed to agree they had 
lent Comecon too much, but they couldn’t help themselves from lending 
more. Eurocurrency credits to the communist world had increased 33 per-
cent in 1976 to $3.2 billion, and there was no end in sight.60 As Figure 1.2 
makes clear, the debt burden of the Socialist Bloc would continue to rise 
through the end of the 1970s and would remain onerous for the rest of the 
Cold War.

Why did the banks continue to lend? The potent combination of surplus 
capital and erroneous assumptions pushed their enthusiasm beyond ratio-
nality. “On any normal criteria,” one London banker told Euromoney, the 
Eastern Bloc was “certainly overborrowed.” But banks were not holding 

 EBSCOhost - printed on 2/8/2023 2:38 PM via . All use subject to https://www.ebsco.com/terms-of-use



46  T H E  P R I V A T I Z A T I O N  O F  T H E  C O L D  W A R

0

20

40

60

80

100

120

1970 1973 1976 1979 1982 1985 1988

B
ill

io
ns

 o
f $

Bulgaria Czechoslovokia Romania

German Democratic Republic Hungary Poland

Figure 1.2 Eastern European sovereign debt (net of hard currency reserves) from 
1970 to 1990.
Data source: United Nations, Economic Commission for Europe, Economic Survey of Europe in 1990–1991 (Geneva: 
United Nations, 1991), 250, appendix table C.11.

the bloc to high standards of creditworthiness “because they’re so fl ush with 
funds,” another said.61 Bankers’ confi dence in the wisdom of their own cause 
compounded the enticements of easy liquidity. Citibank CEO Walter Wriston, 
the leading proponent of the global movement toward sovereign lending in 
the 1970s, notoriously proclaimed, “Countries don’t go bankrupt.”62

Above and beyond “normal” capitalist countries, bankers believed so-
cialist countries had three other advantages. First, they had a pristine re-
cord of timely payment and had never defaulted on their debts. Second, 
bankers assumed that socialist states’ authoritarian structure meant they 
had the “ability to control domestic consumption and investment,” which 
would put them “in a better position” to exercise “restraint.”63 Unlike capi-
talist democracies, which promised their citizens too much, socialist au-
thoritarianism was assumed to be adept at implementing austerity. Should 
that fail, however, bankers saw a strategic reserve behind the Eastern Bloc 
unparalleled throughout the rest of the global economy—the Soviet Union. 
Over the course of the decade, they came to believe in what was termed 
“the umbrella theory,” whereby they anticipated that the USSR would 
“come to the rescue” of its allies if they ran into fi nancial trouble.64 Under 
the Soviet umbrella, Eastern Europe seemed safe from fi nancial harm.
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On top of favorable ideological and financial structures, a group of very 
talented communist bankers represented their countries on Western fi-
nancial markets with aplomb. To read the Western press coverage of these 
men is to sense the potent mix of intrigue and respect with which Western 
bankers looked upon their communist counterparts at the time. Standing 
at the head of this group, and on par with any financial official in the 
West, was János Fekete, the deputy vice president of the Hungarian  
National Bank. Fekete had earned his venerable reputation in Western fi-
nancial circles for accurately predicting a devaluation of the US dollar in 
1971 and the global recession of 1974–1975. By the time he was profiled in 
Euromoney in 1977, the magazine treated his opinions with what verged 
on oracle-like reverence. There was an entire separate article on the topic 
of “What Fekete Says About the West,” presumably to help the magazine’s 
readers glean insight into the future of capitalism from this astute 
“Marxist economist.” Described as “bespectacled and ebullient,” Fekete 
told Euromoney that the Eastern Bloc was vastly underborrowed, not 
overly indebted. “If you take the economic potential of these countries, 
their debts are ridiculously low,” he said. Playing on the Western notion of 
an umbrella theory, he seamlessly shifted questions about Eastern Eu-
rope’s problems to a discussion of the Soviet Union’s material strength. 
“In a year, [the Soviet Union] is producing 480 million tons of petrol, it is 
producing about 300 billion cubic metres of gas, and 700 million tons of 
coal. It is an enormously strong economy.”65 With such strength in Soviet 
natural resources, it was implied that the debt of the rest of the bloc hardly 
mattered. For the time being, Western banks couldn’t help but agree.

If Fekete projected self-confidence, Poland’s Jan Wołoszyn, the first 
deputy president of Bank Handlowy, the Polish foreign trade bank, pro-
jected stately elegance. The same 1977 Euromoney issue described him as 
a “distinguished, elder statesman of Polish banking who would look 
equally at home in the boardroom of any bank in the West.”66 Bankers 
had nothing to fear with “Mr. Poland,” a later profile concluded. Wołoszyn 
was “credible, knowledgeable, and . . . impressive,” had never joined the 
Polish communist party, and had thought more than once about leaving 
banking for more leisurely bourgeois pursuits, gardening foremost 
among them. “This is a people business,” bankers reported to Euromoney, 
and Wołoszyn was “the one who, through his own charisma, standing, 
and personality, persuades many banks to lend to Poland.”67
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In East Germany, two men, Werner Polze and Horst Kaminsky, ran the 
country’s public financing efforts on the Euromarkets. Both men went 
about their business in the West without the fanfare of Fekete or Wołoszyn. 
After the Cold War, their actions receded further into the background in 
Germany after the revelation that another man—Alexander Schalck-
Golodkowski, known simply as Schalck—had been running an organization 
within the East German government called Kommerzielle Koordinierung. 
KoKo, as it was referred to, was charged with creating hard currency for the 
East German state using any means available. From the late 1960s to the  
collapse of the state in 1989, this mission led KoKo into all manner of activi-
ties, including currency and commodity speculation, hotel management, 
consumer goods stores, garbage disposal services for West Berlin, and 
weapons sales to developing countries. Along the way, Schalck became one 
of the most important people within the East German leadership because 
he was the state’s chief negotiator with West Germany on all financial 
matters.

And there was a great deal to negotiate. After the launch of Willy 
Brandt’s Ostpolitik in the late 1960s and the signing of the Basic Treaty nor-
malizing relations between the two German states in 1972, the West 
German government began to use its financial resources as a tool of its 
détente policy. East Germany was granted access to a “swing” credit with 
West German banks, under which it could borrow deutsche marks without 
interest up to a negotiated limit, which ranged from DM 500 million to 
DM 800 million in the 1970s and 1980s. Bonn also made an annual trans-
portation payment to the GDR that was ostensibly for the maintenance of 
the roads running between the Federal Republic and West Berlin but was, 
in fact, free for the East Germans to use as they pleased. Most spectacularly 
of all, the Federal Republic began buying East Germans’ freedom, transfer-
ring increasing sums of money to the East German government in ex-
change for the release of dissidents (and eventually many others) to the 
West. Schalck played a role in all these negotiations while still organizing 
KoKo’s varied commercial activities, so his influence within the East 
German hierarchy steadily grew over the last two decades of the Cold War. 
Once the Berlin Wall fell, the public revelations of KoKo’s dubious activi-
ties led many in the newly reunited Germany to label Schalck “public 
enemy #1.”68

The East German situation was an especially vibrant example of how 
the politics of détente further eased the reigns on sovereign lending 
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beyond their already lax hold. Gierek’s regime in Poland proved particu-
larly adept at using Western governments’ interest in better relations with 
the Eastern Bloc to unlock Western state coffers. Each US president in the 
1970s—Nixon, Ford, and Carter—visited Poland under the banner of dé-
tente, and each time they landed in Warsaw, they brought with them in-
creases in US government loan guarantees as a sign of goodwill and a 
means of boosting US exports.69 In 1975, on the sidelines of the meetings 
to sign the Helsinki Accords, Gierek and West German chancellor Helmut 
Schmidt signed an agreement granting Warsaw a “jumbo credit” of DM 
500 million in exchange for the Polish government’s willingness to let its 
German minority emigrate to the Federal Republic.70 In Romania, Nicolae 
Ceaușescu parlayed his reputation for independence from Moscow into 
membership in the International Monetary Fund in 1972, which, in turn, 
helped his country gain broader and cheaper access to Euromarket credit. 
The Kádár government in Hungary generally refrained from using dé-
tente to gain politically motivated credits from Western governments, but 
it nevertheless used its reputation in the West as the most liberal and  
reform-minded country in the bloc to great financial effect.

Even if the question of access to Western credit markets turned out to 
be surprisingly easy for Eastern Bloc states to solve, the question of how to 
use the borrowed capital proved infinitely vexing. Every foreign bor-
rowing strategy in the Eastern Bloc was at least officially premised on a 
single idea: using the hard currency to import Western technology, mod-
ernize domestic production, and develop industries capable of producing 
exports to the world market that would earn enough hard currency to pay 
off the loans.71 In Poland, for instance, Gierek’s New Development Strategy 
had augmented the country’s traditional export strengths in copper and 
coal with new hard currency investments in heavy industry, chemicals, 
aircraft, construction equipment, and auto parts on the assumption that 
these industries would produce exportable goods by the end of the de-
cade. In East Germany, planners had funded a massive expansion of the 
petrochemicals industry in the late 1960s and early 1970s to take advan-
tage of growing Soviet energy supplies to produce more exports of refined 
petroleum products to the West. In each case, some of the imported cap-
ital made it all the way to improving the quality of Eastern European fac-
tories and production processes, but much of the rest merely presented 
rampant opportunities to expand domestic corruption and patronage 
networks.
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More importantly, the decision to base long-term development on fu-
ture exports to the world market broke an important barrier between 
Comecon and the rest of the world economy. In order to win in global 
export markets, Eastern Bloc countries would have to compete with the 
developing countries of Latin America and East Asia to sell their goods in 
the developed West. This competition subjected Eastern Bloc goods to di-
rect competition with capitalist goods and pitted socialist methods of pro-
duction against the capitalist methods the bloc had long eschewed. 
Implicit in the Eastern Bloc’s choice to borrow on global capital markets 
was also the choice to compete on global trade markets.

It was a competition the bloc would lose time and again in the 1970s. 
Despite constant exhortations from the very top of each state’s governing 
structure about the importance of increasing exports and eventually pro-
ducing hard currency trade surpluses, the Eastern European members of 
Comecon (excluding the Soviet Union) ran a cumulative hard currency 
trade deficit from 1970 to 1977 of roughly $26 billion.72 Eastern Bloc offi-
cials liked to blame their inability to increase exports on the slow growth 
and high inflation of Western economies as well as discriminatory 
Western trade policies that prevented their goods from reaching Western 
consumers. But the reality was that they simply were not producing goods 
Westerners wanted to buy. “While the world economy is based partly on a 
socialist and partly on a capitalist social system,” Fekete would write in 
1982, “there are not two world markets, there are no ‘capitalist and so-
cialist’ machines and products, but only good or bad machines, modern 
or obsolete products.”73 By the late 1970s, the Eastern Bloc was most assur-
edly producing flawed obsolescence. And if the trade surpluses required 
to pay back the debt could not be created through increases in exports, 
they would need to be created through decreases in imports. That, in turn, 
meant only one thing: the challenge of austerity lurked just around the 
corner.
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BY THE SUMMER OF 1976, the rapid rise in 
Eastern debts and Western doubts led Edward Gierek to alter his plans for 
Poland. Although the Socialist Bloc as a whole remained credible in the 
eyes of Western bankers, Poland was setting a torrid pace for debt accu-
mulation that appeared to be unsustainable. From 1971 to 1975, the nation’s 
debt to the West had exploded from $764 million to $7.4 billion, and it 
showed no sign of slowing down unless the country’s economy underwent 
dramatic changes to lower imports and increase exports.1 To that end, on 
June 24 the Polish government announced a plan to increase food prices 
across the country by an average of 60 percent.

Two glaring problems stood in the way: the increases would make 
Polish citizens poorer, and they would undercut late socialism’s founda-
tional promise to always increase living standards. Recognizing that the 
proposal would be unpopular, the government committed to holding 
“public consultations” to discuss the plan with the population. The fact that 
the consultations were scheduled to take place in the course of a single day 
signaled the propagandistic intent underlying them, but Polish workers 
nevertheless took the invitation to express their opinion of the decision 
seriously. On June 25, strikes and street demonstrations broke out in in-
dustrial centers, and countless smaller work disruptions rippled through 

C H A P T E R  2

Years of Illusion and Reckoning
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the rest of the country. Shaken and unwilling to risk a full reprise of the 
events of 1970, the authorities claimed by nightfall to have held productive 
consultations with the working class and rescinded the price increases 
indefinitely.2

In what context should these events be placed? Normally, the events of 
June 1976 are placed at the midpoint of a narrative about the rise of the 
labor union Solidarity that begins with the food price strikes of 1970 and 
ends with the formation of the union in the summer of 1980. Seen in this 
light, the attempted price increases signal the ineptitude and injustice of 
the Gierek regime and mark an important moment in the construction of 
a unified Polish opposition that would unleash the full power of its resis-
tance under the banner of Solidarność in August 1980.3

But there is another way to describe the events of that June. Removed 
from their particular Polish context, they were emblematic of phenomena 
occurring across the industrial world as nations adapted to the economic 
crises of the 1970s. First, they exemplified the power of financial markets 
to force changes in domestic policies. Second, they reflected how torturous 
it was for governments to attempt to legitimize changes in domestic policy 
that would harm the interests of their populations. And finally, they spoke 
to the potential power of the working class to thwart governmental plans 
for domestic austerity. Described in this way, the Polish attempt to in-
crease prices represents just one of many instances of the basic riddle at 
work in both Eastern and Western politics in the late 1970s: how could 
governments extract economic sacrifice from their people?

It was a challenge few governments mastered and most tried to avoid 
until they had no other choice. Throughout the 1970s, the power of the 
working class was, if anything, stronger in the West than in the East, and 
most governments on both sides of the Iron Curtain waited as long as fi-
nancial markets would allow before asking their citizens to sacrifice. Be-
cause Western currencies were internationally convertible and Eastern 
currencies were not, crises in the West appeared under a different name 
than in the East. Currency crises bedeviled Western societies, while debt 
crises came to haunt Eastern ones. But Western currency crises and 
Eastern debt crises were different manifestations of the same thing: inter-
national capital’s loss of confidence in the viability of a nation’s economy. 
As such, they required the same response which can broadly be defined as 
austerity—government policies that intentionally lower the living stan-
dards of the domestic population to restore financial markets’ confidence 
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in the national economy. Calling this austerity economic or structural 
“adjustment,” as financial officials did in the 1970s and 1980s, disguised 
the policy’s fraught social and political consequences. In both East and 
West, economic “adjustment” was nothing short of a direct challenge to 
the legitimacy and governing ideology of any government that tried to 
implement it.

This chapter chronicles the fraught moments of economic crisis that 
rolled across the Western and Eastern world over the course of the late 
1970s. Governments of the Eastern Bloc continued to rely on their access 
to cheap Soviet raw materials and Western credit markets to avoid the 
disruptive adjustments austerity brought to Western societies beginning 
in 1976. But both of these economic lifelines ran out in the late 1970s, and 
austerity became unavoidable. In 1977, the Kremlin announced that the 
Soviet Union would no longer be able to increase energy deliveries to the 
rest of the bloc after 1980. This weakened one of the crutches Eastern Eu-
ropean governments had used to defer the effects of the oil crisis since 1973 
and left them overwhelmingly reliant on the continued flow of Western 
capital, and particularly US dollars, from the Euromarkets to defer the 
encroaching demands of the world market.

Because the US dollar was controlled by the US Federal Reserve, Western 
capital would continue to flow easily only as long as US monetary policy 
remained loose, as it had been throughout the 1970s. The United States, like 
the communists of the Eastern Bloc, deferred adjustment as long as pos-
sible. But by the late 1970s, its time, too, had run out. Severe runs on the US 
dollar in 1978 and 1979 forced the Federal Reserve to implement domestic 
austerity at the decade’s end to restore global-capital holders’ confidence in 
the currency. US Federal Reserve chairman Paul Volcker’s resolution of the 
1979 dollar crisis through the imposition of domestic austerity brought an 
end not only to the United States’ years of deferring the effects of the oil 
crisis but also to the days of easy money on the Euromarkets. The centrality 
of the US dollar to the entire world economy meant that when the United 
States finally decided to face its reckoning with broken promises, the rest of 
the world, including the communist states of the Eastern Bloc, had no 
choice but to reckon with broken promises too.

◆  ◆  ◆

Her Majesty’s Government in London was the first govern-
ment to fall into austerity’s grip. Like its counterpart in Warsaw, the 
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British Labour government of Harold Wilson had borrowed heavily on 
international credit markets after the oil crisis to defer adjustment. But by 
March 1976, international capital holders had begun to doubt the long-
term viability of the British economy, and they started moving their 
wealth out of the British pound. This precipitated a run on the currency, 
and the Bank of England was drawn into supporting the pound on inter-
national currency markets. With its resources soon exhausted, the gov-
ernment was forced to approach other Western central banks for a loan. 
The US Treasury and the Bundesbank granted the British a $5.3 billion 
loan, but they attached the condition that the Wilson government reach a 
“high-conditionality stand-by agreement” with the International Mone-
tary Fund (IMF). A package of measures was agreed to in July, but it failed 
to stem the flow of capital out of the country.

By November, the Labour government, now under the leadership of 
James Callaghan, was back at the IMF with a request for further assis-
tance. The conditions of the deal that emerged were stiff: 3.5 billion pounds 
in government spending cuts over the next two years, a reduction in the 
state borrowing requirement, limits on domestic credit creation, and the 
adoption of an “incomes policy” under which British workers’ wage in-
creases would barely match inflation. Callaghan lobbied the US and West 
German governments to get the IMF to ease its terms. But both US presi-
dent Gerald Ford and West German chancellor Helmut Schmidt de-
manded Callaghan accept the IMF’s dictates. Out of international lifelines, 
Callaghan had no choice but to move ahead with the IMF plan, which was 
adopted in December 1976.4

The country’s arrival at the precipice of insolvency led to further diag-
noses of democracy’s ultimate propensity to promise more than it could 
deliver. “The greatest sacred cow of all—unfettered representative democ-
racy—will have to be questioned,” the British financial writer Samuel 
Brittan concluded in his 1977 book The Economic Consequences of Democ-
racy. “The basic trouble is the lack of a budget constraint among voters,” he 
wrote. “Is it possible,” he went on to doubtingly ask, “to create or evolve a 
consensus, so far missing, on a legitimate social order which would appeal 
to people’s sense of justice and persuade them to moderate their pursuit of 
private interest, both in the ballot box and in their other collective activi-
ties?”5 The prospects appeared bleak.

At the highest levels of the British government, the resolution of the 
crisis began to fundamentally alter the Labour Party’s views on the role of 
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government. IMF austerity made budget constraints the order of the day 
and led to a rejection of Keynesianism in the economist’s home country. 
As Callahan famously declared in a speech to the Labour Party confer-
ence in September 1976, “We used to think that you could just spend your 
way out of a recession . . . I tell you in all candor, that that option no longer 
exists and that in so far as it ever did exist, it only worked . . . by injecting 
bigger doses of inflation into the economy, followed by higher levels of 
unemployment.” Coming as they did from the political standard-bearer 
of the British working class, Callaghan’s words stood as a profound rejec-
tion of the Keynesian economics that had dominated British politics since 
the Second World War.6

As global financial markets battered the postwar social contract in 
Great Britain, they also mounted a sustained assault on Italy. Since the oil 
crisis, Italian unions had brought their workers significant gains in real 
wages under the automatic wage indexation mechanism of the scala mo-
bile and protected their members from the threat of labor “redundancy” 
as firms moved to become more efficient through layoffs. By 1976, Italian 
workers were expensive and difficult to fire, and the ruling coalition, led 
by the Christian Democrats, was at a loss for how to slow labor’s mo-
mentum. To cover the yawning gap between national production and 
consumption, the government had borrowed heavily on the Euromarkets 
and from the IMF in 1974 and 1975, but financial lifelines had run out by 
the start of 1976. Negotiations with both the IMF and the European Com-
munity early in the year produced demands that the government slow the 
growth of real wages, domestic monetary creation, and government 
spending. Lacking enough credibility with labor to get unions to agree to 
voluntary wage restraints and facing a tough election in June against the 
Italian Communist Party, the Christian Democrats balked at interna-
tional capital’s demands.

In the context of the Cold War, the possibility of a communist victory in 
the elections appeared to signal that the Italian Left was dangerously as-
cendant. But in the crucible of financial crisis, it became clear that, like 
their counterparts on the British Left, the Italian communists would also 
accommodate international pressures for austerity. After narrowly win-
ning the June election, the Christian Democratic leader, Giulio Andreotti, 
formed a government of “national solidarity” that relied on the commu-
nists to make the internationally demanded austerity policy “socially ac-
ceptable.”7 The Communist Party leader, Emilio Berlinguer, embraced 
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what he described as the “ideology of austerity” in the hope of leading the 
nation out of its financial crisis. After the passage of deflationary measures 
in the fall of 1976 that were estimated to reduce domestic demand by 3 per-
cent of GDP, the leading Italian industry and labor groups signed a “social 
compact” in January 1977 that began to restrict the use of the scala mobile 
and marginally boost labor mobility within firms. The social compact 
marked a turning point in Italian politics. From then on, labor was on the 
defensive. With the support of the communists and over the objections of 
many Italian unions, the government reached an agreement in 1977 with 
the IMF on cutbacks in public spending and domestic consumption.8

The disruptive legacy of austerity in Western democracies reinforced 
socialist governments’ reluctance to implement restrictive policies. For 
Erich Honecker and János Kádár, it also pointed the way to how their re-
gimes could lay claim to superiority over their Western rivals. Austerity, 
they believed, was for capitalists whose system was evidently failing. So-
cialist countries, by contrast, had to appear as lands of economic serenity. 
“Many people admire the GDR,” Honecker told a meeting of East German 
officials in November 1976 as the crises in London and Rome were un-
folding. “Under capitalism there is the path of deflation or inflation. We 
don’t use either one. We go the way of methodical, proportional develop-
ment of the economy to ever higher levels.” Any economic reform must be 
sure not to “break the backs of the workers,” he told his comrades.9 In a 
Hungarian Politburo meeting the same month, financial officials warned 
the country’s rapid debt buildup from 1974 to 1976 might not be sustain-
able without revisions to the national plan. Kádár, however, remained 
committed to the necessity of raising workers’ standard of living. After a 
pause in the increase in real wages in 1976, Kádár returned the country to 
a 3.5–4 percent increase in 1977. The debt, in turn, increased apace.10

After the price increase debacle of 1976 in Poland, Edward Gierek under-
took what he termed an “economic maneuver,” which would supposedly 
lower the nation’s debt to the West without lowering domestic standards 
of living by cutting back investment instead. Polish rates of investment 
were extremely high, so there was room for restriction, but unless the re-
maining investment was used more effectively, the new policy would only 
worsen the long-term debt picture by lowering future economic growth. 
Polish officials were well aware of this, but like their counterparts in both 
East and West, they chose the policy that guaranteed present social sta-
bility, no matter the long-term consequences.11 In March 1977, financial 
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officials within the Polish Central Committee warned, “The level of Po-
land’s indebtedness to capitalist countries at the turn of 1976/1977 should 
be seen as the maximum. Its further growth threatens to negatively im-
pact Poland’s socio-economic development throughout the current five 
year plan.”12 But the political mandates of the moment prevailed over the 
economic concerns of future years. As long as the nation could borrow 
money and import subsidized Soviet resources, political expediency would 
be the order of the day.

By the spring of 1977, the gap in East Germany between the political 
priorities of the party and the economic capacities of the state had grown 
so large that the chairman of the State Planning Commission, Gerhard 
Schürer, and the party’s economic leader, Günter Mittag, wrote a secret 
letter to Honecker pleading for an adjustment. “For the first time we are 
experiencing acute payment difficulties,” they wrote in March 1977. “The 
hard currency income from our exports .  .  . is already insufficient to fi-
nance new imports.” The recurrent fear since the first moments of the oil 
crisis that credit would suddenly become unavailable was once again at 
the forefront of their minds. To ward off the threat of looming insolvency, 
the two men urged their boss to undertake an immediate export offensive 
and restriction of imports.13

Honecker took their warning as a personal affront. Referring to his 
cherished Unity of Economic and Social Policy, he scolded his two depu-
ties in a face-to-face meeting.14 Social and price stability were the hall-
mark advantages of socialism over capitalism, and Honecker was not 
about to give them up. In describing the Schürer/Mittag proposal later 
that year, he told the Central Committee the two men had “submitted a 
plan which would not allow for the continuation of the social policy pro-
gram. But the path of restriction is not possible.” Under such “capitalist 
conditions,” he said, “we would have great complications.”15 Chastened by 
the browbeating, the two men beat a hasty retreat, and the challenge of 
asking the nation to sacrifice was delayed another day.16 In its place, the 
nation’s bankers returned to the Euromarkets to continue financing real 
existing socialism on credit. They could only hope the days of easy money 
would not soon run out.

Lucky for them, 1976 was a “vintage year” for the socialist states on the 
Euromarkets, as Euromoney termed it, and all indications were that 1977 
would be the same.17 So long as Western capital and Soviet oil kept flowing 
freely, the day of reckoning could continue to be deferred. For the 
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moment, state socialism had defied the laws of economic gravity that 
dragged the rest of the industrialized world down. But in 1977, cracks in 
the foundation of Soviet oil production signaled that the reckoning would 
not be long in coming.

◆  ◆  ◆

“The Soviet oil industry is in trouble.” So began a bombshell 
March 1977 report from the Central Intelligence Agency titled “The Im-
pending Soviet Oil Crisis.” The CIA kept close tabs on the industry that 
formed the economic base of Soviet power, and they now projected that 
Soviet oil production would “soon peak, possibly as early as next year and 
certainly no later than the early 1980s.” Soon after that, they augured, the 
decline in production would be “sharp.” The giant Samotlor oil field in 
western Siberia, which had accounted for most of the growth in Soviet oil 
production since the late 1960s, was projected to reach peak production by 
1978 and maintain that level for only four years. The country had large 
amounts of coal and natural gas that could compensate for the drop-off in 
oil, but, the agency noted, these were “east of the Urals,” so “distance, cli-
mate, and terrain will make exploitation and transport difficult and 
expensive.”18

Taken together, the picture was bleak and the repercussions “profound.” 
With plateauing oil production, the Soviet Union would “find it extremely 
difficult,” the agency concluded, “to continue to simultaneously meet its 
own requirements and those of Eastern Europe while exporting to non-
Communist countries on the present scale.” These were “important con-
siderations” for the leadership in Moscow because the Kremlin currently 
supplied three-quarters of Eastern Europe’s oil, and “it undoubtedly wishes 
to retain the political and economic leverage that goes with being their 
principal supplier.” At the same time, however, oil exports to noncommu-
nist countries were “the USSR’s largest single source of hard currency.”19 
Thus, as the Soviet Union’s era of exceptional oil growth came to end, fun-
damental political choices awaited Leonid Brezhnev in Moscow.

The CIA’s timing was impeccable. At the very moment the report was 
published, the Soviet government was itself grappling with the knowledge 
that its oil production might soon begin to decline. As early as 1973, Soviet 
oil specialists had been warning the political leadership that the western 
Siberian oil boom was temporary and would not provide a basis for 
growth after 1980. General Secretary Brezhnev had rebuffed the warning 
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signs even as Prime Minister Alexei Kosygin began to call for greater oil 
and gas conservation in the mid-1970s. By the end of 1977, the signs of im-
pending crisis forced action, and Brezhnev decided on emergency changes 
to the five-year plan to redirect investment to the oil industry to ensure 
the output targets through 1980 were met. This bought the country some 
time and prevented the CIA’s prediction of plateau and decline from 
coming to fruition, but it did so at significant costs to the efficiency of the 
oil industry and the productivity of the rest of the economy, which lost out 
on precious investment resources.

Even with the emergency investment plan, the challenge of energy 
stagnation after 1980 remained unsolved. A fierce debate broke out within 
the Soviet leadership around how to rectify it, but all sides agreed on two 
things: the future would not be like the past, and the time of energy abun-
dance had come to an end.20 As a Soviet official told his East German 
counterpart in early 1978, “The question of raw materials is very diffi-
cult.  .  .  . As of today .  .  . one cannot expect an increase in oil resources. 
There are also comrades in our country who cannot believe it. We had 
grown accustomed to having an increase of around 100 million tons of oil 
in each five-year-plan and not 0% growth, as it will be for the five-year-
plan from 1981–1985.”21

As the CIA anticipated, the crisis had immediate effects on Moscow’s 
relations with its allies. At a meeting of Comecon ministers in June 1977, 
Premier Kosygin told a room full of officials hoping for increases in Soviet 
energy supplies that the growth of Soviet oil production after 1980 would 
be “considerably lower” than in the 1970s. The problems in the Soviet en-
ergy industry were numerous, Kosygin told the group, and under such 
conditions, the only answer for the bloc was to increase its energy effi-
ciency. He framed the challenge as global in nature, one equally shared by 
East and West: “The fuel and energy problem is one of the sharpest prob-
lems of economic development in the world. All countries are looking for 
their solution by increasing the effectiveness of energy consumption 
through substantial savings of energy resources.” To adapt to the new en-
vironment, the Soviet Union had made increasing its energy efficiency a 
priority as well.

The same could not be said, Kosygin believed, for the rest of the bloc. 
Satellite governments had put forth woefully inadequate plans to increase 
their energy efficiency. Given the wastefulness of the Soviet economy, this 
had more than a tinge of the pot calling the kettle black. Nevertheless, 
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Kosygin had come to the meeting to scold his allies into action. In prepa-
ration for the gathering, each nation had submitted projections of their 
energy needs out to 1990 to the leadership in Moscow. The resulting pic-
ture of the bloc’s energy situation over the next decade was sorry indeed. 
“It is clear from these materials,” Kosygin said, that “most countries are 
planning to increase the rate of growth in energy consumption over the 
period up to 1990.” Though the allies collectively planned to increase their 
energy demand by 47 percent through 1990, they only planned to increase 
their energy production by 23 percent. To the Soviet leader, it was clear 
they planned to make up the difference “mainly by an increase in petro-
leum and gas supplies from the USSR.” This, Kosygin firmly told them, 
was not possible. The numbers simply did not add up. When considered 
together, the Eastern Europeans were counting on a 74 percent increase in 
Soviet oil deliveries, a 130 percent increase in Soviet natural gas, and a 135 
percent increase in Soviet electricity from 1980 to 1990. “We have made 
thorough calculations,” Kosygin told his audience, and those calculations 
made clear that “energy supplies from the Soviet Union at such levels are 
not possible.”

Soviet energy could no longer be the bloc’s economic elixir. “The CMEA 
[Comecon] countries’ fuel supply problem cannot be solved only through 
an increase in supplies from the Soviet Union,” Kosygin said. Instead, 
each country would have to look inward, to their own economies, and 
figure out how to use resources more efficiently. “We must say,” he con-
cluded, “that so far this work is insufficiently accomplished in all Com-
econ countries, including the Soviet Union.”22

The news that Soviet energy deliveries were likely to peak in 1980 sent 
shock waves through the bloc. For states whose economic growth depended 
on ever-increasing inputs of energy rather than the more efficient use of 
energy, Kosygin’s message was nothing short of an existential threat. The 
GDR’s reaction illustrates the broader bloc’s dynamics. Throughout the 
1970s, East German policy makers had closely linked the fate of their nation 
to the supply of Soviet raw materials. The changes in Comecon prices an-
nounced in 1974 had altered the price of these raw materials, but they had 
left their year-over-year growth rate untouched. Even at higher prices, it was 
clear to the leadership that the continued growth of Soviet resource deliv-
eries was essential to their survival. “It was and is an invaluable advantage 
for our national economy,” the State Planning Commission wrote in 1975, 
“that we import the majority of our raw materials from the socialist 
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economic area, especially from the USSR, at long term contract rates that 
are below the capitalist world market price.”23 A year and a half later, as 
planners began to work on the 1980–1985 plan period, they returned to the 
fundamental importance of increasing Soviet deliveries. “The questions of 
covering [our] demand for raw materials and energy,” planners wrote at the 
end of 1976, occupied “a central place” in the Soviet–East German relation-
ship. The GDR would “continue to depend on growing imports for many 
energy sources and raw materials.” Even under the country’s plan to make 
“the most efficient use of fuels and energy,” the planning commission 
stressed that “we need further increases in oil and natural gas supplies from 
the USSR.” To that end, the policy makers asked that annual oil deliveries 
be raised from their 1980 level of 19 million tons to a level of 22 million tons 
by 1985 and 25 million tons by 1990. Similarly, they requested that annual 
natural gas deliveries be raised from the 1980 level of 6.5 billion cubic meters 
to 9 billion cubic meters in 1985 and 11 billion cubic meters in 1990.24

Kosygin’s announcement in the summer of 1977 clearly threw a signifi-
cant wrench in these plans. Without the increases in energy after 1980, the 
GDR would have two options: it could either figure out a way to use en-
ergy resources more efficiently or make up for the lost Soviet deliveries by 
taking out more debt from the West in order to purchase the raw materials 
on the world market. With regard to the first option, East German officials 
who studied the problem knew that despite the leadership’s commitment 
to undertaking “great efforts” to save energy, their planned economy stood 
little chance of using energy more efficiently.25 Even after domestic energy 
prices were raised in 1980, the basic structure of the planned economy led 
firms to hoard input materials, rather than try to save them.

At a loss over how to increase energy efficiency, officials quickly recog-
nized they would have to make up for the shortfall in Soviet deliveries with 
imports from the West. This would, in turn, worsen their already serious 
sovereign debt problem. Indeed, this connection was so strong that East 
German officials began to quantify the link between a decline in Soviet 
energy and raw materials and increasing hard currency imports from the 
West. First, they tallied the gains they had already received in the 1970s 
from the Soviet Union’s patronage. In 1977, planners concluded (and un-
derlined for emphasis), “If the GDR had been forced to buy the amount of 
oil it received from the Soviet Union from 1974–1976 on the world market, 
it would have been forced to pay about 4.5 billion VM more than it paid the 
Soviet Union.” Even that figure, the planners recognized, understated the 
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benefit because rather than paying for the oil with hard currency, East Ger-
many had been allowed to pay for the Soviet oil “with goods from the GDR, 
which as experience shows, would have been difficult to sell on the capi-
talist market.”26 In countless other areas like grain, natural gas, and steel, 
the planners well understood that Soviet price patronage had directly low-
ered the country’s debt to the West. As high as the debt was, it was clear it 
would only have been higher without Soviet raw materials.

This was a point East German officials tried to make over and over to 
their Soviet counterparts in the late 1970s. After numerous conversations 
in 1977 in which the Soviet side emphasized that there could be no in-
crease in deliveries after 1980, East German officials opened 1978 by 
stressing that Soviet shortfalls would only drive them further into the 
arms of the West. After being told, yet again, in a February 1978 meeting 
that increases were not possible, a member of the State Planning Commis-
sion told his Soviet counterpart that if “the supplies of the USSR cannot be 
increased,” the GDR “would have to buy the raw materials in the West.”27

This back and forth continued between the two sides until October 
1978, when Kosygin informed his East German comrades that rather than 
level off their deliveries after 1980, the Soviet Union would, in fact, have to 
cut them back. The East Germans were furious. They immediately told 
him such a decision would either “call into question” the economic devel-
opment of the GDR or force the country to carry out “a politically and 
economically unacceptable increase in hard currency imports.” In re-
sponse, Kosygin told them that Soviet deliveries had given the GDR the 
luxury of being “largely independent from raw material imports from 
capitalist countries.” Because the development of raw materials in the So-
viet Union had become “increasingly difficult and expensive,” it was a 
luxury the bloc could no longer afford.28

Back in East Berlin, planners quickly calculated that the Soviet decision 
to cut back deliveries would lead to VM 10.7 billion more in imports (and 
debt) from the West.29 Such an alarming number meant the time had 
come to take their case to the highest court. In late 1978, Honecker made a 
direct appeal to Brezhnev to hold energy and raw materials at their 1980 
level during the next five-year plan. By the time East German premier 
Willi Stoph returned to Moscow in December to meet with his old friend 
and comrade Kosygin, Honecker’s appeal had worked. Kosygin an-
nounced that the 1980 levels would be maintained because “Comrade 
Brezhnev has decided to find possibilities to help the GDR in this matter.”30
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The announcement removed a contentious issue from the agenda but 
left a simmering tension between the two sides that boiled over in the re-
mainder of the meeting. Socialist solidarity could no longer mask the 
widely divergent economic interests of the allies. Kosygin launched into 
an extended tirade about how easy the GDR had it in the grand scheme of 
the global economy. “I would like to . . . say that the entire economy of the 
GDR is in a rather privileged position,” the Soviet premier said. “You will 
not think about that sometimes, but I would like to remind you of it.” 
Posing what he termed “a foundational question for the entire economy,” 
Kosygin asked: “Where can you find, Comrade Stoph, such a situation in 
the world, where oil and also natural gas come by pipelines practically to 
your front door?” Pushing the thought further, he said, “The economy of 
[your] country is in paradise. The GDR [is] in a much better and more 
privileged position than the economy of Italy, France, or the Federal Re-
public.” Stoph shot back angrily, “What do you mean Italy, France, and 
the Federal Republic? We’re not them at all. We are the GDR!” Kosygin 
responded, “I understand that you are not Italy or France. But very often 
you hear—‘We have different conditions.’” On the question of energy, this 
was not so. Every country, whether capitalist or communist, now had to 
use energy more efficiently.31

As Stoph left Moscow, the worst-case scenario had been averted. The So-
viet leadership had committed to maintaining deliveries at the 1980 level for 
the 1981–1985 period. But there were few reasons for optimism. The basic 
dilemma remained the same—either the GDR could achieve radical ad-
vances in energy efficiency or it would have to increase its Western imports 
and debt. In 1979, the State Planning Commission tried to formulate a real-
istic estimate of how the burden of stagnating Soviet supplies would be split 
between these two elements. The results were a lopsided reflection of the 
problems with the planned economy. Frozen at their 1980 levels, Soviet oil 
deliveries to the GDR from 1981 to 1985 would be 19.5 million tons below 
what the GDR had planned. Of these 19.5 million tons, planners believed 
only 3.8 million could be saved through increased efficiency. That meant 15.7 
million tons of oil, worth about $3.2 billion, would have to be imported from 
the West for hard currency.32 More borrowing clearly would be required.

But just as Soviet stagnation was increasing the GDR’s demand for 
Western loans, warning signs were appearing in the West that financial 
markets’ confidence in the Socialist Bloc was wearing thin. While officials 
from the State Planning Commission were busy shuttling back and forth to 
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Moscow to try and secure more Soviet oil, officials from the East German 
Foreign Trade Bank were making the rounds in the nerve centers of global 
capitalism to secure more Western loans. In May 1978, the president of the 
bank, Werner Polze, made a two-week trip around North America to drum 
up support for a new round of credits. Upon his return, Polze filed an omi-
nous report. Many bankers had told him that there was “now no absolute 
confidence in the future repayment capacity of the socialist countries.” 
Western bankers could see that the situation was starting to become un-
tenable. “The question was continuously raised,” Polze reported, of how 
the GDR planned to “balance its trade and payments accounts” in the face 
of “considerably higher import prices, poor export opportunities to capi-
talist markets . . . and the stable domestic price level, which leads to con-
stantly increasing domestic demand.” The same questions could have been 
(and surely were) asked of all bloc countries.33

In the eyes of Western banks, the most pressing problem was Poland. 
Since the aborted 1976 price hikes, the country’s debt had continued to 
rise at a torrid pace. Polish officials, led by Jan Wołoszyn, had returned to 
the Euromarkets over and over again. By the fall of 1978, this search for 
Western capital led them to announce that they would seek to organize a 
$500 million loan on the Euromarkets, an unprecedented and shocking 
amount for a socialist country. Polish officials tried to minimize the 
growing financial difficulties in public, but in private, the truth was plain 
enough to see.34 Just as Poland was getting set to announce its new loan, 
Polze returned to the West to once more test the waters for East German 
credit. In meetings in London, “the question of socialist countries’ debt 
again played a clear role in the negotiations,” he reported. “Almost all 
banks emphasized that Poland’s frequent appearance in the market had 
led to a certain distrust of granting further credit to the Poles.” In the 
shadow of Warsaw’s spiraling financial needs, the banks “warned [against] 
a country or a bank entering the market for finance loans too often.”35

Thus, with Soviet raw material deliveries about to level off and Western fi-
nancial confidence hanging by a thread, the task confronting all Eastern Bloc 
countries at the dawn of 1979 was daunting. Perhaps best summed up by the 
East German State Planning Commission that summer, “the basic problem” 
for their economies was that “despite the fraught task of increasing perfor-
mance under extremely limited commodity supplies” and despite efforts  
to raise exports and lower imports from the world market, “a significant 
unresolved financial deficit .  .  . remains.”36 The “unresolved financial 
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deficits” in different bloc countries varied in magnitude, but the basic 
problem was the same. Try as they might to cut their dependence on 
Western capital, policy makers in East Berlin, Budapest, and Warsaw re-
mained more dependent than ever on the financial markets of the West to 
finance their societies. Moscow could no longer be relied on to shield the 
bloc from the world economy. The times were changing, as Brezhnev de-
monstratively told Honecker in the fall of 1979. Pounding his fist on the table 
during a meeting with the entire East German Politburo in East Berlin, the 
Soviet general secretary declared, “Those who say that you can only con-
sume what you produce are correct.” In a thinly veiled warning, he con-
tinued, “None of us wants to live at the expense of others or declare ourselves 
bankrupt.”37

Only the US Federal Reserve could tip the scales and turn this array of 
warning signs into a full-blown crisis. As Fed chairman Paul Volcker 
would one day say of the US dollar, “Our money is the world’s money.”38 
So long as the Fed, the engine of global monetary creation, kept real in-
terest rates low and US dollars flowing easily around the world, socialist 
governments would be able to retain their veneer of tranquility amid the 
choppy waters of the world market. A shining example of this fact came in 
the spring of 1979, when, despite their profound misgivings about the 
Polish economy, Western bankers pooled their capital together and 
granted the Polish request for the $500 million loan anyway.39

But if events ever conspired to force the Fed to change its policy and re-
strict the easy flow of capital around the world, the bloc would be exposed 
to the crisis it had fought to avoid since 1973. It was a frightening prospect, 
but as late as 1979, it also remained an unlikely one. A significant increase 
in the Federal Reserve’s interest rates would surely bring austerity to the 
United States, and just like the communist states of Eastern Europe, the 
American government had shown little inclination and no ability to im-
pose austerity on its own people in the 1970s. By the end of the decade, 
most American officials had come to question whether their democracy 
would ever be able to solve the country’s riddle of austerity. Inflation, the 
telltale sign of too many promises chasing too few goods, was running at 13 
percent in 1979 and showing no sign of slowing down. “Can a democracy 
discipline itself?” Alfred Kahn, a prominent American economist and ad-
visor to US president Jimmy Carter, weightily asked in the late 1970s.40 The 
answer would have implications on both sides of the Iron Curtain.

◆  ◆  ◆
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In the fall of 1978, the future of the US dollar hung in the bal-
ance. After menacing Great Britain and Italy with currency crises in 1976, 
international capital holders had turned their attention to the United 
States and forced the dollar to severely depreciate against the Japanese yen 
and the deutsch mark from September 1977 to October 1978. As with the 
more acute crises in London and Rome, capital holders’ departure from 
the dollar signaled their doubts about the long-term viability of the US 
economy. After declining to 4.9 percent at the end of 1976, inflation had 
risen back to 9 percent by 1978, which led capital holders to worry that the 
future value of their US dollar holdings would be frittered away over 
time.41 Their departure from the currency sent policy makers across the 
West scrambling to support the dollar in foreign exchange markets. Over 
the course of 1978, the Federal Reserve gradually raised interest rates from 
6.5 percent to 9.5 percent, but these moves barely brought interest rates in 
line with inflation. It was clear more aid would be needed, so on November 
1, Western central banks unveiled a dollar “rescue package” aimed at 
saving the currency. For a time, the coordinated efforts worked, and the 
dollar stabilized at the end of the year. But for everyone involved, the crisis 
was a wake-up call and a harbinger of the far-reaching crisis that would 
come if American domestic policy did not soon change.42

The dawn of 1979 brought renewed challenges, as the crescendo of revo-
lution in Iran led to the ouster of the shah, Mohammed Reza Pahlavi, in 
January and a wave of uncertainty on world oil markets. Iran, the world’s 
second-largest oil producer, had stopped exporting oil in December 1978, 
and the social instability that followed the shah’s departure provided 
reason to think those exports would not return anytime soon. Panic en-
sued, and OPEC members took the opportunity to engineer another mas-
sive increase in oil prices. From December 1978 to December 1979, crude 
oil prices rose 150 percent, this time from thirteen dollars a barrel to more 
than thirty. Gas prices within the US climbed 55 percent in the first half of 
1979, and inflation quickly followed suit, rising to 13.4 percent. If it was al-
lowed to continue to rise, there was no telling when international capital 
holders might again lose confidence in the United States and precipitate 
another run on the currency.43

Thus, like the pressure they had applied to many smaller governments 
since 1973, oil and capital markets conspired in the spring of 1979 to put 
pressure on Washington, DC to implement austerity. The question, as al-
ways, was how to make this policy socially acceptable to the domestic 
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population. The administration of Jimmy Carter thought about the chal-
lenge in precisely these terms. “How best to sell publicly a policy of long-
term economic austerity” read the cover sheet of a memo sent from 
Treasury Secretary Michael Blumenthal to President Carter in the spring 
of 1979. Blumenthal considered the “continuation of tough and austere 
macroeconomic policies requiring sacrifices by many” to be “the only vi-
able course” for the nation going forward. However, this path would create 
“political dissatisfaction among a broad array of interest groups.” There-
fore, the administration would have to find a way to make austerity do-
mestically palatable. “I freely concede,” Blumenthal wrote, “that this is no 
easy task.” To be successful, Blumenthal believed, a program of austerity 
needed “an overarching theme that engages the imagination and deep 
convictions of the people.” Carter would have to tell the nation that “as 
individuals, a national economy, and as a government, we have been bor-
rowing and consuming—living off deficits in our personal, governmental 
and trade accounts.” The message had to be, “We can no longer afford 
this.” In order to return the United States to its former economic preemi-
nence, Carter would have to tell the country, “We must now sacrifice and 
rebuild.”44

For Carter, the question of how to regain control of the country’s eco-
nomic fortunes quite literally produced a period of deep soul-searching. 
For ten days in the summer of 1979, he withdrew to Camp David, the pres-
idential retreat in the foothills of Maryland. There he discussed the na-
tion’s dilemmas with a wide array of experts and considered his own 
journey to that point. He was a Democrat who had risen to the presidency 
in 1976 on promises of enacting full-employment legislation, fiscal stim-
ulus, and labor law reform to strengthen the bargaining power of unions. 
And yet circumstances now appeared to dictate that he transgress the in-
terests of the constituents who had elected him. There were three options 
for controlling inflation—cutting government spending, inducing wage 
restraint through negotiations with the nation’s labor unions, and tight-
ening monetary policy. At various points during his first two and a half 
years in office, he had half-heartedly tried all three. But the challenge re-
mained undiminished. Indeed, with Americans now waiting in lines at 
gas stations across the country, inflation running at 13 percent, and GDP 
contracting at a rate of 3 percent in the second quarter of 1979, the task of 
steadying the American economy amid the volatility of the world market 
appeared more intractable than ever before.
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The crisis, Carter decided, was spiritual. When he descended from the 
mountains of Maryland, he took to the nation’s airwaves to tell Americans 
they were collectively experiencing “a crisis of confidence” in a nationally 
televised address. Amid a wide-ranging diagnosis of the nation’s ills, the 
president told the nation that “too many of us now tend to worship self-
indulgence and consumption.”45 Although he did not directly say it, the 
undertone of Carter’s speech was a call for the nation to live within its 
means. Little did he know, it would be the exact message Brezhnev would 
deliver more bluntly to his East German comrades a few months later in 
East Berlin. A healthy nation could only consume what it produced— 
everybody could agree on that. Both sides in the Cold War believed they 
had consumed too much, both were distinctly aware of their dependence 
on global capital and foreign energy to fund their way of life, and both 
believed their time was running out. The question now was how to remedy 
these conditions.

Like Western European governments before him, Carter had come to 
believe that managing the relationship between business and labor held 
primacy of place. If unions could be made to moderate their wage de-
mands, Carter and his advisors believed, the long road back to low infla-
tion could slowly begin. To that end, in the summer of 1979, the president 
launched an initiative to bring business and labor together around a pro-
gram to moderate wage growth. At the end of September, he signed a “na-
tional accord” with representatives of the American labor movement that 
aimed to ensure that “the austerity arising from battling inflation is fairly 
shared.” Modeled on the social contracts that had been used in Western 
Europe to try and restrain real wage growth in the 1970s, the national ac-
cord was seen in its immediate aftermath as a decisive step in shifting the 
country to a more austere footing. As Jefferson Cowie has written of the 
accord, “It stood as an inverted homage to the triumphs of the thirties and 
forties. Rather than FDR’s compact for working-class plenty, the accord 
looked to shared austerity to overcome political hostility.”46

Rather less consequential in Carter’s mind was the nation’s monetary 
policy. In the days following the “crisis of confidence” speech, he shook up 
his cabinet and asked a number of people, including Treasury Secretary 
Blumenthal, to resign. He replaced Blumenthal with the current Fed 
chairman, William Miller, which left a vacancy at the helm of the central 
bank. Many names from the world of private business and banking were 
floated for the job, but Carter eventually settled on Paul Volcker, the head 
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of the Federal Reserve Bank of New York. By all accounts, the president 
chose Volcker with little sense of his vision for monetary policy beyond a 
vague knowledge that he was “very tough on inflation.”47

Carter was not alone in paying relatively little attention to monetary 
policy and the role of the Fed chairman. Most observers in the late 1970s 
believed there was little central banks could do to stem the tide of infla-
tion in the face of the well-entrenched habits of postwar democratic gov-
ernance. The politics of the welfare state simply would not allow it. None 
other than a former chairman of the Federal Reserve, Arthur Burns, pro-
claimed as much in a speech to global financial elites in the fall of 1979. 
Over the course of the postwar period, he said, “rising economic expecta-
tions, wider citizen participation in the political arena, and governmental 
commitment to full employment” had driven governments across the 
West to perpetually promise more than their economies could deliver. 
“Once it was established that the key function of government was to solve 
problems and relieve hardships . . . a great and growing body of problems 
and hardships became candidates for governmental solutions.” In such an 
environment, Burns concluded, central banks “will be able to cope only 
marginally with the inflation of our times.”48

Volcker understood the purpose and power of his new office very differ-
ently. Inflation, he believed, was a product of people’s expectations about 
the economy. By 1979, rising prices had become such a standard part of life 
people had begun to factor them into their behavior. Workers asked for 
higher wages, consumers borrowed more money, the government ran a 
larger deficit, and speculators bet against the US dollar because they uni-
versally accepted it as fact that US dollars would be worth less tomorrow 
than they were today. These actions, in turn, produced a self-fulfilling 
prophecy; they created the very inflation they anticipated. Higher wages, 
higher borrowing, and higher government spending increased the demand 
for goods, and prices inevitably rose as a result. Therefore, if inflation was 
to be vanquished, Volcker believed that expectations would have to be 
altered.

To alter expectations, one first had to understand them. Where did they 
come from? What assumptions underlay the universal confidence that in-
flation would always continue? The answer was, in short, the politics of 
making promises. If inflation was an inherently political phenomenon, 
then inflationary expectations were, by definition, assumptions about poli-
tics. They signaled widely shared and unconsciously held beliefs about 
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what society and government valued. By 1979, people had come to believe 
instinctively what intellectuals in the West had been writing since the mid-
1970s: the government—and, by extension, its central bank—was incapable 
of breaking its promises and imposing economic discipline. For reasons of 
public morality and electoral expediency, governments were unable to turn 
a blind eye to the fates of their constituents. Given the choice between pre-
venting unemployment and fighting inflation, postwar governments had 
always chosen to prevent unemployment, and there was no reason to think 
they would not continue to do so.

Volcker believed he had to change precisely this line of thinking. He 
and the Federal Reserve had to convince the country and the world that 
they were willing to let Americans suffer economic hardship. As he pri-
vately told his colleagues at the Federal Reserve in 1980, “When we take on 
this inflation fighting job .  .  . we should not look around for much of a 
constituency. If we .  .  . go to the brink or let some .  .  . things happen  
that we have not allowed to happen during the entire postwar period, 
people .  .  . are not going to be very happy.” But, he said, they could not 
“change inflationary expectations without it happening.” To illustrate the 
point, he recounted a recent conversation he had had with a banker in  
Chicago. The banker, when pressed on why his bank was aggressively ex-
panding despite the poor economic conditions, responded, “If we get in 
trouble, the government will protect us.” If there was “a real problem in the 
economy,” Volcker concluded, people thought the Fed was always “going to 
give way.”49

Thus, changing inflationary expectations entailed nothing short of 
changing citizens’ assumptions about what they could expect from their 
government. It was the most political of tasks. Inflation would end once 
people believed that the Federal Reserve cared more about price stability 
than it did about full employment or economic growth. The United States 
government’s commitment to breaking promises had to become credible.

If that was the end goal, what were the means by which it could possibly 
be achieved? As Volcker told his colleagues, it was a task that would invite 
intense political backlash. During any economic downturn, the popu-
larity of political leadership suffers because people expect the government 
to do something to fix it. Austerity was different because the source of the 
economic pain was the government itself. In the Federal Reserve’s case, 
every time it voted to raise interest rates, it would look like (and it would 
indeed be) a conscious decision to inflict economic pain on the American 
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people. With inflation running at 13 percent and inflationary expectations 
firmly entrenched, no one at the Federal Reserve knew how high they 
would have to raise rates or how long they would have to keep them ele-
vated in order to get people to believe they really were comfortable in-
flicting pain on American society. All they knew was that every one of 
their decisions would create a political blowback.

It was best, then, to minimize the number of decisions they had to 
make. Monetarism, the school of economics promoted in the 1970s by 
University of Chicago economist Milton Friedman, posited that the sole 
responsibility of a central bank was to ensure a constant annual rate of 
growth in a nation’s money supply. Friedman held little faith in the powers 
of central bankers to accurately understand the economy, so he argued 
they should give up trying to influence it. The Federal Reserve should 
simply set a simple target for annual monetary growth—3 percent was 
Friedman’s ideal—and call it a day.

Volcker, and most of the other members of the Federal Reserve, found 
the economic fundamentals of monetarism to be woefully simplistic. The 
idea that monetary policy was as easy as setting an annual target offended 
both their self-regard and their life experience. But in the face of the hor-
rendous politics of the anti-inflation fight, Volcker became attracted to 
monetarism because it offered an escape from political culpability. If, 
under monetarism, the Fed could simply commit to growing the monetary 
supply at a constant low rate, then the dramatic increases in interest rates 
that would inevitably result would appear to the public not as active and 
mean-spirited decisions of the Fed but rather as unfortunate by-products 
of market forces. President Carter’s chief economist, Charles Schultze, said 
of Volcker’s embrace of monetarism, “This whole move was, in the broadest 
sense, a political move, not an economic move. In theory, the Fed could 
have kept on raising the bejesus out of the interest rates, but that’s what it 
couldn’t do politically. The beautiful thing about this new policy was that 
as interest rates kept going up, the Fed could say . . . ‘We’re not raising rates, 
we’re only targeting the money supply.’ This way they could raise rates and 
nobody could blame them.”50

For his first month on the job, however, Volcker found most of his col-
leagues at the Fed leery of both monetarism and higher interest rates. At a 
meeting on September 18, 1979, the Federal Reserve Board publicly split its 
vote 4–3 on whether to raise the discount interest rate it charged to US 
banks. The interest rate was raised, but because the board normally 
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reached decisions by consensus, the public dissent appeared to signal to 
the market that the effort to implement a more restrictive monetary policy 
would eventually fail. Faced with a political system that appeared unable 
to implement austerity, speculators did what they always did: sold the cur-
rency in question. In the weeks following the September split decision, 
markets lost confidence in Volcker’s ability to control inflation, and a 
second run on the dollar began. The price of gold soared more than $25 in 
a day, and by early October, it reached $442 an ounce. “There was a gen-
uine flight from the currency,” Fed vice chairman Fred Schultz recalled. 
At the Fed, the need for radical change now beckoned.51

On Saturday, October 6, Volcker called a secret emergency meeting of 
the Federal Open Market Committee, the Fed’s main governing body, and 
gained its assent for the switch to monetarism. The recent wild specula-
tion in the markets had convinced previous doubters that change was 
needed. The implications of their decision were clear to everyone who 
gathered around the table. “There wasn’t any question that the board knew 
that recession would follow” the vote, Federal Reserve governor Phillip 
Coldwell recalled.52

At a press conference that evening, Volcker announced the change in 
policy. A reporter asked him if the new policy meant the federal funds 
rate would be “completely free to go as high as it might.” The Fed chairman 
responded, “I don’t know what you think is as high as it might. There will 
be substantial freedom in the market.”53 The fate of the nation, Volcker 
now told Americans, rested in the hands of the marketplace. This was not 
actually true, of course. By controlling the money supply, Volcker was still 
controlling the total amount of liquidity in the system and thus controlling 
interest rates, growth, and employment. But the language of monetarism 
had now given him a way to shift responsibility for policy outcomes to the 
market.

The effects of Volcker’s actions were hardly limited by national borders 
or ideological boundaries. Across the Iron Curtain, bankers and policy 
makers in the communist world watched as their last lifeline of external 
support begin to slip away. On October 25, three weeks after Volcker’s de-
cision, Horst Kaminsky, the president of the East German State Bank, 
wrote in a memo to Günter Mittag, “Recently a dramatic increase in in-
terest rates has commenced on the capitalist financial and credit markets. 
The current interest rate on the Euromarket stands at about 16%. Further 
increases in the coming weeks cannot be ruled out.”54
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Two weeks after Kaminsky’s warning, an event halfway around the 
world that had nothing to do with the Cold War, socialism, or even fi-
nance caused the Eastern Bloc’s financial predicament to go from bad to 
worse. On November 4, 1979, Iranian students stormed the American em-
bassy in Tehran and took fifty-two Americans hostage. Ten days later, the 
Carter administration responded by freezing all Iranian assets in US 
banks: roughly $11 billion at the time. As the diplomatic crisis between 
Tehran and Washington played out over the next year, the frozen Iranian 
assets caused significant uncertainty in the international financial com-
munity and further limited its willingness to lend to socialist states.55

The Soviet Union itself then hammered the final nail into the coffin of 
the Eastern Bloc’s access to Western capital. At the end of December 1979, 
Soviet forces invaded Afghanistan, and President Carter responded by 
placing a grain embargo on the Soviet Union and asking all US banks to 
review their credit policies toward the Eastern Bloc. He also announced a 
new US defense posture in the Middle East, dubbed the Carter Doctrine, 
and requested corresponding increases in the US military budget. The re-
newal of superpower tensions over Afghanistan destroyed the last sem-
blance of normalcy for socialist borrowing on the Euromarkets. In early 
February, Polze and Kaminsky produced a new confidential report, which 
began, “The situation on the international finance and credit markets . . . 
has significantly tightened in the last few weeks.” Because of “the uncer-
tainty arising from the blockade of Iranian assets in the USA” and the US 
government’s “blackmail” (Erpressung) against the Soviet Union in re-
sponse to Afghanistan, banks “temporarily could not grant any new loans” 
or were “demanding higher credit costs due to the increasing risk.” Leading 
capitalist banks believed, Polze and Kaminsky wrote, that “credit granted 
to socialist countries in the future would be considerably restricted.” The 
“arms buildup in the USA and other imperialist states” in response to the 
Soviet invasion of Afghanistan, they noted, would “lead to interest rate in-
creases in the future” because it would force Western governments to 
borrow and spend more money. Thus, they concluded, “a decline in the 
high interest rates can hardly be expected in 1980.”56

The arrival of spring brought no change. As always, the telltale sign of 
market sentiment was Poland. Since the June 1976 price increases, Gierek 
had avoided, at all costs, asking Polish citizens to sacrifice, but he could 
avoid it no longer. At the end of May 1980, the Polish State Planning  
Commission urgently warned the party leadership that the “conditions for 
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implementing the national plan” had “deteriorated markedly.” They wrote, 
“Notably, the payment situation has worsened” because of “credit difficul-
ties.” The “main problem” was “the issue of obtaining financial loans for the 
purchase of raw materials.” Even for the loans they did receive, the interest 
rate had “greatly increased, at times exceeding 20%.” These conditions led 
the commission to project a financing shortfall for the remainder of the year 
of $4.1 billion. In order to compensate for this difference, the ministers pro-
posed to increase exports to the West by about $3 billion and to restrict hard 
currency imports by $1–$1.5 billion. If these corrections could be achieved, 
the planners wrote, they would compensate for the current “deterioration in 
credit possibilities.”57 The challenge of breaking promises had now arrived 
in the Socialist Bloc.

Even in these first moments of the onrushing crisis, a decisive differ-
ence was already apparent between the neoliberal capitalism emerging in 
the West and the state socialism struggling to survive in the East. When 
contemplating the fate of democratic welfare states in the doldrums of the 
mid-1970s, Fred Hirsch had approvingly written of the capitalist system, 
“A great strength of liberal capitalism has been its ability to dispense with 
an explicit ethical standard for the distribution of awards. Justification is 
provided by the benign outcome of autonomous unregulated processes.”58 
Under the postwar ethos of the welfare state, this “great strength” had 
been submerged under explicit government promises to distribute eco-
nomic gains fairly and broadly throughout society.

Those promises were now being broken, and appeals to “the market” to 
justify the distribution of economic outcomes were returning to promi-
nence. Volcker’s fight against inflation had dispensed with Washington’s 
commitment to full employment, and his embrace of monetarism had al-
lowed the Fed (and the broader national government of which it was a 
part) to claim it was no longer responsible for social outcomes. Once more, 
American officials could say that markets were producing social out-
comes, even if, in reality, they remained in full control of policy. As a 
member of the Fed put it, “Everyone could say: ‘Look, no hands.’”59

Under state socialism, by contrast, the party’s hands were in every-
thing, and explicit ethical standards for the distribution of economic ben-
efits formed the ideological foundation of the state. The communist parties 
of the Eastern Bloc had spent the entire postwar period purposefully cre-
ating states in which they were responsible for everyone’s fate, and this 
would make their promises immensely more difficult to break.
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BY THE LATE 1970s, the challenge of breaking 
promises could no longer be deferred in both East and West. As Paul Vol-
cker began his monetary crusade against inflation in the United States, 
global markets pushed governments in the two economic laggards of  
Europe—Great Britain and Poland—to undertake their own fraught cam-
paigns to remake the economic and social foundations of their countries. 
Within their respective blocs, Britain and Poland had taken on ignomin-
ious titles in the 1970s that reflected their hapless circumstance. In the 
West, “the British disease” had become shorthand for the profound prob-
lems of economic management afflicting democratic capitalism—low 
growth, high inflation, industrial strife, and high unemployment. In the 
East, “the Polish disease” had become a moniker for all that was wrong 
with state socialism—high sovereign debt, low export growth, and govern-
ment subsidy of all manner of economic activity. The worst part about both 
diseases was that they appeared to be terminal. After the British and Polish 
populations rejected attempted reforms through popular protest in 1970, 
1974, and 1976, most observers concluded that the national diseases were 
simply incurable on account of popular resistance to the necessary cures.

The fundamental challenge for British and Polish politicians, therefore, 
was not identifying the policy outlines of a cure—though that was fraught 

C H A P T E R  3

A Tale of Two Crises
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enough—but rather gaining the domestic political support to implement 
it. Under the leadership of Margaret Thatcher in Britain and Wojciech Ja-
ruzelski in Poland, the question of popular support was definitively but 
divergently decided in the early 1980s. Thatcher received and maintained 
the support, or at least the acquiescence, of the British population as she 
implemented economic discipline, while Jaruzelski never received the same 
from the Polish population. This chapter seeks to explain these divergent 
outcomes, primarily through the story of John Hoskyns and Mieczysław 
Rakowski. Hoskyns and Rakowski, respectively, were two of Thatcher’s and 
Jaruzelski’s most important advisers, particularly on the issue of building 
popular support for economic reform. So through their stories, we can gain 
a broader understanding of the divergent histories of their countries 
during this period.1

As we have seen, many people in the West in the 1970s assumed that 
state socialism had a distinct advantage in imposing economic discipline 
precisely because popular support appeared to be an irrelevant factor in 
socialist authoritarian governance. If an iron fist was good for anything, it 
was thought, surely it was good for imposing unpopular solutions on a 
resistant domestic populace. Electoral democracies were assumed to be 
fatally flawed for precisely the opposite reason. How could democratically 
elected leaders ever hope to carry out unpopular economic policies in po-
litical systems where their power depended on gaining and maintaining 
the approbation of their people? As the Cold War transitioned from a race 
to make promises to a race to break promises in the 1970s, state socialism 
appeared, in this regard, to have the upper hand.

Thatcherism and the Polish Crisis turned this prevailing wisdom on its 
head. These two crises command our attention not merely as the most vibrant 
case studies of broader dynamics occurring throughout the East and West 
but also as events that changed the Cold War in a fundamental way. The 
course of events in Warsaw and London, in Gdańsk and Orgreave, demon-
strated for policy makers around the world the merits and demerits of imple-
menting the politics of breaking promises in democratic and anti-democratic 
political systems. They demonstrated the ways in which the potent combina-
tion of electoral democracy and neoliberal ideology could produce a stronger 
state than socialist authoritarianism in the era of breaking promises.

Margaret Thatcher was able to achieve what her Polish counterparts 
could not because of the manifold benefits multiparty democratic elec-
tions and neoliberal ideology bestowed upon her government. Elections 
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allowed her to credibly claim no responsibility for past government policy 
and instilled in most British people a confidence that their government 
was legitimate. Neoliberalism’s embrace of individual freedom as the 
highest moral good and critique of government intervention in the 
economy provided an ideological framework that painted the politics of 
breaking promises in a virtuous light. To be sure, there were many people 
within Britain who despised Thatcher and all she stood for, but after 1979 
they failed to win the hearts and minds of a national majority.

These points come into sharper relief when juxtaposed to the situation 
in Poland. Because Wojciech Jaruzelski sat atop an antidemocratic state 
and a Communist Party that monopolized power, he could not credibly 
distance himself from past policy, rely on popular belief in his legitimacy, 
or gain society’s trust. Because he led a Communist Party that proudly 
proclaimed its control over society and the economy, he struggled to 
frame the politics of breaking promises in propitious ideological terms. 
The fundamental roadblock standing in the way of reform was also the 
reason Solidarity garnered widespread national support: most people be-
lieved they lived in an unjust society under the rule of an illegitimate gov-
ernment and therefore did not trust the Communist Party to carry out 
economic reform. Despite Jaruzelski’s numerous efforts to overturn these 
beliefs, it became clear in the crucible of crisis that he could not do so without 
liquidating the communist state itself. So he chose martial law instead. As 
Britain returned to growth under Thatcherism and Poland faltered under 
martial law during the rest of the 1980s, the lessons for the world were 
clear enough: the politics of breaking promises worked best when citizens 
viewed their government as legitimate and when governments found an 
ideological basis for defining austerity as virtuous. These lessons would 
redound in their effects all the way to the revolutions of 1989.

◆  ◆  ◆

As the economic fate of both Poland and Britain faltered in the 
1970s, the fraught prospects of reform became the subject of a broad and 
diverse national debate. Countless economists, policy makers, and public 
intellectuals proposed ways of reversing national decline, but it was John 
Hoskyns in Britain and Mieczysław Rakowski in Poland who rose above 
the general din of the debate to fundamentally influence the course of 
their nations. Both men had spent their lives in a profession other than 
politics—Hoskyns had built a successful career in business as the CEO  
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of a computer company, and Rakowski was the longtime editor of the  
reformist weekly Polish newspaper Polityka. But because their ideas of-
fered persuasive ways of overcoming the nations’ crises, they became in-
fluential advisors to Thatcher and Jaruzelski as their governments tried to 
implement economic discipline.2

By his own admission a man of mixed political allegiance (he had voted 
Labour through the 1970 election), Hoskyns’s engagement with British 
politics grew in equal measure with his dismay over the political system’s 
failure to fix the British economy. After watching Edward Heath’s govern-
ment fall in the 1974 election, caused by the powerful National Union of 
Mineworkers (NUM) strike, he became convinced the key to solving all of 
Britain’s economic problems lay in breaking the power of the country’s 
trade unions to resist economic discipline. With this conviction, he went 
in search of a political party.

The choice was not as clear at the time as it appears in retrospect. Both 
the Labour and Conservative Parties had followed the same broad Keynesian 
consensus throughout the postwar period, and their trade union policy 
varied between the confined limits of outright support and quiet accommo-
dation. Neither party stood against trade union interests because neither 
believed the trade unions could be defeated. Indeed, it was assumed across 
the political spectrum that Britain could only be governed with the permis-
sion of organized labor. The fall of the Heath government appeared to be 
proof that any policy that transgressed the interests of the working class 
would not only fail but would also bring down the government that pro-
posed it. As Thatcher herself recounted in her memoirs, for most of the 
1970s, “the conventional wisdom was that Britain could only be governed 
with the consent of the trade unions. No government could really resist, still 
less defeat, a major strike.”3

Thatcher, of course, shared the broad outlines of Hoskyns’s view, and 
thus it was in her ascendant radical wing of the Conservative Party that 
Hoskyns found a home. In the wake of the 1974 Heath defeat, Thatcher 
and her closest political ally, Keith Joseph, set up a think tank, the Centre 
for Policy Studies (CPS), to transform the Tories’ postwar policy of 
Keynesian economic management and trade union accommodation. The 
following year, she was elected party leader and became leader of the op-
position in Parliament. Through Joseph, Hoskyns met Thatcher in the 
summer of 1976 and joined the ranks of the CPS to study how the nation’s 
economic decline could be reversed. As the country descended into the 
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fraught politics and strict economics of the International Monetary Fund 
(IMF) crisis that fall, the time for fresh thinking about cures for the British 
disease was indeed propitious.

It did not take long to identify the root of the problem: policies that 
would solve the country’s economic problems were politically impossible, 
and policies that were politically possible would not solve the country’s 
economic problems. Thus, expanding the horizons of political possibility 
lay at the heart of any attempt at reform. In a June 1977 letter to Joseph, 
Hoskyns wrote that turning around the British economy would require “a 
complete change in the unions’ role; a further fall in living standards; yet 
more unemployment (unless wages can fall further still).” This whole 
package was “obviously a political non-starter,” and “the dilemma of gov-
ernment (of either party)” was therefore “absolute.” A government could 
“either face up to the real measures which might just turn the economy 
around, but which are politically impossible: or it can select measures 
which, however sensible, cannot save the UK economy, but are at least 
politically permissible.” The key question confronting the Tories, there-
fore, was political rather than economic. “What political innovation is 
needed to remove the political constraints on government’s freedom to 
pursue such policies?” Hoskyns’s letter asked.4 It was the question that 
would define the Conservatives’ time in opposition. In response to the 
letter, Joseph latched onto the theme of “political innovation” and dis-
cussed Hoskyns’s views with Thatcher. Liking what she heard, Thatcher 
tasked Hoskyns and his collaborator, Norman Strauss, with developing 
their thoughts into “a coherent plan” to campaign and govern.5

The result was the Stepping Stones report of November 1977. Widely re-
garded as the blueprint for Thatcherism, the report had two objectives. 
First, it aimed to develop a communications strategy that would “begin 
the long process of convincing the public that radical change would have 
to come, that it would be pretty uncomfortable, and that the alternative 
would be something much worse.”6 The Tories needed to focus on “the 
selling of new policies” because “creating the necessary understanding of 
the need for reform” would ensure “that the reform itself did not provoke 
what many feared might be physical revolution.”7 Second, Stepping Stones 
aimed to unite the party itself around the set of policies that would need 
to be implemented to transform the economy. The array of policy changes 
was vast. The inflation rate, the exchange rate, interest rates, tax rates, na-
tionalized industry policy, and public sector spending would have to be 
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altered. But all of them revolved around the central and politically radio-
active issue of trade union reform. Numerically, if not ideologically, the 
Tories were still dominated by politicians who believed the trade union 
issue should be left alone (in time, they would become known as the 
“wets”). Those, led by Thatcher, who favored tackling the issue head-on 
(later called the “dries”) were a powerful minority, but a minority none-
theless. Firmly uniting the party around a policy platform that included 
union reform was therefore essential.8

The Stepping Stones report fostered no illusions about the challenge 
that lay ahead. The task of the next government would be “of a different 
order” than that facing any other postwar government. Economic re-
covery would require “a sea change in Britain’s political economy.” To 
achieve this sea change, a “landside” victory in the next election would 
not be enough if it only reflected “the electorate’s material dissatisfaction.” 
Instead, the electoral victory would have to represent “an explicit rejection 
of socialism” and “the demand for something morally and economically 
better.” It had to produce a mandate to deal with the country’s “one major 
obstacle—the negative role of trade unions.” Gaining such a mandate 
would not be easy, but if the union question was “skillfully handled,” the 
“rising tide of public feeling” could transform the issue from a political 
liability into a strength.9

How could the party effect such a dramatic change in public opinion? 
The report drew on theories of advertising to lay out nothing short of a 
grand theory of social change. First, it posited that “in politics, the party 
and its policies are all aspects of the ‘Product,’ which the voter, or the 
‘User,’ buys with his vote.” Each voter had a “Mental Set”—“a more or less 
stable set of opinions, values, interests and purposes”—they used to choose  
a Product, and as long as voters’ Mental Sets remained unchanged, their 
behavior would “tend to be predicable and to follow a fixed pattern.” Only 
“New Data”—new information about the Product’s (or party’s) function, 
effects, or psychological impact—could disrupt Users’ Mental Sets and 
put them in a state of “Cognitive Dissonance,” which Users would find 
stressful and attempt to resolve by changing their behavior. If enough 
voters reached a state of cognitive dissonance, the electorate would recog-
nize that the country had reached “Discontinuity”: “a point at which solu-
tions to our problems simply could not be found without breaking 
constraints (either political or economic) which had previously been ac-
cepted as unalterable ‘facts of life.’”10
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This was all a rather elaborate way of saying the Tories had to get people 
to change their minds on the issue of organized labor. But when taken out 
of the realm of jargon and made concrete, the scale of the challenge before 
them began to emerge. “There must be a national realization that the 
unions must modify their behavior so as to be less combative, more flex-
ible and genuinely helpful,” the report concluded. “We must ensure that 
[voters] feel an aversion to current union values. . . . They must be made to 
dislike them so intensely that their fear turns to anger.”11

Although Stepping Stones serves as a convincing interpretation of how 
Thatcherism actually won popular support, it garnered only lukewarm sup-
port among the Tory leadership in late 1977 and 1978. Thatcher called it “the 
best thing we’ve had for many years” and ordered the formation of working 
groups to study how it could be implemented. But as those groups began 
their work in the spring of 1978, the career Tory politicians who had survived 
by not provoking conflict with the trade unions slowly buried the Stepping 
Stones agenda under deafening silence. Rather than strategically raising the 
issue in public forums in ways that would “invite” voters to reorganize their 
“Mental Sets,” most of the party leadership relied on the tried-and-true 
method for dealing with uncomfortable topics: simply not talking about it.12

But if it was not a slick, strategic communications strategy that engi-
neered a broad public recognition of “Discontinuity,” what did? A more 
banal but also more effective cause was lurking in the wings—unforeseen 
events. In the summer of 1978, the Labour prime minister, James Cal-
laghan, decided to delay the next election from the fall of 1978 to the spring 
of 1979. In the intervening months, Callaghan’s IMF-sponsored “incomes 
policy,” which mandated nationwide levels for annual pay increases as a 
means of fighting inflation, broke down under popular pressure, and 
trade unions of all stripes went on strike for higher wages. In what came 
to be known as the Winter of Discontent, British society virtually ceased 
to function in the months surrounding the turn from 1978 to 1979. Ber-
nard Donoughue, a senior advisor to Callaghan, recalled:

By the second week of January [1979] . . . there was a serious shortage of food 
and medical supplies—ministers considered sending tanks into the ICI medi-
cal headquarters to retrieve drugs and essential equipment.  .  .  . The nightly 
television pictures of violence and the brutal face of trade unionism were do-
ing terrible damage to the government and to the trade union movement itself.
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. . . a million and a half public service workers went on strike, closing hos-
pitals, schools and local authority services across the country. The railways 
came to a halt. . . .

NUPE [The National Union of Public Employees] publicly and without 
apology or sign of compassion announced that they would not allow the 
sick into hospital; and an official stood before the television cameras and 
stated that “if people died, so be it.”13

The Winter of Discontent was, in the vibrant and depressing color of 
lived experience, precisely the “New Data” that Stepping Stones had called 
for. Britain arrived at a moment of “Discontinuity,” and people immedi-
ately began to search for a way out of what had only recently seemed to be 
the unalterable facts of life. On January 18, 1979, Hoskyns recorded in his 
diary that “the party [is] in grip of mild euphoria, I think, because country 
beset by strikes.  .  .  . Union issue is now top of the list.”14 At the end of 
March, Callaghan lost a vote of confidence in the House of Commons, 
which led to the first general election forced by the House of Commons 
since 1924. Just over a month later, on May 3, 1979, the Conservatives re-
turned to government with a forty-three-seat majority, and Thatcher be-
came prime minister with a mandate to fight inflation, limit public 
spending, and curb trade union power.

While Hoskyns was developing Stepping Stones in Britain, Mieczysław 
Rakowski was hard at work on reform plans for Poland. From his editorial 
perch at Polityka, Rakowski watched the 1970s unfold in a political and 
economic system both radically different and strikingly similar to the one 
in the United Kingdom. Where Edward Heath had fallen in 1974 after 
trying to impose discipline on British unions, Władysław Gomułka had 
fallen in 1970 after trying to impose discipline on Polish workers through 
consumer price increases. Like the Labour men who replaced Heath in 
Britain, the man who replaced Gomułka, Edward Gierek, legitimized his 
leadership after 1970 by championing rather than disciplining the inter-
ests of the Polish working class. Even the mid-decade crisis point in Po-
land arrived the same year as the IMF crisis in Britain.

This left the fundamental problem of Polish and British society in the 
late 1970s essentially the same: the political impossibility of economic re-
form. As in Britain, pressure to appease the working class had pushed 
wage increases in Poland during the first half of the 1970s far beyond in-
creases in workers’ productivity. This had left the Polish population with 
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lots of money to spend and too little to spend it on. In Britain, where prices 
freely moved in response to market pressures, this monetary overhang 
manifested itself in crippling inflation. In Poland, where prices were ad-
ministratively fixed, this overhang took the form of equally crippling 
shortages of consumer goods. Where Hoskyns and the Tories sought to 
solve this problem in Britain through monetarism, subsidy cuts to nation-
alized industries, and trade union discipline, policy makers in Poland 
sought similar solutions in price increases, enterprise independence, and 
campaigns to increase work discipline. In both countries, the results of 
these reforms would be significant declines in national living standards, 
bankruptcies of prized nationalized companies, and greater job insecurity 
for the working class. In both countries, then, the results would threaten 
political stability.

The question in Poland, as John Hoskyns might have posed it, was what 
political innovation would allow the government to pursue policies that 
were seen as economically necessary but politically unpopular. It was here 
that Rakowski emerged as an important voice on the Polish scene. Rakowski 
was not an economist, but he was an astute observer of the nation’s politics. 
By the late 1970s, it had become clear to him that the government’s future 
economic reform efforts would forever be crippled by two glaring weak-
nesses: its lack of legitimacy in the eyes of the Polish people and the popu-
lation’s consequent lack of trust in the government. Drawing attention to 
these weaknesses drove him in 1978 and 1979 to compose a book-length 
critique of communist leadership in the 1970s, The Republic on the Threshold 
of the Eighties (Rzeczpospolita na progu lat osiemdziesiątych).

After beginning the book with the requisite praise for the achievements 
of socialism in Poland, Rakowski quickly arrived at the problem that had 
motivated his work. By 1979, the economy had already been performing 
poorly for three years, and it was likely to show no significant improve-
ment for at least two more. Half a decade would therefore be defined “by 
serious economic difficulties.” Five years of troubles meant the country’s 
economic problems “were no longer a trivial matter” and ensured that the 
country was “not only dealing with an economic problem but also with a 
political one.”15

The country’s economic problems had produced two worrying social 
phenomena. First, the Polish people increasingly viewed their society as  
an unjust one. “Many people are increasingly aware of the growing gap  
between their life situation” and the life situation of those who were 
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“considered privileged in society,” Rakowski wrote. Social policy had 
begun to depart from “the basic principles of social egalitarianism and 
the simplest principles of social justice.” Second, a widespread distrust of 
the current government and the nation’s Communist Party, the Polish 
United Workers’ Party (known by its Polish acronym, PZPR), had taken 
hold in the population. As shortages of consumer goods and long queues 
at stores had become depressingly familiar in the late 1970s, the “accu-
mulating difficulties of everyday life” had caused large sections of society 
to “lose confidence” in the party’s constant declarations of socialism’s be-
nign advance.16

Because of these two trends, Rakowski feared that a “majority of so-
ciety” did not believe in “the idea of jointly leading Poland out of the dif-
ficulties it had fallen into.” As the party tried to “carry out large and not at 
all easy economic and social tasks” in the coming years, it would be forced 
to do so amid a deepening “crisis of public trust in our policy.” If such an 
environment persisted, he wrote ominously and presciently, “the time 
may come when society, or some of its factions, will fiercely question our 
ability to take a leading role in framing the country’s development direc-
tions.” The consequences of such a development would be “tragic.”17

In search of a way to prevent this looming tragedy, Rakowski then 
posed a very Hoskynsian question. “What then should be done to open 
the way out of the current, highly unfavorable situation?” he asked. He  
offered many answers, but they all centered around a common theme—
indeed, around a political innovation: it was time for the PZPR to enter 
into a “partnership” with society to solve the nation’s problems. Rakowski 
defined this partnership as an agreement between the PZPR and other 
societal forces that would establish the partners’ “co-responsibility” for 
reform policies and “for the country’s fate.” The Catholic Church and the 
country’s trade unions headlined the list of possible partners. The church 
was “one of the guarantors of peace in Poland,” and the trade unions could 
“fulfill the role of an authentic intermediary between the working class 
and the centers of power.” If both could be brought on as partners, Ra-
kowski believed the party would benefit from a “real distribution of shared 
responsibility for the development of the country.” But they had to act fast. 
Rakowski warned that inaction would bring even greater problems to the 
fore. If the party did not “meet the growing striving of society for real 
participation in government,” Rakowski concluded, then “life will force 
us to do so anyway.”18
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However perceptive Rakowski’s judgments appear in retrospect, they 
received no quarter in the Polish halls of power in 1979. Because of his 
book’s extended criticism of the Communist Party, Rakowski could not 
find a publisher to print it, though he was allowed to circulate it among his 
friends and associates.19 The economy contracted at a rate of 2 percent in 
1979, and instead of confronting the mounting problems proactively, Gier-
ek’s party apparatus assumed a pose of political paralysis. Like the fate of 
Stepping Stones in Great Britain, it would take a moment of national crisis 
before Rakowski’s views would receive full consideration. Only after a 
moment of “Discontinuity” would people (in this case, in the Communist 
Party) search for a way out of what had only recently seemed to be the 
unalterable “facts of life.”

The moment of crisis was not long in coming. Shut out of global capital 
markets by the stinging combination of Volcker’s interest rates, the Ira-
nian hostage crisis, and the Soviet invasion of Afghanistan, Gierek’s gov-
ernment attempted to raise food prices for the third time in a decade on 
July 1, 1980. Within three weeks, strikes consumed the nation’s industrial 
centers. In mid-August, unrest returned to the Lenin Shipyard in Gdańsk, 
where activists made both economic and political demands, including the 
reinstatement of two workers who had been fired for union organizing. 
One of these workers, Lech Wałęsa, went on to lead the local strike com-
mittee and worked to unite the strikes under a single umbrella organiza-
tion, the Inter-Factory Strike Committee. The speed and size of the 
protests overwhelmed the state systems of repression, and soon the newly 
united workers published a list of twenty-one demands to end the strikes. 
Sensing the weakness of its own position, Gierek’s Politburo decided to 
negotiate with the strikers, and on August 31, the government and the 
fledgling opposition signed the Gdańsk Accords, which acknowledged the 
workers’ rights to form independent trade unions, strike without repri-
sals, and express themselves freely in the public sphere. Similar agree-
ments were signed in other parts of the country in the days that followed, 
and in mid-September, the workers joined their groups together into one 
national organization, the Independent Self-Governing Trade Union 
“Solidarność.” Poland had arrived at its moment of discontinuity, and the 
national search for ways out of previously unalterable facts of life promptly 
commenced.

As in Britain, the first step in Poland was to throw out the leader who 
had steered the country into crisis. In early September, Gierek was swiftly 
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deposed by his own Politburo in a desperate attempt by the party to dis-
tance itself from the policies of the 1970s. However, his replacement, 
Stanisław Kania, was almost equally implicated in the mistakes of the 
past, and few Poles looked upon his appointment as a fresh start. The 
latter months of 1980 produced further bouts of tension between the PZPR 
and its newfound opposition. In October, Solidarity organized a one-hour 
general strike to protest delays in the wage increases that had been prom-
ised at Gdańsk, which forced Kania to pledge adherence to the Accords 
the next day. In November, as the party dragged its feet on officially recog-
nizing Solidarity’s existence, the union leadership threatened another, 
longer general strike unless its registration went through. Again, the party 
caved. In December, workers in the city of Piotrków Trybunalski went on 
strike to protest a drop in their meat rations. The government said the 
economic crisis necessitated the meager rations, but as Rakowski had 
feared, the workers had lost all confidence in the credibility of govern-
ment statements. Indeed, a widespread belief had taken hold that the party 
was purposefully manufacturing the economic crisis (including, it was 
believed, withholding food from the population) to discredit Solidarity in 
the eyes of society. Only when local officials agreed to allow Solidarity to 
supervise the food distribution system in the area did the workers return 
to their jobs.20

Upon such vacuous foundations of social trust, a program of economic 
reform and discipline could not be built. Rakowski, who had long believed 
this, viewed the strife of late 1980 as a chance to finally build support for 
his position. In November, he took to the pages of Polityka to advocate for 
a change in the party’s course. Under the title “Credibility,” he told the 
Polish people, “We are witnesses of the end of a certain era—the epoch of 
the PZPR autonomy. In place of autonomy, partnership enters as a pros-
pect.” The party’s rule could no longer be based “on suspicion towards 
partners” because those potential partners now enjoyed “the support of 
major factions of society.” The “decisive factor” in the creation of Soli-
darity had been “the tiredness of the working class and the whole society 
with [the party’s] way of exercising power.” If the PZPR wanted to con-
tinue to govern Poland, it first had to regain society’s trust.21

Amid the crisis, these views at last caught the eye of a very important 
person, Wojciech Jaruzelski. As Kania’s standing faltered in late 1980, Ja-
ruzelski began to take on an expanded role in the party leadership. Al-
ready the head of the army and the defense minister in the fall of 1980, he 
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became prime minister in February 1981. After reading Rakowski’s arti-
cles throughout the fall of 1980, he asked Rakowski to send him his un-
published book manuscript. In his memoirs, the general recalls sharing 
Rakowski’s conviction that Solidarity had to be viewed “as a valued 
partner” and believing that their views generally “corresponded.”22 As a 
result, he offered Rakowski the post of deputy prime minister for trade 
unions in his new government and charged him with implementing his 
vision of partnership between the PZPR and society. As in Britain, a mo-
ment of social crisis had brought about a change in government and in 
government thinking. What remained to be seen was whether the new 
governments and the new thinking could produce the unpopular change 
that had eluded all predecessors.

◆  ◆  ◆

The first year of the Thatcher revolution was, in fact, not much 
of a revolution at all. To resolve the labor disputes at the heart of the Winter 
of Discontent, the outgoing Labour government had granted a generous  
set of wage increases across the economy, and Thatcher chose not to spend 
her first moments in office refighting the labor battles that had won her 
Downing Street in the first place. In combination with the pressures pro-
duced by the second oil crisis, these wage increases only deepened the in-
flationary problem hanging over Britain. In addition, while Thatcher’s first 
budget was certainly not a Keynesian spending spree, it nevertheless stim-
ulated more than disciplined the economy through income tax cuts. The 
result was that by the fall of 1979 inflation was running at 17.4 percent, and 
the British welfare state and trade union system remained virtually 
untouched.23

It was left to those who controlled the printing presses to impose the 
discipline that Thatcher’s cabinet avoided. Under Geoffrey Howe, the new 
chancellor of the Exchequer, the government adopted a monetarist policy 
aimed at breaking inflationary expectations among the population. Like 
Volcker in the United States, the government would now set a target for 
monetary growth every year and then adjust interest rates to meet that 
target. Theoretically, this meant the government put no cap on the interest 
rate levels it would set in pursuit of its monetary goals, but in practice it 
simply meant interest rates would go much higher than they ever had in 
the past. And go up they did. Howe raised rates from 12 to 14 percent in 
June 1979 and again from 14 to 17 percent in November. The toll on the 
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economy quickly showed. The British pound sharply appreciated to an av-
erage value of $2.40 in the second half of 1980 (up from $1.57 in the depths 
of the IMF crisis), and the resulting competitive disadvantage for British 
industry on world markets led to massive layoffs in the private sector. Un-
employment, which had numbered 1.4 million people when Thatcher en-
tered office, began a steady and excruciating climb to 3 million by January 
1982.24

Hoskyns and his allies expected a popular backlash. With memories of 
the Heath government in 1974 and the Winter of Discontent in 1979 fresh 
in their minds, they started to plan for what they believed would be the 
inevitable response of the working class: strikes. In the summer of 1979, 
Hoskyns began what he called the “Quick” and “Long” campaigns to 
change working-class thinking. The basis of both campaigns was what he 
and his Policy Unit colleague Norman Strauss termed “event-led commu-
nications.” This theory was motivated by the conviction that “public atti-
tudes were not much affected by speeches and articles because most people 
are not in the habit of visualizing differing future situations.” Instead, 
“what changed their minds . . . was the direct observation—or better still, 
first-hand experience—of actual events and actions.” In practical policy 
terms, this meant the Thatcher government should use “principled argu-
ment” to state its economic positions publicly and “then be ready to let the 
strikes happen.” Once strikes were “causing wide-spread hardship” and 
“stress in the minds of the public,” the “moral and intellectual bank-
ruptcy” of union leaders would be exposed. Only then would public atti-
tudes toward unions, including among rank-and-file union members, 
begin to change.25

There are two important points to make about this line of reasoning. 
First, as with the Stepping Stones report in opposition, most of Thatcher’s 
ministers found this policy of purposeful provocation to be politically 
reckless and chose instead to keep quiet. Most ministers simply did not 
share Hoskyns’s faith in the mutability of public opinion. After a few stern 
speeches by Thatcher and Howe in the fall of 1979, the “Quick” campaign 
petered out, and by the spring of 1980, Hoskyns himself had abandoned 
the “Long” campaign on account of internal opposition.

But second, and more important, even if the Tory cabinet did not place 
much hope in “event-led communications,” leaders across the Iron Cur-
tain in the Polish Politburo did. Throughout their own long battle with a 
union, Polish leaders consistently hoped that the public’s “first-hand 
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experience” with the “material hardships” produced by Solidarity’s ac-
tions would expose what they believed to be “the moral and intellectual 
bankruptcy” of the union leadership and sway public opinion in their 
favor. In this hope, of course, they faced a rather significant problem: in 
their antidemocratic and unjust socialist authoritarian system, it was dif-
ficult to convince any Pole that it was Solidarity, rather than the party, 
that was morally and intellectually bankrupt. Although there is some evi-
dence to suggest that the Polish population grew tired of the material 
hardship and uncertainty of daily life by late 1981, these feelings never 
translated into a widespread turn of public opinion against Solidarity. The 
PZPR never did take the steps that would have given it the moral and in-
tellectual high ground required to change public opinion because it could 
not do so without liquidating the communist system itself. For that reason, 
events always “communicated” a different message to the Polish popula-
tion than they did to the British.26

Despite Hoskyns’s ambition, by the start of 1980, the Thatcher govern-
ment still had not done anything to change the structure of British govern-
ment and society. A number of policy innovations in the spring and summer 
of that year converged to begin to produce such changes. In March, the 
Treasury announced a new policy of long-term monetary planning called 
the Medium Term Financial Strategy (MTFS). A further elaboration of the 
government’s monetarist vision, the MTFS announced annual goals for 
growth in the money supply and committed the government to lowering 
the budget deficit in order to meet those goals. Many exceedingly smart 
civil servants and politicians in the Bank of England, the Treasury, and 10 
Downing Street thought this was an exceedingly stupid idea.27 The growth 
of the money supply, they reasoned, was extremely hard to measure, let 
alone predict, and any time it looked as though a target would be missed, 
the government would be boxed in. As Nigel Lawson, Howe’s deputy at 
Treasury who first proposed the idea, put it, “That of course was the point of 
the whole exercise.” The MTFS, he wrote, “was intended to be a self-im-
posed constraint on economic policy-making, just as the Gold Standard 
and the Bretton Woods system . . . had been in the past.”28 In the end, both 
sides in the debate proved to be right. The targets were often missed (some-
times wildly), and yet their very existence pushed the government to adopt 
politically difficult policies that otherwise would have been avoided.

Evidence of this began to show almost immediately. With the announce-
ment of the MTFS, the government faced pressure of its own making to cut 
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public expenditure. Throughout the summer and fall of 1980, this pressure 
manifested in various technical debates over public sector pay settlements, 
the deindexing of public spending from inflation, and the determination of 
“cash limits” for each government ministry and nationalized industry. 
Collectively these debates show a government searching for a way to make 
politically possible what it now deemed economically necessary.

As the government’s chief strategist, Hoskyns’s counsel in these de-
bates proved decisive. With inflation running at double digits in 1980, any 
government decision to deindex pay increases from the price level was 
sure to deliver workers a significant decline in real wages. Everyone knew 
this might cause trouble and even lead to a strike in the Civil Service, but 
Hoskyns confidently advised Thatcher to make the change.29 If it led to a 
strike, so be it. Hoskyns, of course, believed that changes in public opinion 
were really “events led,” so perhaps a strike would be just what the Thatcher 
government needed. “There is a strong case for doing it early,” he wrote, 
“in order to allow maximum ‘protest time’ so that the ensuing debate can 
expose the moral and intellectual bankruptcy of the union position.” As 
he had been writing since first crafting his grand theory of social change 
in Stepping Stones, he repeated, “You won’t get new behavior unless you 
have new attitudes. And you won’t get new attitudes without new informa-
tion and enough elapsed time for it to be put across, explained by the 
media and understood by the public.”30

Decoupling social security payments from inflation presented a similar 
disciplinary challenge. Hoskyns’s memo on the issue immediately noted “the 
political difficulties” inherent in the decision, but it encouraged Thatcher to 
press ahead anyway. To make society’s bitter pill go down easier, Hoskyns 
suggested the deindexing be folded into “a bigger package” that would in-
clude a signal of the “fair distribution of sacrifice.” He surmised that some-
thing like “a symbolic surcharge” on the highest tax brackets would do the 
trick. “People will accept almost anything,” he concluded, “provided they are 
persuaded that it is (a) necessary; (b) fair.”31 By this point in her premiership, 
Thatcher was known the world over for her mantra, “There is no alternative.” 
For Hoskyns, the phrase only encapsulated half the challenge: people not 
only had to be convinced that there were no alternatives to the government’s 
discipline, but they also had to be convinced that the burden of the discipline 
would be distributed fairly throughout society.

These questions of necessity and fairness came to a head at the end of 
1980. Despite months of work on preparing policies of economic discipline, 
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Thatcher and her government still had not introduced enough reform to 
change the country’s outlook. Indeed, by November 1980, most observers 
both inside and outside the government had concluded that the government 
had struck the wrong balance between fiscal and monetary policy in its first 
two years. The combination of high interest rates and loose fiscal policy had 
produced the worst of all worlds—high interest rates that had led to an over-
valued pound; an overvalued pound that had decimated British industry; a 
decimated industrial sector that had subsequently laid off hundreds of thou-
sands of workers; a rise in the number of unemployed workers, which had 
driven up government social insurance spending; and an increase in govern-
ment spending that had increased the budget deficit and pushed already high 
interest rates even higher. It was a vicious spiral from which there appeared 
to be no politically easy exit. All the apparent options that would solve the 
crisis—cutting public spending further, repealing the tax cuts that had de-
fined Thatcher’s governing agenda, or allowing nationalized industries to  
go bankrupt—looked like political suicide of one form or another.

It was precisely the moment of political impossibility Hoskyns had long 
seen on the horizon. Beginning in late November 1980 and extending 
through the next budget’s publication in March 1981, he undertook a sus-
tained campaign to get Thatcher to disregard all political constraints and 
do what he deemed economically necessary. “We must now be ap-
proaching the point .  .  . when we have to choose between one of two 
routes,” he wrote her in November. “On the one side, we can start to move 
increasingly towards what is ‘politically possible’ but simply inadequate 
for solving the problem. On the other, we will have to find ways of doing 
things which appear to be ‘politically impossible’ but which are essen-
tial.”32 By the end of the year, he had extended the scope of his message to 
the entire postwar period. Britain’s postwar decline had been caused by 
“politicians who have never understood what is economically necessary, 
only what appears to be ‘possible.’” In late 1980, very few things seemed 
politically possible because of a long list of constraints—an inability to cut 
social security spending, an inability to reform trade unions, an inability 
to handle strikes, and an inability to liquidate state-owned enterprises. 
But Hoskyns pleaded for persistence: “Acceptance of these constraints is 
tantamount to saying: ‘On reflection we’ve decided we can’t succeed.’” He 
implored Thatcher to convince her cabinet that each of these constraints 
“has to be broken” and then to focus on “the right political communica-
tions to gain public acceptance.”33
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Ever the politician, Thatcher had long been focused on plucking the rhe-
torical strings that would make the British public’s heart sing. Throughout 
her speeches, she appealed to liberal themes of individualism, indepen-
dence, and self-reliance to ennoble her crusade against government inter-
vention in the economy. In her telling, she was not imposing economic 
discipline on a resistant population but rather liberating a captive  
population from the growing tyranny of the state. “It is not the State  
that creates a healthy society,” she told the nation in October 1980. “The 
State drains society, not only of wealth, but of initiative, of energy.  .  .  .  
A healthy society is not created by its institutions.” Instead, “a great 
nation” was “the voluntary creation of its people,” and prosperity was  
the product of “countless acts of personal self-confidence and self- 
reliance.”34 This was no mere cover story whipped up for public consump-
tion; Thatcher was an effective promoter of her vision because she truly 
believed in it.

This sincerity of conviction proved decisive when—as in fall 1980— 
everything about Thatcher’s deteriorating circumstances suggested she 
should abandon her beliefs. Indeed, most observers believed it was only a 
matter of time before she would change course, and talk of a Thatcher  
“U-turn” became widespread. The Iron Lady relished defying their 
expectations. “To those waiting with bated breath for . . . the ‘U’ turn,” she 
said in her October speech, “I have only one thing to say. ‘You turn if you 
want to. The lady’s not for turning.’”35 Neither this confidence in the 
righteousness of economic discipline nor liberalism’s lexicon of individu-
alism and self-reliance was available to Jaruzelski and Rakowski in 
Poland. 

Righteous confidence still needed to be attached to particular policies, 
so in early 1981, a small group of leading officials gathered at Chequers for 
a weekend retreat to discuss their next steps. It was at this retreat that the 
1981 budget—the defining landmark in the fiscal history of Thatcherism—
was born. When the group assembled on January 17, Geoffrey Howe 
brought with him some very bad news: the budget deficit was growing 
with no end in sight.36 Unless the growth in government borrowing was 
reversed, interest rates and the pound would continue to rise, industry 
would continue to shed workers, and public spending would continue to 
grow. To prevent this slide, it was now clear the government would have to 
propose a draconian deflationary budget in the midst of an already severe 
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recession. The ministers returned to London late in the day, where a battle 
for the future of the Thatcher experiment awaited.

In her memoirs, Thatcher wrote, “I shall never forget the weeks leading 
up to the 1981 budget. Hardly a day seemed to go by without the financial 
scene deteriorating in some way.”37 Indeed, every time Howe produced 
new forecasts, the projected size of the budget deficit only grew larger and 
further over the government’s stated goal in the MTFS. The debate within 
the government, therefore, aimed to balance the interests of the two groups 
most important in the politics of breaking promises: capital holders on 
global markets who bought British debt and the citizens of the country the 
government served. Through much of February, the debate over how to 
balance the competing interests of these two groups raged within the gov-
ernment. After one such meeting, Hoskyns and the Policy Unit warned, 
“This budget is the turning point.” Economic constraints had forced a con-
frontation with brutal political reality, they concluded, and Thatcher’s po-
litical future now rested on her choice. “IN SHORT, WE BELIEVE THAT 
THE BUDGET PRESENTED ON 10 MARCH WILL LARGELY DETER-
MINE WHETHER WE WIN OR LOSE THE NEXT ELECTION.”38

In the end, Thatcher chose economic discipline over political felicity and 
introduced a deflationary budget of tax increases and spending cuts. She 
publicly tried to explain that in prioritizing the reduction of the deficit, the 
budget aimed to lower interest rates, improve the exchange rate, and 
thereby eventually return Britain to economic growth. But it was a tough 
sell. Across much of the political spectrum and the academic world, the 
budget was condemned for holding to a blind faith in the power of mone-
tarism over the obvious suffering of the British people. Most famously, a 
group of 364 economists from across Britain published a letter in the Times 
declaring, “There is no basis in economic theory or supporting evidence 
for the government’s belief that by deflating demand they will bring infla-
tion permanently under control.” The 1981 budget, they declared, “will only 
deepen the depression.”39

There is a significant academic debate about the ultimate effects of the 
1981 budget, but two things are clear and important for our purposes.40 
First, whether caused by the budget or merely correlated to it, the reces-
sion of the early 1980s reached its trough in the first quarter of 1981, and 
economic growth returned thereafter. As Nigel Lawson wrote of the 364 
economists’ letter with evident satisfaction, “The economy embarked on a 
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prolonged phase of vigorous growth almost from the moment the letter 
was published. So far from launching the economy on a self-perpetuating 
downward spiral, the Budget [sic] was a prelude to eight years of uninter-
rupted growth.”41

Second, whatever the scale of the budget’s economic effect, the limited 
scale of its political and social effect was even more important. In the 
spring and summer of 1981, socially troubling and politically difficult riots 
broke out in the Brixton district of London and the Toxteth district of 
Liverpool. Hundreds of police and protesters violently clashed, more than 
one hundred buildings and police cars were burned, and hundreds of ar-
rests were made.42 But Britain did not descend into revolution. Such a 
statement may seem outlandish in the contingency it grants to the course 
of British history. But one only needed to look across the Iron Curtain to 
see the potential scale of popular revolt that waited in austerity’s wings. As 
Jaruzelski and Rakowski were about to find out in Poland, implementing 
economic discipline in a political system with no popular legitimacy was 
a recipe for national revolution.

◆  ◆  ◆

The two Polish leaders began their quest at almost exactly the same 
moment Thatcher announced her 1981 budget. In his first speech to the Polish 
Sejm after assuming the position of prime minister in February 1981, Jaruzelski 
called for a three-month moratorium on strikes so the government could “take 
the first steps toward the introduction of a program for economic stability” and 
“prepare wide ranging economic reforms.” In exchange for its compliance, 
Solidarity was offered participation in a “Permanent Committee” on govern-
ment-union relations, to be led by Rakowski.43 Two days later, Wałęsa met  
Rakowski for the first time and welcomed the call for social peace and consul-
tations. On February 15, Rakowski gave his first speech in the Sejm, telling the 
gathered officials, “We have begun the difficult and arduous path of regaining 
credibility with voters.” It was, he said, “not possible to imagine the construc-
tion of a partnership agreement in Poland without ‘Solidarity.’”44

Wałęsa met Rakowski and Jaruzelski again for meetings in early March. 
Rakowski told the union leader of the government’s “fatal” assessment of the 
economic situation and expressed concern over local Solidarity groups’ recent 
anti-Soviet and antigovernment statements in various parts of the country. 
Wałęsa agreed to quiet those elements of his coalition, but Rakowski and  
Jaruzelski could not be sure he would be able or willing to follow through.45
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The first test of the Solidarity leader’s intentions came in the city of 
Radom, where the local union had gone on strike in early March with a 
mix of political and economic demands. Wałęsa traveled to the city and 
urged the striking workers to call off the strike and give the new govern-
ment more time. “We should take a different style of struggle,” he said, 
“we cannot destroy ourselves. . . . Our Prime Minister wants to do some-
thing [good] . . . we must remember that we must have a wise and strong 
government, which must have time” to undertake reforms. Upon reading 
the speech back in his office in Warsaw, Rakowski concluded, “If Wałęsa 
can impose this way of thinking on his people, maybe we can build some-
thing good.”46

The optimism did not last long. In March 1981, in what came to be 
known as the Bydgoszcz crisis, tensions between the party and Solidarity 
reached a boiling point that nearly ended all hope of partnership and al-
most triggered a Soviet invasion of Poland. The crisis began when police 
in the city of Bydgoszcz forcibly removed a group of Solidarity activists 
from a government building. Three activists were injured, and within 
days, Solidarity members across the country were pressing for a union-
wide response to the government’s provocation. As tensions increased, 
Wałęsa called for a general strike, and Soviet planners hinted at invasion. 
For nearly two weeks, the country hurtled toward a final confrontation 
until, at the end of the month, Wałęsa and Rakowski worked out a com-
promise that left neither side happy but both sides intact.47

Even as Rakowski’s idea of partnership survived the Bydgoszcz crisis, 
the country’s political and economic constraints continued to tighten a 
noose around the idea with each passing day. First and foremost, the 
country was now out of money. Since Polish bankers had first struggled to 
raise money on global capital markets in the spring of 1980, they had been 
fighting an increasingly improbable battle to keep the nation solvent. The 
Gdańsk Accords and all of Solidarity’s activism since then had not helped, 
as they only increased the government’s promises at a time when promises 
needed to be broken. The Soviet Union had provided at least a billion dol-
lars in hard currency support in 1980 to help the country stay afloat, but it 
was not enough to meet the country’s mounting debt payments.48 So, in 
February 1981, Warsaw announced to the West its desire to reschedule its debts. 
In April, fifteen Western governments signed a rescheduling agreement with 
Poland that deferred most of its 1981 debt payments for five years, and in 
June, Western banks followed with similar terms. The agreements deferred 
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Poland’s obligations to its creditors temporarily but did nothing to reopen 
the country’s general access to global capital markets. Western banks’ con-
fidence in the Polish system was now lost, and until significant and painful 
domestic reforms were implemented, it would not return. Even with its 
debts rescheduled, the state still had precious little hard currency to buy 
the food and basic goods it needed to fill the country’s shops and assuage 
the population’s concerns.

The result was rationing. In April, the government was forced to intro-
duce ration cards for meat, butter, and grain products, which only fur-
thered the population’s suspicion that it was being starved for political 
purposes. Soon cigarettes and alcohol were added to the list of controlled 
goods.49 If economic reality was bad, economic reform would only make it 
worse. Everyone agreed that any package of reforms in Poland would in-
volve significant and extended hardship for the population. One Western 
economist writing in the Socialist Register in 1981 estimated that food 
prices would have to go up 100 percent, rationing would have to continue, 
work hours would have to be lengthened, and 1.2 million Poles would have 
to lose their jobs for economic growth to return.50 Solidarity’s own econo-
mists reluctantly agreed. They eventually arrived at similar projections for 
price increases and layoffs that would produce an average drop in Polish 
living standards of 25 percent.51

Unlike Hoskyns’s Britain, however, the government had no credibility 
with society that it could use to gain acceptance of austerity. For that, it 
needed Solidarity. This left the union in a powerful position that it was 
slow to recognize and embrace. Through most of 1980, the Solidarity lead-
ership had said that economic reform was the government’s responsibility. 
Solidarity was only a trade union, its leaders maintained, and therefore 
could take no position on an issue that was clearly the purview of politi-
cians. As the economy continued to deteriorate, however, this position be-
came increasingly untenable. With rumors swirling that the party was 
starving society for political purposes, it became clear that only Solidarity 
could be an arbiter of any potential reform. So, by spring 1981, the union 
changed its tune. It would use its credibility to gain popular acceptance of 
economic discipline, but only if it was granted the power to oversee the 
reform’s implementation alongside the government. In theory, this ac-
corded with Rakowski’s concept of partnership. After all, he had defined it 
as an agreement between the PZPR and societal forces for “co-responsi-
bility” of the country’s fate. But could it work in practice?
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The second half of 1981 would prove that it could not. When Jaruzelski 
declared martial law on December 13, Rakowski fully supported the decision. 
By that time, the man who had originally proposed partnership as a means 
of overcoming the nation’s economic challenges had abandoned the idea as 
unworkable and threatening to the state’s very existence. In tracing his 
change of heart, we can gain insight into why imposing economic discipline 
in the antidemocratic systems of the Eastern Bloc proved to be so difficult 
and unstable. With each new blow to the economy, the Solidarity leadership 
felt compelled by popular pressure to demand more social and political 
power in return for its sponsorship of austerity and reform. And with each 
new Solidarity demand for more power, Rakowski came to view the union 
not as a partner but as a threat. The only thing that could have stopped this 
escalating cycle of forced demands and perceived threats was social trust, the 
very thing Rakowski had first sought to create. The final months of the Polish 
Crisis revealed that social trust was partnership’s premise rather than its 
product. Without it, the road to martial law proved unstoppable.

The downward spiral began in August when the two sides convened for 
their first general negotiations since the Bydgoszcz crisis. The backdrop 
for the talks was grim. The government’s announcement of a further cut 
in meat rations at the end of July had led Solidarity to sponsor “hunger 
marches” across the country. Because the union was not consulted about 
the change, its leadership refused to recognize the legitimacy of the gov-
ernment’s decision. They once again accused the PZPR of withholding 
food from the population in order to weaken its opponents.52 Such accu-
sations understandably left Rakowski angry and disappointed. He con-
fided to his diary, “If the warehouses were bursting at the seams with 
excess food, the government, struggling to gain public support . . . would 
throw all the strategic supplies on the market. There is nothing more im-
portant to us than social peace.” Alas, he noted, “the people unfortunately 
believe Solidarity.”53 The cutback in rations and the hunger marches had 
also led some Solidarity members to conclude that the government could 
not lead the country out of the crisis, so the union had to “take the helm.”54 
Rakowski perceived these claims as growing calls to overthrow the state. 
Even as he held out hope that some in the Solidarity leadership shared his 
idea of partnership, he wrote in the days before the negotiations began, “I 
have the impression we are approaching a confrontation.”55

These mutual doubts predictably made the negotiations an acrimo-
nious affair. Solidarity arrived at the meeting in Warsaw with just one 
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primary demand: that it be given control and supervision of the country’s 
food supply. Rakowski saw this as a threatening bid for power.56 Despite 
their rough beginning, the two sides whittled away at their differences 
over the next three days until they reached the outlines of an agreement 
that would give Solidarity supervisory rights over food distribution and 
increased media access in exchange for the union’s guarantee of social 
peace. As the two sides worked late into the night on August 6, Rakowski 
presented Wałęsa with a final draft of the communique that included small 
changes not previously discussed. Two parties that trusted each other might 
have been able to look past these changes or would not have proposed them 
in the first place. But trust was nowhere to be found. Wałęsa refused to sign 
it. Infuriated and exhausted, Rakowski stormed out of the room, and the 
negotiations ended without agreement.57 “The talks ended . . . with a fiasco,” 
he wrote later that night. “I expected everything, but not such a finale.”58

The breakdown in negotiations only strengthened Solidarity’s convic-
tion that the union had to take on a greater role in governing society. In its 
first national meeting after the negotiations, union leaders spoke openly 
for the first time about the necessity of changing Poland’s political system 
along with its economic one. Some proposed demanding free elections to 
local government and the Sejm; others thought it was time for a new 
second house in the Sejm, a “House of Labor” that would represent the 
interests of society alongside those of the government. Still others believed 
that the union should simply begin managing the economy without con-
sulting the government and, in so doing, signal that it did not need the 
PZPR to govern. It was this last idea that led the union to publish an “Ap-
peal to Society,” in which it called on the people to end all strikes and 
work longer hours for the good of the nation. Solidarity would now lead a “self- 
managing reform,” the appeal proclaimed, while it awaited the establish-
ment of “institutions that will guarantee working people influence in the 
socioeconomic policy of the state.”59

The nature of these institutions became the subject of further debate at 
Solidarity’s first National Congress in September and October 1981. The 
congress proposed to create a Social Council on the National Economy to 
oversee implementation of the country’s economic reforms. The program 
adopted at the congress noted that “a condition for the successful struggle 
against the crisis lies not only in drafting a program acceptable to society, 
but also in public control over the implementation of the program.”60 The 
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Social Council would serve this controlling function. The council would 
be composed of twenty economists and other professionals who main-
tained “social confidence,” and it would be given the power to propose its 
own economic reforms and to veto plans passed by the government. The 
congress program affirmed that, over time, the council should lead to “a 
new Sejm” that would enjoy the confidence of the people.61 To observers 
both within Poland and abroad, it was clear that the scope of Solidarity’s 
demands and ambitions had grown a great deal.

Rakowski looked on with mounting dismay. His language began to 
change in telling ways. “Our partners, or rather now our opponents,” he 
wrote in his diary on October 6, “underestimate the real threats from the 
outside [the Soviet Union], and in internal affairs publicly take the posi-
tion that if the government agrees to give them control over the economy 
and government policy, then the economic misery and severe shortages 
. . . will disappear like morning fog.” Jaruzelski too began to believe that 
Solidarity was turning away from the possibility of partnership. The Soli-
darity Congress had “disregarded” the “line of agreement,” he told a 
meeting of the government on October 13. “The outstretched hand of the 
authorities was left hanging in a vacuum,” and the economy had “become 
an arena for the struggle for power,” he concluded. Neither Rakowski nor 
Jaruzelski took joy in their perception of Solidarity’s turn toward con-
frontation. “The disaster will not spare anyone—neither ‘Solidarity’ nor 
the authorities. We sail in one boat,” Rakowski wrote in his diary.62

Despite their growing despair, Rakowski and Jaruzelski did not 
abandon efforts to build a social basis of support for economic reform. To 
counter Solidarity’s Social Council on the National Economy, which he 
viewed as a proposal for a second government, Jaruzelski proposed a 
Council of National Accord among the PZPR, Solidarity, and the Catholic 
Church. The sincerity of this proposal is often doubted in histories of the 
Polish Crisis that see it as a propaganda ploy on the road to martial law, 
but Rakowski’s diary tells a different story. On October 22, Jaruzelski met 
with the Polish primate, Cardinal Józef Glemp, to introduce the idea of a 
national front and share his conviction that “to overcome the crisis, one 
must create a broad platform of national agreement.” Even as he described 
himself as “rather skeptical,” Rakowski recorded that “the General clung 
to the hope” that the national accord “could stop the unfavorable and very 
dangerous course of events.” To further explore the possibility of an 
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accord, Jaruzelski convened an unprecedented meeting with Glemp and 
Wałęsa on November 4 to discuss the idea.63

The meeting only served to expose the growth in Solidarity’s demands 
and the growth in the party’s perception of Solidarity’s threat to the state. 
When Wałęsa announced to Solidarity’s National Coordinating Com-
mittee that he would meet with Jaruzelski, the radical wing of the leader-
ship attacked him for playing into the hands of the party. Then, while he 
was attending the meeting in Warsaw, the committee adopted a resolu-
tion threatening a general strike if the Social Council on the National 
Economy was not formed within three months. At the meeting, Wałęsa 
tried to assure Jaruzelski that the Social Council on the National 
Economy was not intended to be a second government, but the general 
remained unconvinced.64 He had now made up his mind about Solidari-
ty’s intentions. In a Politburo meeting on November 10, he told his com-
rades, “You cannot have any illusions about the strategic goal of the ‘S’ 
leadership, which is to take power and change the system.” Nevertheless, 
to demonstrate that the party was exhausting all peaceful options and to 
win the hearts and minds of undecided Polish citizens, he believed the 
party should continue to publicly pursue a national accord, even as it 
readied other measures.65

Negotiations between the two sides continued throughout November, 
but the die had now been cast. Discussions in both camps in the month 
before martial law reveal the stark, incompatible differences that had 
come to separate Solidarity and the PZPR. After the government forcibly 
broke up a strike in Warsaw in early December, Solidarity’s National 
Committee convened a meeting in Gdańsk, where the full scope of their 
expanding demands and intentions emerged. Wałęsa began the meeting 
by saying he had long pursued partnership and compromise with the au-
thorities because it was a strategy that would win hearts and minds. But 
the time for that strategy had now passed. He stated, “Today the society 
must learn that a confrontation is inevitable.” Others seconded their lead-
er’s conclusion and even expressed confidence that the Soviet Union 
would accept a Solidarity government as long as the union guaranteed 
Moscow’s security interests. When Jacek Kuroń took the floor, he stated 
that society’s need for “a government with social trust” compelled Soli-
darity to demand the immediate implementation of free elections, a free 
press, and the Social Council on the National Economy. Activist after ac-
tivist followed with calls for some form of “social control” over politics 
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and the economy, and when the meeting ended, the union issued a list of 
“minimal conditions” the party had to meet in order for negotiations to 
continue.66

In good Communist Party fashion, the PZPR had its security services 
wiretap the proceedings, so Rakowski and Jaruzelski soon found them-
selves listening to tapes with every word of Solidarity’s meeting. After the 
tape finished, “there was silence for a moment,” Rakowski wrote. Then 
Jaruzelski said, “Well, yes . . . I did not expect that.” Rakowski was more 
dramatic, confiding to his diary that he listened to Wałęsa’s speeches 
“with the feeling of a disappointed lover.” They decided the tapes should 
be discussed the next day in the Politburo. As Rakowski returned home in 
a “grim mood,” he convinced himself that he and Jaruzelski had given the 
idea of partnership a real shot. “It is beyond doubt that we recognized ‘S’ 
not only as a real but lasting force in Polish socialism.” It was the union 
rather than the party, he thought, that had destroyed the idea of partner-
ship, and now it threatened the existence of the Polish state. He concluded, 
“What I heard cannot be called anything else but a call to overthrow the 
legal power of the state and its institutions. Is it possible to imagine any 
government in the world idly watching calls to overthrow it by force?”67

The next day in the Politburo, the party plotted its final move in light of 
the new strength of Solidarity’s demands. One member, Stanisław Ciosek, 
began with a summary of the tapes. Solidarity now demanded, he said, 
uncontrolled access to the mass media, a political transformation of the 
state, and economic reform. “Consent to the introduction of [economic] 
reform is subject to [our] consent to the first two conditions,” he reported. 
“So it is political transformation as a price for agreeing to economic re-
form.” When Rakowski took the floor, he made his private views from the 
evening public for the entire party leadership.68 The possibilities of part-
nership had been “exhausted,” he said. “Our partner decided to fight 
us. . . . We thought we would force him into limited co-responsibility. ‘S’ 
does not want it. . . . The ‘S’ leadership has gone from a union and social 
movement to the opposition party with a counter-revolutionary counte-
nance.”69 After the discussion went around the room, the last word fell to 
Jaruzelski. “Faith in the omnipotence of martial law is mythology,” he told 
the group.70 It would not solve all their problems immediately. Their fight 
to regain the country would be long and hard, but at this point they had 
no choice, he believed. They had to defend the state. He asked the group to 
grant him the power to declare martial law at a time of his choosing, and 
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everyone readily acceded. As Rakowski left the meeting, he shared the 
general’s conclusion: “There is nothing left for us except strength.”71 With 
that, his transformation was complete.

On the night of December 12, 1981, Jaruzelski brought discipline to Po-
land. Just before midnight, security forces surrounded a meeting of the 
Solidarity leadership in Gdańsk and arrested the entire group. Wałęsa was 
placed under house arrest, and within hours, thousands of the union’s 
middle ranks had been arrested across the country. Tanks rumbled into 
the center of Warsaw and Gdańsk, and at six the next morning, Jaruzelski 
appeared on national television to declare a “state of war.” Poland “was on 
the brink of an abyss,” he told the nation, and the new Military Council of 
National Salvation would impose the order and discipline on society that 
had been sorely lacking since August 1980. Under the cover of martial law, 
the difficult economic reform that had eluded the country for so long 
would finally be implemented.72 As the national anthem began to play in 
the background, he repeated its “immortal words” and asked all patriotic 
Poles to do their part to save the country.73

In the months that followed, prices went up, real wages went down, and 
many Poles were “redistributed” into new jobs. Estimates of the fall in Polish 
living standards put the decline at 20–30 percent. The economic reform pro-
gram was officially introduced in early 1982. Under the banner of three new 
S’s—self-reliance, self-governance, and self-financing—the reform program 
announced that a new “criterion of economic activity” would govern Polish 
enterprises. “It is profit,” a government report proclaimed. Supposedly freed 
from government control and government subsidy, Polish enterprises would 
now be guided by “economic rationality,” which would “lower production 
costs,” “improve quality,” and force them “to strive for competitiveness.”74

Even as martial law gave Jaruzelski the blunt power of force to imple-
ment economic reforms, it sapped the last vestiges of legitimacy the Polish 
communists enjoyed at home and abroad. Accurate measures of Polish 
public sentiment in the aftermath of martial law were difficult to produce, 
but one comprehensive study of Polish public opinion in this period con-
cluded, “The regime had destroyed Solidarity, but had also discredited it-
self, and the socialist ideology from which it claimed legitimacy.”75 The 
promise of socialist Poland had been broken, but as long as martial law 
ruled the land, a new vision for a just society and a legitimate state could 
not take shape.

◆  ◆  ◆
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As tanks rumbled into Warsaw, Margaret Thatcher faced long 
odds across the Iron Curtain. The immediate aftermath of the 1981 budget 
yielded only economic hardship and political unpopularity. The hot summer 
of riots that followed in its wake further dented Thatcher’s political popu-
larity, and the threat of a run on the pound in the autumn called into ques-
tion her government’s economic credibility. In order to prevent capital from 
fleeing the country, Chancellor of the Exchequer Geoffrey Howe was forced 
once again to increase interest rates, which was precisely the type of mon-
etary discipline the 1981 budget had been meant to avoid. In September, 
the stock market fell to a seventeen-year low, and at the dawn of the new 
year, the number of unemployed Britons crossed the dreaded threshold of 
three million.

On top of these economic hurdles, a new and potent political force had 
appeared on the British scene: the Social Democratic Party. Led by a group 
of disaffected Labour Party ministers known as the Gang of Four, the SDP 
disrupted the political landscape by taking ideas from both the Left and the 
Right in the hopes of occupying the increasingly wide-open political center. 
Unlike Labour, which continued to oppose Thatcher’s efforts to reform 
trade unions, the SDP favored limits on unions’ political power. But unlike 
Thatcher, the new party did not stridently oppose the welfare state and, in 
fact, sought to use the state vigorously to ease the nation’s adjustment to the 
global economy. Against the backdrop of Thatcher’s austerity and the La-
bour Party’s uncompromising opposition to any change in the old economic 
order, this centrist blend appeared to be an effective political combination. 
It was widely believed that in a general election, the SDP would combine 
forces with the minority Liberal Party, and a September 1981 Gallop poll 
found that such an SDP/Liberal alliance would receive 40 percent of Britons’ 
support, while the Conservative Party would only get 16 percent.76

Polls like these understandably made Conservatives nervous, and the 
numbers were made worse by the fact that the economy provided the To-
ries no riposte. “The Conservative Party faces grimmer prospects than at 
any time since the end of the second world war,” cabinet minister Peter 
Walker wrote to Thatcher early in 1982. “We are presiding over 3 million 
unemployed and, now, falling living standards for those still at work. . . . 
We are the first post-war government to have produced a substantial drop 
in the nation’s real output.” The SDP/Liberal alliance was the “most omi-
nous third-party threat in modern times,” he wrote, and its existence put 
Britain “on the verge of one of those junctures in which a familiar political 
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landscape is radically rearranged.”77 Walker’s judgment was a gloomy but 
hardly solitary opinion. As Thatcher’s biographer has concluded, in the 
early months of 1982, “few far-sighted observers . . . imagined that she was 
likely to win the next general election.”78 Almost three years into the 
Thatcher experiment, the results were meager, and the Tories’ political fate 
looked dire. If, as Walker sensed, the country was on the verge of a radical 
rearrangement, it seemed unlikely Thatcher and Thatcherism would find a 
place in the new political landscape.

But then history took yet another unexpected turn. Eight thousand 
miles away from London in the South Atlantic, Argentine armed forces 
under the direction of the military junta in Buenos Aires invaded the Falk-
land Islands on April 2, 1982. The Falklands had been a British colony for a 
century and a half, but by the early 1980s, they were a largely forgotten 
piece of a mostly bygone empire. Confronted with the Argentine invasion, 
however, Thatcher and the country at large quickly recaptured the nation’s 
imperial self-image and committed to reclaiming the islands and freeing 
the 1,800 British inhabitants from the tyranny of their newfound oppres-
sors. Over the next two and a half months, the prime minister played the 
central role in a most improbable drama of tense international diplomacy 
and deadly military conflict. After bilateral negotiations broke down, a 
British expeditionary force invaded the Falklands while the Royal Navy 
and Air Force engaged the Argentines in the surrounding seas and skies; 
255 British servicemen and 649 Argentines died in the ensuing battles, but 
British forces steadily retook the islands in late May and early June. On 
June 15, the Argentine high command surrendered, and the Falklands re-
turned to full British control.79

The scale of the triumph on the battlefield was only surpassed by the 
magnitude of Thatcher’s newfound standing on the domestic political 
scene. Though her premiership had been teetering on the brink of failure 
before the conflict, she emerged from the war in resolute command of her 
own fate and that of the nation. “The Prime Minster has complete freedom 
of action now,” Alan Walters of the Policy Unit told a colleague on the day 
of victory. Thatcher, in Walters’s estimation, now had complete “freedom 
in imposing domestic, foreign and defense policies.”80All three main  
parties—Conservative, Labour, and Liberal/SDP—went into the Falk-
lands in a virtual dead heat for popular support, but the Conservatives 
emerged from the conflict with a roughly 15 percent advantage.81 The ob-
vious question now was: how would the Tories use it?
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Before providing an answer, Thatcher thought it best to win the next 
general election. Although some advisers were tempted to call an election 
while the post-Falklands glow burned bright, Thatcher concluded that 
such a decision would smack of opportunism and decided to postpone the 
election until 1983. The trade union issue remained unresolved, but poli-
tics demanded patience. “Democratic institutions and the need for a high 
degree of consent,” Thatcher wrote to Friedrich Hayek in 1981, made the 
reform process “painfully slow.”82 The economy required further restruc-
turing, but it would have to wait for the election. The government had “to 
reduce the burden of the loss making state enterprises,” John Vereker of 
the Policy Unit wrote in a strategy memo in late 1982. The British Steel 
Company survived “in the face of all economic logic” for “political rea-
sons,” he wrote, and British Rail also needed to be downsized. But the 
government would “do well,” he concluded, to wait until “after the elec-
tion” to make any decisions.83

And then there was coal. In both political and economic terms, restruc-
turing the British coal industry was the government’s most significant 
economic challenge.84 Since the start of the Tory government in 1979, both 
Thatcher and the National Union of Mineworkers had been biding their 
time, waiting for the right moment to strike the decisive blow to the other 
side. Both camps viewed a reprise of the events of 1974, when the NUM 
had brought down the Heath government through a strike, as inevitable. 
They had come closest to confrontation in early 1981, when the National 
Coal Board’s initial lowball wage offer to the NUM had brought the 
miners to the brink of calling a national strike. But against the backdrop 
of the dismal politics surrounding the 1981 budget, Thatcher had con-
cluded she did not have the strength or support to win a strike and as-
sented to the NUM’s wage demands.

Losing that battle only hardened the prime minister’s determination to 
win the wider war. In the wake of capitulation, the government launched a 
multifaceted strategy to prepare the British state for the next time the 
miners threatened to act. The strategy had three primary prongs: increasing 
the nation’s electricity endurance during a potential strike by building up 
surplus coal stocks at power plants, fortifying and coordinating the nation’s 
police force to keep working mines open during a strike, and molding 
public opinion to prevent other workers and unions from taking up the 
miners’ cause. John Hoskyns summarized the confrontational mentality 
that underwrote the strategy: “We cannot win a war of economic survival 
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by pretending it’s peacetime.”85 The government needed, in his view, to 
build up the physical infrastructure and state capacity to withstand a strike 
and then let the strike unfold for the entire country to see. “We believe as a 
general rule . . . the only way to end the strike-culture,” he wrote in another 
memo, “is to let it happen.” Rather than try to prevent a strike, Hoskyns 
believed the government should concentrate its efforts on “mobilising public 
opinion to win the battle for us.”86

For its part, the NUM girded for action by electing a new, more mili-
tant leader—Arthur Scargill. Scargill had made his name as the local 
leader of the NUM at the so-called Battle of Saltley Gate during the 1974 
strike, during which the miners had overwhelmed the police at Birming-
ham’s Saltley Coke Works and shut the plant down. Within weeks, Heath 
had capitulated to the miners’ demands and was soon out of office. Scar-
gill believed—and the Tories feared—that he would be able to do the same 
thing to Thatcher. After his election to NUM president in December 1981, 
he pressed the union to strike twice in 1982 and again in early 1983, but 
each time the miners voted to keep working. Government ministers took 
this as a sign of “reluctance on the part of the miners themselves to strike,” 
but they nevertheless understood, on the cusp of the election, that Scargill 
was “by no means a spent force.”87

Thus, by the time the Economist declared simply, “The Issue Is 
Thatcher,” on the cover of its May 1983 election issue, the British people 
were sure to have a weighty sense of the implications that lurked beneath 
the name. At the time of the vote, 46 percent of the population believed 
the Conservatives had the best policies for the country (compared to 23 
percent and 22 percent for Labour and Liberal/SDP, respectively), and 55 
percent of the population believed the Conservatives had “the best team of 
leaders” (compared with 16 percent for Labour and 23 percent for Liberal/
SDP). Such sentiments were a recipe for a landslide election. The Tories 
picked up thirty-eight seats in Parliament, while Labour lost fifty-two, 
and Thatcher returned to government with the largest majority of the 
postwar era.88

With a new mandate in tow, Thatcher set about unleashing the full 
breadth and depth of her vision for reform. This meant, above all, finally 
taking on the NUM. By the fall of 1983, the country’s endurance in the 
face of a prospective coal strike had reached six months, leaving no reason 
to delay any longer. “There is no case for making a special effort to avoid a 
miners’ strike this year,” an advisor wrote to Thatcher in September.89 The 
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head of the National Coal Board (NCB), Ian MacGregor, agreed, and in 
September he laid out a vision for accelerating pit closures and downsizing 
the mining workforce over the next two years. He anticipated closing  
seventy-five pits and decreasing the size of the workforce from 202,000 to 
138,000 miners by 1985.90 The plans were not made public in order to limit 
popular backlash, so industrial peace was maintained through the winter 
of 1983–1984. But on March 6, 1984, MacGregor at last made public his 
plan to cut 20,000 jobs over the course of the coming year, and soon the 
government was receiving reports of “the temperature .  .  . rising in the 
coalfields.”91 The miners of Yorkshire and Scotland, who would be partic-
ularly hard-hit by the closures, were soon on strike, and by mid-March 
about half the country’s miners had followed. The question now was 
whether Scargill would ballot his members to launch an official national 
strike.

He never did. Having already been turned away by the NUM member-
ship three times, Scargill decided he could not risk another ballot. It was 
an enormously consequential decision that robbed the NUM’s cause of 
legitimacy and made it difficult for other unions to justify supporting the 
miners with parallel action. Scargill enthusiastically tried to turn the 
strike into a national coalition against Thatcher’s government, but the ab-
sence of a ballot gave his calls to action a hollow ring. “The NUM is en-
gaged in a social and industrial Battle of Britain,” he wrote to the country 
in March. “What is urgently needed is the rapid and total mobilization of 
the Trade Union and Labor Movement.”92 Unable to mobilize even a ma-
jority of his own union, it proved difficult for him to attract a majority of 
the country. Three months into the strike, 71 percent of the country be-
lieved it was “sensible” to close “uneconomic” coal pits; only 25 percent 
favored Scargill to win, and 51 percent wanted the NCB to emerge 
victorious.93

The yearlong strike that followed crystalized in almost pure form the 
politics of breaking promises and the way in which those politics took on 
divergent meanings on either side of the Iron Curtain. Much as Wałęsa 
eventually did in Poland, Scargill declared the overthrow of the govern-
ment “the explicit objective” of his efforts.94 But unlike the ten million 
Poles who flocked to join Solidarity’s ranks, the NUM was never able to 
develop a popular base of support, and Scargill’s exhortations to take 
“extra-parliamentary action” against the government fell on deaf ears.95 
Large majorities of the British public disapproved of both any attempt by 
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striking miners to force working miners to join their strike and any pros-
pect of other unions joining the miners to start a general strike against the 
government.96 A full 69 percent of the country believed Scargill’s motives 
were political, but unlike in Poland, this was not a good thing.97

Just as Jaruzelski did in his declaration of martial law, Thatcher painted 
the actions of her government and the police as the state’s appropriate re-
sponse to lawlessness and violence. But whereas martial law destroyed the 
Polish communists’ legitimacy both at home and abroad, the miners’ 
strike only served to cement Thatcher’s image around the world as the 
determined and legitimate Iron Lady. “What we have got is an attempt to 
substitute the rule of the mob for the rule of law, and it must not succeed,” 
Thatcher told the nation as a battle between thousands of strikers and po-
lice unfolded at the Orgreave Coke Works in May 1984.98 The British 
people by and large agreed with her. Even though only 40 percent of the 
country approved of Thatcher during the strike, an overwhelming 92 per-
cent approved of the police who were upholding her policies on the 
ground.99 The country may have been deeply divided, but the state re-
mained overwhelmingly legitimate.

For twelve months, the strike raged on, but the country never ground 
to a halt. The electricity endurance built up over the previous three years 
kept the economy supplied with power, the police protected working 
mines and miners, and public opinion never deserted the government. 
Scargill’s obstinate refusal to compromise ensured that when defeat came, 
it would be complete, so when the miners at last returned to work on 
March 3, 1985, they did so without any commitment from the coal board 
to secure at least some of their jobs and mines in the future. Within five 
years, more than half of the NCB’s 170 coal mines would close and 79,000 
miners would lose their jobs. These losses were only the proverbial canary 
in the coal mine of industrial and working-class Britain. During Thatch-
er’s time in office, manufacturing employment fell from 30 to 22 percent 
of the country’s workforce, and union membership fell from 54 to 42 per-
cent of workers. All told, unions lost three million members across the 
1980s.100

The defeat of the miners’ strike signaled the culmination of the pro-
cess Hoskyns had first laid out in the Stepping Stones report eight years 
before: enough citizens’ “Mental Sets” had been disrupted by “New Data” 
to produce a change in the horizons of political possibility. Democratic 
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institutions and neoliberal ideology proved decisive in facilitating this 
process. At the height of the strike, Thatcher infamously described her 
adversaries as “the enemy within.” By the time he declared martial law, 
Jaruzelski could not have dreamed of a better epithet for Solidarity than 
“the enemy within,” but he failed to convince the Polish people that this 
was true. Without the sense of legitimacy or distance from past policy 
that democratic elections bestowed on Thatcher in Britain, Jaruzelski 
struggled to get the Polish population to trust his government. And 
without the precepts of neoliberalism to make a virtue out of discipline, 
Jaruzelski struggled to justify his actions in Marxist-Leninist terms. Poles 
made their acceptance of a new, more disciplined social contract condi-
tional on greater control over the political process. This was a deal Jaruzelski 
could not accept, so martial law became his only choice. Like Thatcher, he 
defeated Poland’s “enemy within,” but the means he employed to do so 
ensured that the enemy would one day rise again.
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BEFORE PERESTROIK A TR ANSFORMED the so-
cialist world, it swept across the capitalist world to profound effect.1 That, 
at least, was the view of Soviet officials in the 1980s. In 1983, for instance, 
officials from the Soviet state bank, Gosbank, wrote that the International 
Monetary Fund (IMF) required debtor countries to carry out “a perestroika 
of the economy” before it would grant the debtor states financial relief.2 For 
Soviet analysts, the word “perestroika”—translated most directly in English 
as “restructuring”—was so intimately tied to processes of capitalist economic 
reform that it even anchored the Russian phrase (strukturnaya perestroika) 
for “structural adjustment,” the loaded idiom the IMF used to describe the 
promarket reforms it attached as conditions of its financial aid.3 Even after 
Mikhail Gorbachev had claimed “perestroika” as his own and instilled it 
with particular socialist and Soviet meanings, both he and Soviet officials 
continued to use the word to describe economic change in the capitalist 
world. As we have seen, Gorbachev told his Politburo in 1987 that many capi-
talist countries in Western Europe, including Great Britain under Margaret 
Thatcher, were “also carrying out a perestroika.”4 And officials from the So-
viet Union’s influential United States and Canada Institute echoed their lead-
er’s judgment. The “current structural perestroika of the economy of devel-
oped countries has far-reaching consequences,” they wrote in 1989.5

C H A P T E R  4

The Capitalist Perestroika
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Indeed it did. This chapter looks at the causes and consequences of the 
perestroika that swept the capitalist world in the early 1980s. The capitalist 
perestroika included three processes. First, US Federal Reserve chairman 
Paul Volcker launched the capitalist perestroika through his shock to US 
dollar interest rates from 1979 to 1983. We saw earlier the onset of the Vol-
cker Shock and will now carry the story forward from 1980. Throughout 
the capitalist world, the Volcker Shock set off a wave of deflation, bank-
ruptcies, and unemployment on a scale without precedent in the postwar 
period. This wave of broken promises, in turn, produced a variety of long-
term disciplinary effects in economies throughout the Western world. In 
the United States, capital firmly regained the upper hand over labor, wages 
permanently fell behind productivity growth, and inequality dramatically 
increased. In Western Europe, governments did more to protect labor 
rights and income equality, but unemployment rose steeply and remained 
high for the remainder of the twentieth century. Most importantly, while 
the East remained a world of heavy industry, Western governments em-
braced deindustrialization and shrank the size of their industrial working 
classes. In total, Western governments after 1979 provided their citizens 
with some combination of the rising incomes, job security, and full em-
ployment that had defined the politics of making promises. But they could 
no longer provide all three at the same time. The promise of the postwar 
social contract was broken.

Second, in the early 1980s, Ronald Reagan unwittingly but fundamen-
tally altered the flow of capital in the global economy by transforming the 
United States from a net exporter of capital to the world’s largest debtor 
nation. Reagan’s unyielding pursuit of both the largest tax cuts and the 
largest peacetime military buildup in the nation’s history created massive 
US budget and current account deficits. In defiance of all expectation, 
these deficits were funded by a deluge of foreign capital. Capital poured 
into the United States in the 1980s at a rate previously unimaginable. This 
“Reagan financial buildup” erased the US government’s traditional choice 
between guns and butter and underwrote the renewal of economic growth 
at home and the projection of American power abroad. The same policy 
instrument that disciplined American workers—high interest rates—held 
the key to unlocking these capital inflows from abroad, so only by breaking 
promises at home did the United States renew its power in the world.

Third, the capitalist perestroika ended the economic interdependence 
of the 1970s and initiated a new era of Western economic leverage over the 
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rest of the world. The Reagan financial buildup produced this funda-
mental transformation in the world’s political economy. The buildup not 
only enhanced the projection of American power by funding the military 
buildup, but it also fundamentally altered the geopolitics of the decade by 
preventing the flow of capital to other countries. The more the United 
States monopolized the world’s surplus capital, the harder other govern-
ments found it to attract capital to their countries. Capital scarcity, in 
turn, altered the power relations between lenders and borrowers in the 
world economy and allowed the Reagan administration and the IMF to 
impose their economic vision on the rest of the world. The sovereign debt 
crisis that followed initially threatened to bring down the entire global fi-
nancial system because debtor and creditor countries found themselves in 
a state of mutually assured financial destruction—if the debtor nations 
defaulted, the creditor nations would plunge into economic depression. 
But the leaders of the global financial system at the Federal Reserve, the 
IMF, and within the US government adroitly unwound this interdepen-
dence and made debtor countries fully dependent on their creditors. In so 
doing, Western policy makers discovered how to use sovereign debt as le-
verage, and through debt, they began to impose neoliberal economic pro-
grams on countries around the world.

The cumulative effect of the capitalist perestroika on both the United 
States and the world was profound. In the five short years from Volcker’s 
appointment in 1979 to Reagan’s reelection in 1984, the United States went 
from a country beset by financial limits, international interdependence, 
and domestic government weakness to a country with no discernable ma-
terial limits that wielded the leverage of financial dependence and mili-
tary superiority over the rest of the world. Unlike the Soviet government 
under its own perestroika, the US government renewed its power during 
the capitalist perestroika by disciplining its own citizens and tapping the 
wellspring of foreign capital that has sustained the American imperium 
ever since.

◆  ◆  ◆

Though Paul Volcker announced the Federal Reserve’s move 
to monetarism in November 1979, he held the brunt of his attack on infla-
tion in reserve until after the 1980 presidential election was complete. 
Volcker was fully aware of the deleterious effects higher interest rates 
would have on the real economy, and he did not want to be perceived as 

 EBSCOhost - printed on 2/8/2023 2:38 PM via . All use subject to https://www.ebsco.com/terms-of-use



The Capitalist Perestroika 113

having tipped the election against Jimmy Carter by deepening the coun-
try’s economic woes on the eve of the vote. So he waited. And with Ronald 
Reagan’s election in November 1980, he finally had the opportunity he 
had been waiting for.

In choosing Reagan, the American people consciously elected someone 
who was committed to fighting inflation, even if it came at the price of 
working-class jobs. In fact, 42 percent of union households pulled the lever 
for Reagan at the ballot box.6 Frustrated by a decade of economic crisis and 
attracted to the religious and cultural appeals of Reagan’s “New Right,” 
many white, working-class voters who had traditionally formed the cor-
nerstone of the Democrats’ New Deal coalition were willing to give Rea-
gan’s promarket, antigovernment conservatism a chance. These so-called 
Reagan Democrats delivered the Republican candidate an Electoral Col-
lege landslide, as Reagan defeated Carter by a staggering 489–49 margin.7

Volcker believed that the months immediately following Reagan’s vic-
tory presented the country with a “rare opportunity” to “come to grips, in 
a fundamental and decisive way, with the inflationary problem.”8 As he 
told Congress in the early days of January 1981, “the fact is we now have one 
of those rare opportunities to marshal a national consensus” in prioritizing 
inflation over the traditional priorities of full employment and economic 
growth.9 It was an opportunity he was sure not to miss. For the next year 
and a half, US dollar interest rates breached 20 percent for weeks on end 
and never dipped below 15 percent.10 Even after Volcker began to ease rates 
in the second half of 1982, his determination to vanquish any hint of infla-
tionary expectations led the Federal Reserve to keep interest rates unprec-
edentedly high for the remainder of the decade. After languishing below 
zero for most of the 1970s, real interest rates (nominal interest rates minus 
inflation) skyrocketed to 5 percent in the early 1980s and remained staunchly 
positive for the remainder of the twentieth century.11

As Volcker’s shock set in, the politics of making promises gave way to 
the politics of breaking promises across the country. Factories closed, un-
employed lines swelled, and the nation’s industrial backbone shuttered 
out of existence. Between 1979 and 1983, fixed investment in manufac-
turing in the United States plummeted at its steepest rate on record, and 
employment in durable goods manufacturing declined by over two mil-
lion jobs.12 Real output contracted 3.3 percent, and unemployment reached 
a postwar peak of 10.8 percent.13 Even when national economic growth 
returned in 1983, the good old days for American industry did not. In 1983, 
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for instance, U.S. Steel, a bellwether of America’s industrial might, an-
nounced it was shutting down nearly 20 percent of its capacity and laying off 
15,000 workers. This was just one bleak moment in a broader decade of de-
spair for the American steel industry, which saw the employees in its ranks 
fall from 450,000 at the start of the 1980s to 170,000 at the decade’s end.14

For Reagan, Volcker’s monetary discipline was a necessary antidote to 
what he perceived to be the profligacy of the politics of making promises. 
The high taxes, regulation, and social spending of the postwar period had, 
he believed, destroyed Americans’ incentives to work hard and demolished 
American companies’ reasons to invest in new equipment and expand pro-
duction. His rhetoric suggested the economy needed to be freed from the 
shackles of the government. “Government is not the solution to our 
problem; government is the problem,” he famously told the country in his 
first inaugural address.15 In place of the promissory paradigm of the 
postwar period, Reagan embraced supply-side economics, a school of 
thought that proposed to solve the riddle of stagflation by cutting taxes and 
government regulation in order to unleash a new economic boom. Why 
work hard and invest in the future, supply-siders asked, if the government 
was just going to confiscate the fruits of success through taxation? How 
could companies and individuals take risks and chase innovation when the 
government increasingly regulated every facet of the marketplace? Amid 
the stagnant production, nosediving productivity growth, and low savings 
and investment totals of the 1970s, these questions had begun to resonate, 
and with Reagan’s election, they prevailed. Supply-siders confidently as-
sured the country that individuals would save more, businesses would  
invest more, and the economy would grow more if taxes and regulations 
were cut back.

Once in government, these convictions led the Reagan economic team 
to embrace a cavalcade of deregulation already well underway. In the last 
years of the Carter administration, bipartisan efforts to deregulate most 
facets of the American economy had gained traction. By the early years of 
Reagan’s term, rules controlling competition and pricing in sectors 
ranging from airlines and railroads to telecommunications and trucking 
had been abolished. The financial sector soon followed suit. In a pair of 
laws passed in 1980 and 1982, Congress removed all interest rate caps on 
bank deposits, deregulated the savings and loan industry, and allowed 
banks to lend at variable rates. In one sector after another, lawmakers lim-
ited the government’s power to moderate and regulate the marketplace. 
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All told, the percentage of the economy subject to some kind of price reg-
ulation dropped from 17 percent in 1977 to 6.6 percent in 1988.16

To this burgeoning trend of deregulation, Reagan added his own dash of 
anti-labor militancy. After the federal minimum wage had increased 127 
percent in real terms from 1950 to 1980, it fell 26 percent in real terms while 
Reagan was in office.17 In his first year in office, he made it more costly for 
workers to defend their economic position by declaring those who went on 
strike ineligible for food stamps.18 And in the summer of 1981, he publicly 
signaled his intention to discipline American organized labor by abruptly 
firing 11,000 members of the Professional Air Traffic Controllers Organi-
zation (PATCO) who had walked off the job on strike and banning them 
from federal employment for life. Both labor and management quickly 
viewed PATCO’s demolition as a turning point in the country’s labor rela-
tions. President of the AFL-CIO (American Federation of Labor and Con-
gress of Industrial Organizations) Lane Kirkland described Reagan’s 
heavy-handed response as having the “massive, vindictive, brutal quality 
of the carpet bombing.”19 By the letter of the law, Reagan’s action was per-
fectly legal, but it was a step few corporate leaders had been willing to take 
since the New Deal.20 Now corporate leaders were quick to take their cue. 
“Managers,” Fortune magazine reported in November 1981, “are discov-
ering that strikes can be broken . . . and that strikebreaking . . . doesn’t have 
to be a dirty word.”21 Broad changes in public sentiment drove the removal 
of this taboo. Reagan’s action was popular, even among union members: 
64 percent of the country supported the president’s decision, including  
52 percent of those in unions.22 As in Britain, the American public clamored 
for an end to economic crisis and malaise, even if it came at the expense  
of organized labor.

The combination of the Volcker Shock’s wave of mass unemployment, 
the rising tide of deregulation, and Reagan’s firing of the air traffic con-
trollers broke the resistance of American labor to economic discipline. 
Rather than fight for further gains, many workers simply rushed to secure 
what they already had. In 1982, for instance, the International Brother-
hood of Teamsters—a potent union that many feared could bring the 
economy to a halt with a national truckers’ strike—agreed to a three-year 
freeze in wages for more than 300,000 long-haul drivers.23 Across the na-
tion, the number of days workers spent on strike plummeted. During the 
heyday of the politics of making promises from 1950 to 1973, the number 
of large strikes per year averaged 325. But from 1982 to 1990, that number 
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fell to roughly 60. As unions’ militancy dissipated, so did their presence in 
the workplace. Though unionized workers were 21 percent of the private 
sector labor force in 1979, they only comprised 12 percent a decade later.24 
A less organized labor force was also a less well-compensated one. Real 
hourly compensation in the private economy flatlined during the 1980s, 
growing at an average annual rate of just 0.1 percent from 1979 to 1990.25

In total, the early 1980s marked a sea change in the compensation the 
American working class received for its labor. As shown in Figure 4.1, until 
the early 1970s, the relationship between workers’ productivity and hourly 
compensation in the United States had moved in unison throughout the 
postwar period. The economic crises of the 1970s put a dent in this relation-
ship, but it was only with the Volcker Shock, the deregulation push of the 
late 1970s, the rising import competition of the early 1980s, and the empow-
erment of management over labor in Reagan’s first term that wages and pro-
ductivity became permanently severed. The average American worker saw 
virtually no increase in real wages from 1979 to the end of the century.26

American workers were far from the only ones to bear the burden of 
high interest rates. The Federal Reserve’s actions forced other central 
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banks around the world to dramatically increase interest rates in order to 
protect their currencies. West German chancellor Helmut Schmidt, there-
fore, had a right to complain when he lamented that Volcker had caused 
interest rates in Europe to rise to their highest levels “since the birth of 
Jesus Christ.”27 High real interest rates, in turn, squeezed excess capacity 
and labor out of all the industrial economies of the West with ruthless ef-
fectiveness. After falling below 2 percent on the eve of the first oil crisis, 
unemployment across Western Europe ballooned to over 10 percent in the 
mid-1980s and remained over 8 percent well into the 1990s.28 The potent 
combination of high unemployment and high interest rates put a very low 
ceiling on wage growth. After rising 3–5 percent per year in the 1960s and 
early 1970s, real wages in Western Europe and Japan grew only about  
1 percent per year in the 1980s and 1990s.29 As in the United States, em-
ployment in manufacturing and heavy industry was hit particularly hard. 
Even in an industrial powerhouse like West Germany, work hours in 
manufacturing fell by 10 percent from 1979 to 1985, and the growth of unit 
labor costs was cut in half during the 1980s.30 The dismantling of the in-
dustrial working classes was broad based across Western countries and 
proved to be a decisive difference between democratic capitalism and state 
socialism. As Figure 4.2 shows, while Eastern Bloc governments con-
tinued to add workers to heavy industries in the 1980s, Western govern-
ments were able to deindustrialize their workforces.

Much of this “de-manning,” as it was often called, occurred through 
the privatization of state-owned assets and enterprises. Few other 
Western leaders matched Thatcher’s and Reagan’s millenarian zeal for 
neoliberal solutions, but that did not stop them from embracing privati-
zation as a means of making their countries’ legacy industries leaner and 
more competitive. Over the 1980s, a veritable wave of privatization swept 
across Western economies.31 Everything from Dutch airlines to Japanese 
telecom companies to German electric utilities found their way into pri-
vate hands. Even the socialist government of Spain joined the action. In 
the late 1980s, some eighty Spanish companies were privatized—a 
number that would only grow larger by the end of the century.32 When 
Gorbachev told the Politburo in 1987 that Spanish prime minister Felipe 
González was among the Western leaders “also carrying out a pere-
stroika” of their economies, he was referring to a socialist presiding over 
the full-scale privatization of an economy where almost 20 percent of 
Spaniards were unemployed.33
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As Western governments pulled back from owning the means of pro-
duction, they did not affect a similar decline in the size of their welfare 
states. The large increase in unemployment even slightly increased social 
spending across the OECD (Organization for Economic Cooperation and 
Development) from 14.5 percent to 16.5 percent of GDP during the 1980s.34 
But high interest rates and globalized financial markets did place strict 
limits on how much public welfare and state intervention Western leaders 
could pursue in their domestic economies. Global capital holders toler-
ated the survival of the welfare state as a way of providing basic necessities 
for the workers made redundant by economic restructuring, but they did 
not tolerate any expansion of the state’s role in regulating the economy or 
providing economic and social security for its citizens.

These new limits became most starkly apparent in France. In 1981, French 
voters bucked the conservative trend spreading through the Anglo- 
American world and elected the socialist François Mitterrand president. As 
the first directly elected socialist head of state in Europe, Mitterrand’s elec-
tion was a historic achievement for the European Left. Socialists within 
France and around Europe viewed his victory as a long-awaited chance to 
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Figure 4.2 The rise and fall of industrial workforces in the East and West.
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use the reins of state power to institute a “rupture with capitalism” and 
bring the economy fully under government control.35 Mitterrand’s campaign 
platform contained all the hallmarks of the politics of making promises— 
industries would be nationalized, government jobs would be created, and 
the welfare state would be resolutely expanded. In a governing coalition 
with the French Communist Party, the Socialists quickly delivered on these 
promises in their first year in office. Public spending jumped 27 percent, 
and the government borrowed money to raise wages and pensions, lower 
the retirement age, and reduce work hours. Thirty-eight banks and finan-
cial companies, five of France’s largest industrial corporations, and the 
country’s two giant iron and steel conglomerates were nationalized.36 And 
for a brief moment, the politics of making promises in the West reached 
their postwar apogee.

But capital holders did not like what they saw, and they wasted little time 
in signaling their displeasure. As inflation, spending, and taxes on wealth 
increased within France, investors did everything they could to get their 
money out of francs. Capital flight forced French authorities to devalue the 
currency in October 1981 and June 1982 and caused Mitterrand to begin his 
own search for new economic thinking. In support of the second devalua-
tion, he announced what became known as his “U-turn”: a domestic aus-
terity package of wage and price freezes, tax increases, and spending cuts 
that directly contradicted the thrust of his earlier policies. But with in-
dustry still nationalized and communists still in the government, this aus-
terity did little to restore capital’s confidence. Faced with the prospect of 
further devaluations and capital flight, Mitterrand abandoned his socialist 
crusade completely in 1983 and embraced a policy of rigueur, a code word 
for prioritizing price stability and fiscal austerity over socialist domestic 
policy. By the spring of 1984, the communists were gone from the govern-
ment, and Mitterrand was calling for a modernization of the French 
economy à l’américaine.37 Over the remainder of the decade, the govern-
ment joined the privatization craze sweeping the West and led the global 
charge to eliminate national capital controls and give finance free reign to 
roam across state borders.38

Thus, we can conclude that although the size of the Western welfare 
state remained largely unchanged in the 1980s, its meaning in Western so-
cieties changed dramatically. The postwar welfare state had emerged  
as part of Western governments’ broader commitment to regulate the 
economy in pursuit of higher living standards and equitable distribution 
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across their societies. But its persistence in the 1980s signaled a trimming 
of government’s aspirations. As high unemployment or stagnant incomes 
became enduring failings of many Western economies, the welfare state 
became an ally of the politics of breaking promises by providing subsis-
tence to the millions of workers deindustrialization had made superfluous. 
Indeed, in a place like Britain, the government actively encouraged healthy 
people to apply for disability benefits simply so they would not show up in 
the state’s unemployment numbers.39 As governments’ ability or willing-
ness to raise wages and ensure employment diminished, so too did citi-
zens’ confidence in the state’s power to shape the economy toward just and 
prosperous ends. As Tony Judt has written, there was a “cumulative unrav-
elling” in the Western world during the 1980s of the postwar assumption 
“that the activist state was a necessary condition of economic growth and 
social amelioration.”40 No longer self-confident architects of equality and 
progress, Western governments became tools for socializing the human 
costs of economic restructuring.

◆  ◆  ◆

The static size and diminished expectations of government 
were nowhere more evident than in the United States. Despite his asser-
tive rhetoric about getting the government out of Americans’ lives, Ronald 
Reagan failed miserably to shrink the size of the American state. “The 
true Reagan Revolution never had a chance,” David Stockman, Reagan’s 
first budget director, wrote in his 1986 memoir, The Triumph of Politics: 
How the Reagan Revolution Failed. What started as an “ideas-based” 
movement to create “minimalist government” turned into “an unintended 
exercise in free lunch economics,” Stockman wrote. Reagan’s tax cuts and 
military spending increases combined with the government’s inability to 
reduce domestic spending “unleashed” a “massive fiscal error . . . on the 
national and world economy.”41 The Reagan Revolution was “only a half-
revolution—and a fiscal disaster.”42

The budget director’s views had not always been so dour. Stockman 
burst onto the American political scene in the late 1970s as an ardent pro-
ponent of supply-side economics, and he became Reagan’s budget director 
with the firm intention of cutting taxes and shrinking the size of the state. 
A central tenet of at least the rhetoric of supply-side economics was that 
tax cuts would pay for themselves by spurring a boom in economic 
growth. In the first budget forecast of the Reagan presidential campaign 
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in August 1980, Stockman appeared to provide proof of this tenet by pro-
ducing budget projections that led to a budget surplus in 1985. These pro-
jections included Reagan’s plan for a 30 percent cut in income tax rates, a 
7 percent annual increase in military spending, and no significant cuts in 
entitlements. Stockman would later call these projections “neither logical, 
careful, nor accurate within a country mile,” but he achieved such a logic-
defying budget miracle because of the dramatic effect of inflation on tax 
revenue through a process known as “bracket creep.” As the inflation of 
the 1970s raised Americans’ incomes, it also pushed them into new tax 
brackets, which led them to pay a higher share of their income in taxes.43 
Critics ranging from Jimmy Carter in the White House to George H. W. 
Bush in the Republican presidential primary painted Reagan’s program as 
inflationary “voodoo economics” that would explode the budget deficit. 
But with double-digit inflation showing no sign of slowing down, Reagan’s 
economic team could produce budget projections to refute the charge. 
Most importantly, the more the Reagan team told itself and the country 
that it could cut taxes, increase military spending, and balance the budget, 
the more they actually believed such a combination was possible.44 Reagan 
sincerely proclaimed, in the early moments of his first inaugural address, 
“For decades we have piled deficit upon deficit, mortgaging our future and 
our children’s future for the temporary convenience of the present.” 
Normal citizens, he said, “can, by borrowing, live beyond our means, but 
for only a limited period of time. Why, then, should we think that collec-
tively, as a nation, we’re not bound by that same limitation?”45

Before 1981, there was little reason to think the nation was not bound by 
the same limitation. But the events of Reagan’s first term would perma-
nently alter this line of thinking. Change began with Volcker. As the Fed-
eral Reserve’s skyrocketing interest rates brought the liquidity engine of 
the 1970s to a screeching halt, inflation began an unexpectedly precipitous 
retreat—from a high of 13.5 percent in 1980 to 3.9 percent in 1982. The eco-
nomic engine of bracket creep that had fueled Stockman’s forecasts 
quickly evaporated.

As it did, Congress passed the Economic Recovery Tax Act (ERTA), 
which included a 25 percent reduction in personal income tax rates over 
three years, a significant cut in the capital gains tax, and an enormous re-
duction in corporate taxes through extremely favorable changes in depre-
ciation rules. Combined with financial innovations taking place on Wall 
Street, including the creation of the collateralized mortgage obligation, 
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the ERTA created two economic conditions that would define the Reagan 
financial buildup—an extremely hospitable environment for debt invest-
ments and an unprecedented hole in federal tax revenues. In retrospect, 
the Reagan economic team estimated that the ERTA reduced the effective 
tax rate on capital by 50 percent,46 and the Office of Management and 
Budget calculated the cumulative federal revenue loss of the ERTA over 
the course of the 1980s at almost $1.5 trillion.47

This decline in tax revenue only became apparent once Volcker’s sky-
high interest rates had their unexpectedly quick effect on inflation. As infla-
tion began its steep decline, administration officials ran new budget 
projections in the fall of 1981 based on lower inflation and economic growth 
numbers. They discovered, to their surprise, that the fiscal policy they  
had just enacted would produce, in Stockman’s memorable formulation, 
“deficits as far as the eye can see.” The new projections were “horrifying,” 
Stockman recalled. They “showed cumulative red ink over five years of 
more than $700 billion. That was nearly as much national debt as it had 
taken America two hundred years to accumulate. It just took your breath 
away. No government official had ever seen such a thing.”48 In his diary, 
Reagan called the new deficit projections a “bomb.” He wrote with apparent 
surprise, “Inflation is a tax. We have brought down inflation so much faster 
than we anticipated that tax revenues will be lower than we figured.”49 By 
December 1981, he had resigned himself to the fact that “we who were going 
to balance the budget face the biggest budget deficits ever.”50

The question on everyone’s mind in the fall of 1981 was how these defi-
cits could possibly be funded. In a closed national economy, economic 
theory posited that government budget deficits would harm the economy 
by “crowding out” private investment, driving up interest rates, and 
killing economic growth. No less an authority than Volcker himself firmly 
held to this position, and most of the administration’s own economists 
agreed.51 Larry Kudlow, a staff economist on the Council of Economic Ad-
visors at the time, concluded at the beginning of 1982, “Excessive Federal 
and federally-assisted borrowing will compete with private demands, ab-
sorbing much needed capital resources and generating additional upward 
interest rate pressures.”52

The stakes of this funding question for Reagan’s presidency could not 
have been higher. If the massive deficits Reagan had created through tax 
cuts and military spending increases in his first year had crowded out do-
mestic investment and killed off economic recovery in the remaining 
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three years of his first term, the political effects on his presidency would 
have been resoundingly negative: he would have had to either retreat on 
his signature policy achievements and repeal his income tax cuts while 
cutting back on military spending or run for reelection in 1984 with the 
economy still mired in a deep recession. Put simply, if traditional eco-
nomic theory had held true in the early 1980s, the Reagan Revolution itself 
would have been crowded out of the American political scene, and Rea-
gan’s military buildup would have been an inconsequential blip on the 
radar of the long-running Cold War conflict.

By the early 1980s, however, glimmers of change in the global economy 
suggested that Reagan’s day of financial reckoning might forever be de-
ferred. International capital flows were on the rise, and there were faint 
indications the United States was uniquely positioned in the global 
economy to use these flows for its lasting benefit. Governments had long 
faced a fundamental choice between guns and butter, but perhaps with 
the aid of the world’s capital, the United States could transcend that choice 
for good.

Of this, no one could be sure. But in the summer of 1981, some mem-
bers of the Reagan administration were eager to find out. In June, the ad-
ministration created the Cabinet Council Working Group on International 
Investment to review US policy toward foreign investment because it had 
become “an important and rapidly growing source of capital to the U.S. 
economy.”53 By the fall of 1981, the chairman of the Council of Economic 
Advisors was writing that “foreign portfolio flows are potentially useful in 
easing deficit financing pressures in domestic markets.”54 But this was far 
from certain, and smart minds across the political and economic spec-
trum doubted its feasibility.55 William Niskanen, a member of the Reagan 
economic staff, speculated to an audience at the American Enterprise In-
stitute in December 1981 that “the opportunity to import capital” might 
save the economy from the harm of the deficits. But, he recalled, “the au-
dience rejected the plausibility of net capital inflows in any substantial 
magnitude.”56

Throughout 1982, the question of the role of foreign capital in funding 
the US deficits lay dormant as the economy entered the deepest recession 
of the postwar period. In this gloomy economic climate, there was little 
danger of government borrowing crowding out private investment be-
cause there was little private investment to speak of. The public debate was 
instead about the future. The now widespread recognition that the ERTA 
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would lead to unprecedented deficits led to loud political debates in 1982 
and a number of piecemeal efforts to close the gap between revenues and 
expenditures, including the Tax Equity and Fiscal Responsibility Act of 
1982 (TEFRA).57 Though accompanied by a great deal of consternation 
and fanfare, these efforts left the long-term picture basically unaltered: 
budget and current account deficits as far as the eye could see.

Something would have to give. And in 1983, Reagan administration of-
ficials began to notice that it was the old rules of economics, rather than 
their own policies, that were changing. Over the course of the year, they 
came to understand and tentatively embrace the fact that the newly glo-
balized financial system would allow them to borrow foreign capital in far 
larger quantities than anyone had ever dreamed possible. The United States 
ran a current account deficit of $8 billion in 1982 and was projected to run 
one of $25 billion in 1983. This meant that after being a capital exporter for 
most of the postwar period, the United States had made the fundamental 
shift to being a net importer of capital from the rest of the world. Volcker’s 
high interest rates and Reagan’s tax cuts, labor discipline, and budget defi-
cits had created a perfect storm of attractive conditions for capital, and 
foreigners were flocking to US markets in response.

The result was the so-called Super Dollar. From its nadir in the fall of 
1978, the US dollar began a rapid and virtually constant ascent through 
1985.58 The Super Dollar was a potent double-edged sword for the US 
economy. For many economists, exporters, and workers throughout the 
country, the dollar’s rise was a disturbing trend because it made foreign 
goods cheaper within the United States and priced American exports out 
of foreign markets. The higher the dollar rose, the more American workers 
lost their jobs, the more downward pressure was placed on wages, and the 
more businesses went bankrupt. But for capital holders and consumers, a 
rising dollar meant greater returns, more access to borrowed capital, and 
cheaper goods. And for the government, the rising dollar allowed US of-
ficials to solve their fiscal problems without having to raise taxes or cut 
spending to balance the budget. Foreign capital inflows transformed the 
hard budget constraints of traditional economy theory into a brave new 
world of no budget constraints at all.

Martin Feldstein, one of the most influential economists within the ad-
ministration, noted in an internal memo in spring 1983 that the rising 
dollar was a “safety valve” that reduced the competition for capital and 
inflationary pressures within the United States. The United States could 
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utilize this safety valve because the dollar had become “a portfolio asset 
for international investors.” Now that Volcker’s interest rate policy had 
restored capital holders’ confidence in the US capacity to impose disci-
pline, foreigners were chasing dollar investments because of the curren-
cy’s central role in international trade and financial flows. As a result, 
Feldstein wrote, the administration did not need to worry in the short 
term about the country’s turn toward relying on foreign capital to meet its 
domestic needs. “A country cannot expect to go on running a current ac-
count deficit forever,” he wrote. “But why should we expect or want a cur-
rent account balance every year?”59

Treasury Secretary Donald Regan very much agreed. In the summer of 
1983, he established a number of working groups in the administration to 
study international capital flows as well as the country’s trade and current 
account deficits.60 The resulting studies cautiously embraced the new re-
ality. “Traditionally the current account was thought to drive international 
transactions,” officials noted in September 1983. “Currently, however, there 
are reasons to believe the capital account is the driving force, as foreigners 
seek to invest in the United States. As they exchange their currencies for 
ours, the value of the dollar is pushed upward.” Foreigners sought out US 
financial markets because of the “marked reduction in inflation” in the 
United States and because US markets were “the largest and most liquid in 
the world.” This left the United States in a uniquely benign international 
position, officials tentatively believed: “If it is true that the rest of the world 
is intentionally seeking out the United States as a capital investment loca-
tion, there could be a beneficial impact on U.S. credit and equity markets 
and a valuable supplement to domestic savings.”61

Volcker and his colleagues at the Federal Reserve fully understood the 
crucial role they played in unlocking the nation’s access to foreign capital. 
All the leading members of the Federal Reserve in the 1980s later admitted 
that attracting foreign capital to the United States played a key role in 
their decision-making. Vice Chairman Preston Martin explained, “We 
have to have rates high enough to bring in the capital. All of us have to 
consider the government financing very seriously.” Governor Charles 
Partee concurred. “We stayed above the foreign interest rates so that for-
eign investors would be attracted to the U.S,” he said.62 Japanese investors 
were by far the most important to attract. Martin explained how the Fed-
eral Reserve set interest rates just high enough to attract Japanese capital. 
“How are the Japanese reacting to these new thirty-year securities?” he 
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would ask his colleagues. “What mattered was the Japanese. Are the Japa-
nese buying? Fine, if they are, we don’t have to raise rates.”63

The combination of Volcker’s interest rates and Reagan’s deficits pro-
duced a financial buildup in the United States of massive proportions: $85 
billion in net foreign capital entered the United States in 1983, followed by 
$103 billion in 1984, $129 billion in 1985, and $221 billion in 1986. The fed-
eral budget deficit in these years ranged from $208 billion in 1983 to $221 
billion in 1986, so by the end of this period, foreign capital inflows were 
directly or indirectly covering all the federal government’s borrowing.64

By the dawn of 1984, the US economy was booming and inflation had 
been vanquished. But the turnaround had not happened in the way Reagan 
had anticipated. Rather than defeating inflation by balancing the budget 
and cutting spending, the administration had exploded the federal deficit 
and unexpectedly discovered a way to pay for American guns and butter 
with foreign capital. The two economic phenomena that supply-side policies 
were supposed to encourage—increased savings and investment—had not 
materialized and, in fact, had gotten worse.65 Instead, an administration 
economist noted in early 1984 that “large flows of foreign funds into the 
United States have helped finance our Federal budget deficits and partially 
alleviated upward pressure on domestic interest rates.” This meant that the 
“continuation of the current trends” would make “the United States a debtor 
nation in the international economy” for the first time since 1914.66 Those 
trends did continue, and in 1986, the United States became the largest debtor 
country in the world.67 Foreign capital was now sustaining the renewal of 
American prosperity at home and the projection of American power abroad. 
It is a trend that has continued to this day (Figure 4.3).

The resurgence of the American economy in the 1980s was also a pro-
foundly unequal renewal of fortunes. The potent tonic of high interest rates, 
low taxes, capital inflows, and booming asset prices made the 1980s a dyna-
mite decade to be wealthy in the United States. Over the course of the de-
cade, the wealthiest 10 percent of Americans saw their share of the country’s 
total income grow 16 percent; the wealthiest 1 percent saw their share in-
crease 43 percent; and the wealthiest 0.1 percent saw their share surge 71 per-
cent. This inaugurated a long-term redistribution of income upward in US 
society, as the top 1 percent’s share of total national income exploded from 10 
percent in 1980 to 23.5 percent on the eve of the 2008 financial crisis.68

The less fortunate were, well, less fortunate. Wages stagnated, job secu-
rity decreased, and entire occupations virtually disappeared from the 
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American landscape. In place of the postwar social contract of rising in-
comes, job security, and full employment, working- and middle-class Amer-
icans were offered a new deal of debt-fueled consumption. Outstanding 
consumer credit loans doubled during the 1980s, and two-thirds of Amer-
ican households had a credit card by the end of the century.69 Cheap im-
ports from abroad, rising home prices, and access to all manner of credit 
became the new foundations of a decidedly more precarious American 
way of life.

◆  ◆  ◆

Just because the US economy was not suffering from crowding-
out effects did not mean that crowding out was not happening. It only 
meant that it was not happening in the United States. As capital began to pour 
into the United States in the early 1980s, governments around the world 
that had borrowed heavily on global capital markets in the 1970s suddenly 
found it difficult to maintain their solvency. The petrodollar recycling 
system that had fueled the global economy for almost a decade ground to a 
halt. The G7 countries’ cumulative capital outflow of $46.8 billion in the 
1970s turned into a cumulative capital inflow of $347.4 billion in the 1980s.70 
It is strictly true in theory and roughly true in practice that international 
current accounts must balance out at a global level. International finance 
in the 1980s was Newtonian: every action produced an equal and opposite 
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Figure 4.3 The US current account balance as a percentage of GDP.
Data sources: Federal Reserve Bank of St. Louis and IMF World Economic Outlook.
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reaction. The equal and opposite reaction to the Reagan financial buildup 
was the sovereign debt crisis that came to dominate the global political 
economy of the 1980s. The debt crisis empowered lenders over borrowers in 
the global economy, and because the United States controlled the world 
economy’s lender of last resort—the IMF—the US government came to 
hold a particularly powerful position during the crisis. The potent combi-
nation of the Reagan financial buildup and the administration’s own finan-
cial diplomacy during the crisis unwound the relationships of economic 
interdependence that had defined the 1970s and opened powerful points of 
American leverage over the rest of the world.

The first sign of crisis came—as it often would in the last decade of the 
Cold War—from Poland. As we have seen, the Polish Crisis was intimately 
linked to developments in the global financial system. From the vantage 
point of global capital holders, events in Warsaw and Washington moved 
in opposite directions in 1981. As commercial bankers watched Volcker’s 
burgeoning success in defeating inflation and imposing discipline on the 
American economy, they also saw the Polish government struggle to do 
the same on the other side of the Iron Curtain. While they watched 
Reagan fire the air traffic controllers with surprising speed and popular 
support, they also saw Solidarity grow ever more resistant to the commu-
nist government’s attempts to trade domestic austerity for limited polit-
ical reform in Poland. And as they saw Reagan’s tax cuts create massive 
new demand for capital within the United States by the end of the year, 
they also watched Wojciech Jaruzelski declare martial law in Poland on 
December 13, 1981, with his country in de facto bankruptcy.

The result was a collective rethinking of the sovereign lending system 
that had propped up governments across the developing and communist 
worlds since the oil crisis of 1973. “Fundamental change is sweeping the 
Euromarkets,” Euromoney reported in May 1982. “The era of the govern-
ment borrower, the main prop of international bank lending in the ’seven-
ties, is dying.” Bankers reported that “the Eastern European economic 
situation” had generated “a change in attitude” among banks toward the 
sovereign loan market.71

In turning away from their previous state clients, the banks were unwit-
tingly sowing the seeds of their own potential destruction. A decline in sov-
ereign loans did not mean a decline in sovereign debt. By 1982, debt among 
non-OECD countries sat at $600 billion, more than enough to bring down 
the global financial system if the debtors defaulted on their loans.72 This 
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meant the Western financial system was fully interdependent with the 
debtors of the developing and communist worlds. The prospect of default 
became all too real in August 1982 when Mexican officials informed the in-
ternational financial community that the country could no longer service 
its debts. Argentina and Brazil soon announced the same, and by autumn 
the world was hurtling toward the largest financial crisis since the Great 
Depression.

Officials in the US government, the Federal Reserve, and the IMF  
quickly came to believe that resolving the crisis would require large 
amounts of two things: structural adjustment from the borrowers and 
more money from the lenders. Structural adjustment—which, the reader 
will recall, Soviet officials termed strukturnaya perestroika—was an um-
brella term for a whole series of policies with one primary goal: to turn a 
debtor country into a net exporter of capital and thus begin the process of 
paying off the debt. To do this, Western officials told debtor countries to 
devalue their currencies and eliminate foreign exchange controls, reduce 
their government budget deficits through cuts in investment and public 
subsidies, raise domestic interest rates to encourage domestic saving and 
halt inflation, privatize state-owned industries, lower import tariffs, elim-
inate domestic price and wage controls, strengthen bankruptcy laws to 
eliminate inefficient enterprises, and eliminate barriers to foreign invest-
ment. This long list of policy prescriptions would affect the debtor econo-
mies in diverse ways, but it pointed in one overarching direction: economic 
discipline. To solve the burgeoning sovereign debt crisis, Western officials 
believed that debtor countries would have to implement the politics of 
breaking promises.

But discipline alone would not be enough. Breaking promises would take 
time, but the debts needed to be paid without delay if the system was to avoid 
a general financial crisis throughout the capitalist world. Banks counted sov-
ereign loans as assets on their balance sheets because, under normal circum-
stances, the principal and interest payments on loans offset the banks’ 
obligations to their depositors (the banks’ liabilities). If debtors defaulted on 
their debts and those sovereign loans became “nonperforming,” the banks 
would have to write those loans down as losses on their balance sheets. One 
or many sovereign defaults, therefore, had the potential to turn billions of 
dollars in bank assets into billions of dollars in losses virtually overnight. 
And if that happened, it was not difficult to imagine how economic depres-
sion across the capitalist world would soon follow.
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Unwinding this interdependence would not happen overnight. Banks 
would need years to build up reserves on their balance sheets that could 
sustain the blow of writing down their sovereign loan portfolios as losses. 
In order for the banks to have more time, the borrowers needed to have 
more money. Only new money from Western banks, governments, and 
international organizations enabled the debtor countries to continue to 
service their debts. And only the debtor countries continuing to service 
their debts allowed the banks to continue to treat their sovereign loans as 
assets on their balance sheets. In short, unless debtor countries received a 
fresh infusion of capital to pay off their old debts that were coming due, 
the accounting ruse that propped up the banks’ house of cards would col-
lapse in a downward spiral of defaults, write-offs of losses, insolvencies,  
and bank runs. Therefore, Western officials also believed that they— 
and the commercial banks whose reluctance to continue lending had pre-
cipitated the crisis in the first place—would have to provide debtors with a 
fresh round of capital to pay off old debts.73

Western financial institutions and the Reagan administration came to 
believe in this two-pronged approach of austerity and capital infusion 
very early in the crisis. Indeed, members of the administration were plan-
ning for it as soon as signs of trouble emerged in the spring of 1982. At that 
time, the Federal Reserve began circulating proposals to dramatically in-
crease the IMF’s capital base (known as its quota). The Reagan adminis-
tration supported this proposal because, as one NSC official noted in April 
1982, “although most . . . vulnerable countries have implemented austere 
stabilization programs, it will probably take between 4–10 years until the 
major economic adjustments entailed can . . . sharply curtail or eliminate 
borrowing requirements.”74

In the meantime, new capital would need to be pumped into the interna-
tional financial system. Western central banks kicked this off with a $1.85 bil-
lion loan from the Bank of International Settlements to Mexico just days after 
the government declared insolvency, and the US Treasury followed with $2 
billion in further credits and financial support. The central banks and the 
Treasury Department only extended their financial aid on the condition that 
Mexico negotiate an adjustment program with the IMF, so in November 1982, 
the Fund and the Mexican government signed a three-year agreement that 
granted Mexico $3.7 billion in exchange for a domestic economic plan that 
would dramatically cut the budget and current account deficits through 1985. 
New government money and debtor austerity went hand in hand. But the 
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IMF, the Fed, and the Treasury also aimed to ensure that commercial banks 
contributed their fair share to keeping the financial system afloat. So, even as 
the IMF agreed to the terms of the bailout in November, its managing di-
rector, Jacque de Larosière, shocked the banks by forcing them to supplement 
the public financing with an additional $5 billion of their own capital.75 This 
combination of fundamentals—short-term bridge financing from central 
banks and governments, the negotiation of an austere IMF structural adjust-
ment program, and the commitment of new bank capital to the debtor 
country—became the standard formula for addressing the many national 
debt crises that roiled the world economy over the next decade.76

With this standard formula in hand, the Reagan administration, the 
IMF, and the Federal Reserve continued to strengthen their leverage by 
buying time to decrease the interdependence in the international financial 
system. The trick was to create enough new liquidity to prevent sovereign 
defaults and banks failures without setting off new inflationary pressures 
in the global economy. In this way, Volcker’s program of high interest 
rates at home was intimately linked to the Fed’s and IMF’s handling of the 
debt crises abroad. Beginning in the fall of 1982, Volcker and the Fed 
began to moderate the draconian interest rates of the previous two years 
to provide a modicum of liquidity to the financial system. Throughout 
1983, administration officials and Reagan himself stridently lobbied Con-
gress to increase US funding of the IMF. Despite a slew of domestic op-
ponents who claimed that increasing IMF funding would merely bail out 
the big banks who had engaged in reckless lending, Congress passed a 
significant expansion of IMF funding into law in the fall of 1983.77 Not for 
the last time, the US government bailed out Wall Street despite the resis-
tance of Main Street because it believed that the banks were too big to fail.

Across the Global South, debt crises begat more debt crises as the banks 
pulled back on their lending to sovereign borrowers. By the end of 1984, only 
two Latin American countries—Colombia and Paraguay—had not resched-
uled their debt, and all told, thirty countries across the world had fallen be-
hind on their debt payments and were seeking help from the IMF (and, by 
extension, the United States). With each passing day, Western banks were 
able to set aside more reserves to cushion the potential losses on their sover-
eign loans, and as they did, the interdependence of the 1970s waned and the 
US government’s leverage waxed in equal measure. As the Western financial 
system became ever more insulated from the threat of sovereign default, US 
officials grew to understand that they now held all the cards. As Treasury 
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Secretary Regan brashly recognized as quickly as November 1982 in a 
meeting of the National Security Council, debtor countries would “look to 
us for help.” The question was, “What do we want in return?”78

Structural adjustment and austerity were what they wanted, and over the 
course of the 1980s, that is exactly what they got. In country after country, 
the Reagan administration and the IMF restructured the economies of the 
Global South. Even as the administration presided over unprecedented 
budget deficits in the United States and turned the country into the world’s 
largest borrower, the US Treasury and the IMF demanded that borrowing 
countries in the developing world act differently. Budget deficits were 
slashed, austerity of all kinds was imposed, and state intervention in the 
economy was beaten back at every turn. Poverty and economic dislocation 
spiked throughout debtor countries, and austerity inevitably bred political 
resistance. Most governments that entered debt crises failed to survive 
them, and a wave of political change followed in debt’s wake. Across Latin 
America, military dictatorships and authoritarian rulers who had survived 
the 1970s by borrowing on global capital markets collapsed in the 1980s as 
the economic basis of their rule precipitously crumpled. In their stead, US, 
IMF, and domestic officials within debtor countries looked to democratic 
elections as a means of building popular support and legitimacy for aus-
terity. As one Brazilian business publication warned while the country faced 
economic crisis, “The dark clouds accumulating on the horizon . . . will only 
be dissipated with an authentic and democratic government.”79 Many 
throughout the region agreed, and over the course of the 1980s, Latin 
America experienced a wave of democratization directly tied to the region’s 
sovereign debt crisis.80 Just as in Thatcher’s Britain and Reagan’s America, 
governments in the Global South that had received a stamp of democratic 
legitimacy found it easier to break promises, so electoral democracy and the 
debt crisis rippled through the global economy hand in hand.

Thus, by 1985, the world economy had undergone a dramatic restruc-
turing in the six short years since Paul Volcker had assumed his post at  
the Federal Reserve. The United States had emerged from the malaise of the 
1970s to recapture its dominant position in the global economy, and the 
Reagan administration had discovered an unexpected way to renew eco-
nomic growth at home and project power abroad with a seemingly endless 
supply of foreign capital. The Volcker Shock had simultaneously imposed the 
politics of breaking promises on the United States and a resistant world, but 
the Reagan financial buildup had quickly allowed the United States to write 
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a new, but lopsided, social contract funded by borrowed foreign capital. And 
in buying time for banks to insulate themselves from defaults during the 
early years of the sovereign debt crisis, the Reagan administration and the 
IMF had unwound the financial interdependence of the 1970s and estab-
lished new and potent points of American leverage over debtors in the world 
economy.

Through it all, the Cold War conflict between East and West persisted, 
but it was hardly insulated from the effects of the capitalist perestroika. The 
Reagan administration entered office with a keen sense of the Communist 
Bloc’s economic weakness and an intense desire to exploit that weakness for 
geopolitical gain. Had the capitalist perestroika not fundamentally restruc-
tured the world economy in the early 1980s, it is likely this intense desire 
would have come to naught. But because the Volcker Shock, the Reagan fi-
nancial buildup, and the sovereign debt crisis starkly transformed the world 
economy in the United States’ favor, Reagan and his administration were 
able to wage an effective economic Cold War against the Soviet Bloc in the 
early 1980s and set the stage for the socialist perestroika that was to come.
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“WE WERE UNDER attack,” János Fekete, the 
Hungarian state banker, told Euromoney in 1982 in reference to his country’s 
fate.1 Amid the rising Cold War tensions of the early 1980s, Fekete could have 
been excused for using such language to describe the military policies of 
Ronald Reagan. The new US president had campaigned on a policy of strident 
anticommunism and had launched a massive expansion and modernization 
of the US military in his first year in office. Both the United States and the 
Soviet Union had recently developed a new generation of intermediate-range 
nuclear weapons—the so-called Euromissiles—that were capable of hitting 
their targets, and thus starting World War III, in less than ten minutes. Cold 
War tensions were at their highest point since the early 1960s, and people 
across the world had begun to consider the prospect of superpower war to be 
all too frighteningly real.

But the attack Fekete was referring to had nothing to do with military 
hardware, and the attackers he identified had no connection to the United 
States. They were, instead, the central banks of Libya, Iran, and Iraq, and 
their weapon of choice had been money. In late December 1981, each had 
withdrawn the $200–$300 million in hard currency they had on deposit in 
Budapest, precipitating a general run on the Hungarian National Bank. 
Soon, financial institutions from every corner of the world were pulling 
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The Economic Cold War
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their money out of the Communist Bloc as a whole. “The door to the Euro-
market,” Euromoney noted, “had closed on Comecon: quietly, politely, but 
firmly. Sometime during the winter, banks across the globe had . . . decided 
. . . that they wished to cut their exposure to Comecon by as much as pos-
sible.”2 By the time spring arrived, foreign banks had withdrawn $1.1 bil-
lion from Hungary and left Budapest with a measly $374 million to make 
the country’s mounting debt payments.3 Fekete found it difficult to stomach 
the injustice the global financial system had visited upon his country. “We 
were attacked,” he lamented, “without any reason.”4

There were, in fact, many reasons why international capital holders at-
tacked Hungary and the rest of the communist world in the spring of 1982. 
The bank run on Budapest was just one piece of an economic Cold War 
that unfolded in the early 1980s against the backdrop of the capitalist per-
estroika. Beginning with the Polish Crisis in 1980 and extending through 
Mikhail Gorbachev’s accession to power in the Soviet Union in 1985, the 
two superpowers renewed their military competition and once again 
looked to energy and finance to influence their allies and adversaries.

This new economic Cold War had three components. First, faced with 
mounting economic problems at home and geopolitical crises on their im-
perial periphery, Soviet leaders came to the historic decision that the 
burden of empire had become too much to bear, and they committed 
themselves to lightening that burden, even if it meant risking the loss of 
the empire itself. The Polish Crisis was a watershed moment in this re-
spect. In the crucible of the crisis, Soviet leaders decided they would not 
invade Poland to crush Solidarity and even expressed a willingness to ac-
cept a Solidarity-led government in Warsaw. They decided, in other words, 
to repeal the Brezhnev Doctrine, their long-standing policy that they 
would intervene in allies’ affairs to “protect” socialism from foes both for-
eign and domestic. At the same time, in recognition of the growing limits 
of their material capabilities, they cut back the energy resources they de-
livered to the rest of Eastern Europe. Allied governments in the region 
stridently protested the Soviet decision and warned that the cutbacks 
would leave them dangerously exposed to Western financial and political 
pressure. But Soviet leaders held firm to their conviction that the interests 
of the Soviet domestic economy were now more important than the po-
litical stability of their allies. It was a historic revision of Soviet national 
interest that would have profound effects on the last decade of the  
Cold War.
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Second, the Reagan administration entered office with a keen aware-
ness of the growing limits of Soviet material capabilities and aimed to 
exacerbate them. Reagan and his team attempted to force the Soviet lead-
ership to choose between the three competing demands on its dimin-
ishing resources: its military, its allies, and its own population. Through 
the military buildup that bore his name, Reagan aimed to compel Soviet 
leaders to choose between continuing the arms race and maintaining 
support for their allies and domestic population. And through a coordi-
nated campaign to limit Soviet access to Western financial markets and 
restrict Soviet energy sales on the world market, the administration 
aimed to cut off the Kremlin’s access to the energy and financial wealth 
required to fund its military, diplomatic, and domestic commitments. 
They aimed, in short, to force Moscow to confront the politics of breaking 
promises.

It was a strategy that produced decidedly mixed results. The military 
buildup did have its intended effect on Soviet decision-making when  
Gorbachev began to seek arms control agreements on American terms in 
the mid-1980s to free up resources for the Soviet civilian economy. But the 
administration’s efforts to restrict Soviet access to financial markets and 
energy wealth proved to be an abject failure. The United States’ allies in 
Europe and Asia roundly rejected Washington’s plans to restrict the Com-
munist Bloc’s access to capital markets, and they continued to buy Soviet 
energy in exchange for billions of dollars in hard currency. At this level of 
diplomacy and policy, the administration’s energy and financial efforts 
produced little more than transatlantic rancor.

And yet, as Fekete described so indignantly, the Communist Bloc still 
lost access to international capital markets, and the Soviets were nonethe-
less forced to choose among their military, their allies, and their own 
people in the early 1980s. At the same time that the Reagan administra-
tion was mounting its failed campaign to restrict the Communist Bloc’s 
access to global capital markets, the forces at the heart of the capitalist 
perestroika—the Volcker Shock and the Reagan financial buildup—were 
achieving this result of their own accord. The international financial 
system attacked the communist world for the same reason it attacked 
debtor countries in the Global South at the same time: the high interest 
rates and budget deficits in the United States began to monopolize the 
world’s capital, and there was little left for everyone else. And though the 
administration failed to restrict Moscow’s energy sales on the world 

 EBSCOhost - printed on 2/8/2023 2:38 PM via . All use subject to https://www.ebsco.com/terms-of-use



The Economic Cold War 137

market, the Soviets’ own domestic economic problems forced them to 
confront the choice of breaking promises to their military, allies, or citi-
zens, just as the administration hoped.

The result was a perfect storm of crisis that produced the third element of 
the economic Cold War: the bailouts of Eastern Europe. The decline in sub-
sidized Soviet energy and the scarcity of global capital left debtor countries 
of the region unable to pay their debts and in search of a lifeline. Time and 
again, they turned to the Soviet Union for aid, only to be spurned by 
Moscow. This left them with no choice but to seek Western aid, and in the 
early 1980s, Western governments and institutions bailed them out of their 
financial distress. These bailouts signaled a dramatic shift in the Cold War 
balance of power. If, through the 1970s, Eastern Europe had been within the 
Soviet Union’s economic sphere of influence—as the bankers’ “umbrella 
theory” posited—then from the early 1980s onward, the region came to rest 
under the economic umbrella of the West. From that point on, it was 
Western governments and institutions rather than the Soviet Union that 
provided decisive economic aid to the region, and it was policy makers in 
Washington and Bonn who attached conditions to their support. This con-
ditionality would, in time, provide the West with a powerful tool to force 
the communist leaders of Eastern Europe to confront the politics of breaking 
promises.

◆  ◆  ◆

By the late 1970s, the Soviet economy had ground to a halt. After 
averaging 5.2 percent from 1966 to 1970 and 3.7 percent from 1971 to 1975, 
economic growth had slowed to an anemic 0.8 percent in 1979. A string of 
three consecutive bad harvests forced the Kremlin to buy massive amounts 
of grain on the world market. After importing only $100 million worth of 
grain in 1970, Moscow was forced to import $3–$4 billion of grain every 
year by the late 1970s just to maintain Soviet citizens’ meager standard of 
living. To pay for this rising import bill, the Soviet leadership had relied on 
the simultaneous boom in their energy production and world market 
prices to export oil and natural gas for mountains of hard currency. Soviet 
hard currency export revenues from oil and natural gas had risen from 
$444 million in 1970 to $3.6 billion in 1975 to $11 billion in 1979.5 But by the 
end of the decade, the domestic oil industry found itself in crisis. Its prob-
lems were both geographical and technological: Soviet oil men had tapped 
all the country’s easily accessible oil, and future growth would have to 

 EBSCOhost - printed on 2/8/2023 2:38 PM via . All use subject to https://www.ebsco.com/terms-of-use



138  T H E  P R I V A T I Z A T I O N  O F  T H E  C O L D  W A R

come from regions geographically and technologically more difficult to  
exploit.6 The rapid expansion of the Soviet natural gas industry partially 
offset oil’s stagnation, but the oil industry remained far larger, so its trou-
bles could not be papered over.

Much like the first oil crisis of 1973, the second oil crisis of 1979 arrived 
in Moscow as a potent double-edged sword. The sudden 150 percent in-
crease in world oil prices boosted the value of Soviet energy exports at 
precisely the moment Moscow needed hard currency to keep its faltering 
economy afloat. But it also, once again, exploded the size of the subsidy 
the Soviet Union was providing to its allies for energy deliveries. Indeed, 
the size of the Soviet energy subsidy reached its peak in the late 1970s and 
early 1980s (Figure 5.1). The combination of rising costs of energy extrac-
tion, rising energy demands from Eastern Europe, and now the rising 
subsidy for energy deliveries combined to produce an overwhelming ma-
terial burden on Moscow.7

If the Soviets’ allies in Europe presented a long-term structural chal-
lenge, their new enemies in Afghanistan constituted an immediate and 
debilitating threat. When the Politburo reluctantly authorized the Af-
ghanistan invasion in December 1979, it committed 30,000 troops to what 
was expected to be a quick and easy campaign to overthrow the govern-
ment and stabilize a loyal socialist government in its place. Events quickly 
defied expectations. From virtually its first day in the country, the Soviet 
Army faced widespread resistance from broad swaths of Afghan society 
and a ruthlessly determined insurgency that would become known the 
world over as the mujahideen. Within a year, Moscow had committed 
115,000 troops and spent an estimated $2.7 billion on military operations, 
but the conflict settled into a stubborn stalemate with no end in sight.8

Amid these dreary conditions and darkening horizons, the onset of 
crisis in Poland in August 1980 was a most unwelcome development. Ini-
tially, Soviet officials were happy to bear the traditional burden of sup-
porting an ally at a time of need. The USSR should “lend all possible 
economic assistance to enable the Poles to make it through this trying 
time,” Brezhnev told his Politburo colleagues in October 1980. “No matter 
how burdensome it will be for us, we should do it.”9 In line with the gen-
eral secretary’s conviction, officials put together multiple aid packages in 
the fall of 1980 and early 1981 that eventually totaled some $4 billion worth 
of energy, raw material, and food deliveries as well as debt deferrals and 
hard currency aid.10
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In doing so, however, they also repeatedly bumped up against the limit 
of their material capabilities, which spurred them to fundamentally re-
think the place of Eastern Europe in the country’s national interest. The 
first limit arrived in October 1980, when the Poles asked the Kremlin to 
increase their oil and hard currency support so Warsaw could meet its 
mounting debt payments to the West. The Politburo decided it could meet 
the request, but only if it simultaneously decreased oil deliveries to other 
bloc countries for the coming year. There simply was no extra capacity in 
the Soviet economy to draw on.11 The allies were none too pleased, but 
they eventually acquiesced on the understanding that the cutbacks were a 
temporary measure that would be repealed once Polish leaders had de-
feated Solidarity’s “counterrevolution.” With the extra hard currency 
from oil sales on the world market, Soviet officials kept the Polish govern-
ment precariously afloat through the depths of the 1980–1981 winter.

But as they did, they continued to notice and lament the limits, bur-
dens, and opportunity costs of supporting their ally. In late March 1981, as 
the Bydgoszcz crisis came to a head and observers both in Poland and the 
West feared that Soviet military intervention was imminent, officials in 
Moscow had money, rather than guns, on their minds. Ivan Arkhipov, 
first deputy prime minister in charge of economic affairs, told the Polit-
buro his ministers could not meet all the Polish requests for raw materials 
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Figure 5.1 The estimated annual Soviet oil and natural gas price subsidy.
Data sources: “Übersicht über die Preisentwicklung für Erdöl ab 1972,” undated but 1985, DE/1/58747, BArch 
Lichterfelde, and PlanEcon, Inc., Soviet and East European Energy Databank (Washington, DC: PlanEcon, Inc., 1986).
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because they were “simply unable to give a larger quantity.” The Poles had 
asked for a further $700 million to service their debt to the West, but “of 
course,” Arkhipov said, the USSR could not “possibly come up with such 
a sum.” The endless stream of requests was beginning to weigh on even 
the most ardent socialist internationalists. Foreign Minister Andrei Gro-
myko complained that the Poles did not “attach much importance to the 
supplies of raw materials from the Soviet Union.” This spurred Arkhipov 
to point out the massive opportunity the Soviet Union was missing by 
providing subsidized oil to its allies. “We supply Poland with 13 million 
tons of oil at 90 rubles per ton. If one considers that the world price  
per ton is 170 rubles, then we receive from the Poles 80 rubles less per ton. 
We could sell all that oil for hard currency and the earnings would be 
colossal.”12

This was also true for the oil Moscow was delivering to the rest of the 
bloc. And in the spring and summer of 1981, the Soviet leadership decided 
the burden of these deliveries had become too great, and they resolved to 
rebalance socialist economic relations in their favor. For too long, they 
reasoned, the Soviet economy had suffered in the name of allied stability; 
the time had come to prioritize their own economic interests. Oil was the 
linchpin of Soviet support for its allies, so it would also be the linchpin of 
economic rebalancing. As we have seen, Soviet officials had already in-
formed bloc leaders in the late 1970s that they could not continue to in-
crease annual oil deliveries in the 1980s. Now, in 1981, they told their allies 
they would, in fact, have to substantially reduce annual oil deliveries in 
the years ahead. Well aware of how important oil was to the economic and 
political stability of the bloc countries, the Kremlin worked throughout 
the summer to prepare its allies for the news.

Brezhnev’s annual summer meetings in Crimea with each bloc leader 
provided the perfect opportunity to lay the groundwork. “The healthy 
economic development of the . . . allies is vitally important,” the general 
secretary told Erich Honecker in August, but “just as vital, we think, is the 
economic health of our own country.” The current Soviet subsidy of 
Eastern Europe was not striking the right balance between these vital in-
terests. “Our economists, Erich,” Brezhnev continued, “have calculated 
that the fraternal countries’ direct benefit from imports of fuel and raw 
materials from the USSR in the last five years amounted to 15 billion ru-
bles and will amount to almost 30 billion rubles over the coming five 
years.” The Soviet economy could no longer bear this “big sum.” Brezhnev 
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promised to do everything he could to aid the German Democratic Re-
public (GDR)’s continued economic development but also admitted he 
was “seriously concerned” the USSR would not be able to meet its sched-
uled energy deliveries in the years ahead.13

Four weeks later, the general secretary confirmed that his fears had 
come true. In letters to East Berlin, Budapest, Prague, and Sofia, Brezhnev 
reported that the Soviet energy industries would miss their production 
targets and the Politburo had decided to cut back energy deliveries to the 
rest of the bloc in the years ahead. He tried to make both the Kremlin’s 
burden and its bind clear. “As you know,” he wrote Honecker, “we supply 
the European member states of the CMEA [Council of Mutual Economic 
Assistance] with more than 72 million tons of crude oil per year, 7 million 
tons of petroleum products, 29 billion meters of gas” as well as coal, coke, 
and electric energy. “As you also know, we are forced to sell substantial 
quantities of crude oil and petroleum products to capitalist countries in 
order to obtain currency for the purchase of grain and food.” With Soviet 
agriculture on the verge of its third consecutive bad harvest, officials in 
Moscow had concluded they would need to sell some of the oil previously 
meant to go to Eastern Europe on the world market in order to get the 
hard currency required to continue their massive grain imports. The 
Kremlin’s commitments to their allies and their own people had come 
into direct conflict, and Brezhnev had chosen the Soviet people. He 
pleaded for the allies’ understanding. “I beg you, Erich,” he wrote to Hon-
ecker, “to show understanding. . . . The current situation forces us to take 
such a step.”14

None of the allies took the news well, but Honecker was particularly 
upset. Even the slightest cutback in Soviet oil deliveries would, he wrote to 
Brezhnev, “undermine the foundations of the existence of the German 
Democratic Republic.”15 When Soviet Politburo member Konstantin Ru-
sakov arrived in East Berlin to try and calm the East German’s fears, Ho-
necker got straight to the point: the oil decreases would lead directly to 
austerity in the GDR, and with the economic powerhouse of West Ger-
many right next door, that was simply unacceptable. The oil reductions 
were such a monumental setback that “the stability of the GDR is no 
longer guaranteed,” he told his Soviet counterpart. Soviet bureaucrats had 
announced that the reduction would amount to two million fewer tons of 
oil per year for the GDR (a reduction from nineteen to seventeen million 
tons annually), and this quantity quickly took on political and social 
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significance in Honecker’s mind. “I request that you ask Comrade Leonid 
Ilyich Brezhnev,” he concluded bitterly, “whether these two million tons of 
oil are worth destabilizing the GDR and destroying our people’s trust in 
the party and state leadership.”16

Rusakov arrived ready with a litany of retorts. The Soviet Union was “al-
most in last place in comparison to the standard of living in all socialist 
countries,” he reminded the East German leader. The leadership in Moscow 
could no longer justify asking the Soviet people to sacrifice for the good of 
other socialist countries. “If we need to tighten our belts even more, our 
people may ask us: what about the socialist brother countries? Why do the 
Soviet people always have to stay in such a bad position?” And that was not 
all. The USSR also had to provide military security for all the nations of the 
Socialist Bloc, so austerity in the Soviet Union would not just be a threat to 
“the standard of living of the population, but also the weapons of our army.”17 
Soviet leaders were not unsympathetic to the East Europeans’ plight—
Brezhnev had “cried” while signing the letters announcing the reductions, 
Rusakov said—but bloc leaders needed to remember that the USSR had 
helped them many times in the past when they faced troubles. “Now we are 
asking you all for your help,” Rusakov said. “We . . . don’t see any other way.”18

Rusakov returned to Moscow, and the Kremlin went ahead with the 
energy cutbacks in spite of their allies’ protests. As we will see, it was a 
decision laced with significant implications for the allies’ financial and 
political relations with the West and thus the Soviet Union’s control over 
its sphere of influence.

Against the backdrop of this growing material burden, the question of 
military intervention in Poland continued to hang over Soviet delibera-
tions through the spring of 1981. In the heated early months of the crisis, 
Brezhnev and the other leaders of the Warsaw Pact had come to the brink 
of authorizing a joint invasion of Poland in December 1980 before ulti-
mately deciding to give the Polish leadership more time to resolve the sit-
uation. During the Bydgoszcz crisis in March 1981, Soviet leaders had 
again allowed the Poles to think they were on the verge of invading, even 
though they never seriously considered it.19 In April, they continued to 
hold menacing meetings with Polish leaders that were meant to galvanize 
them to mount a decisive crackdown by implying a Soviet invasion was 
imminent.20

But was it? Through the spring, not even Soviet leaders themselves 
knew the answer. That changed in June 1981 when the political and 

 EBSCOhost - printed on 2/8/2023 2:38 PM via . All use subject to https://www.ebsco.com/terms-of-use



The Economic Cold War 143

military leadership met to resolve the question once and for all. In two 
separate meetings, the Soviet General Staff and Politburo decided the 
burden of intervention would be too great. The combination of Solidari-
ty’s grassroots support in Polish society, the growing burden of the war in 
Afghanistan, economic problems at home, and the specter of crippling 
Western sanctions convinced Soviet leaders that military intervention in 
Poland was not in the Soviet Union’s national interest. As Mikhail Suslov, 
the chief ideologue of the party and a leading conservative, reportedly 
said, “Under no circumstances, even if the Polish leadership requests, will 
we send Soviet and other troops into Poland. If a new leadership comes to 
power [Solidarity], we will cooperate with it.  .  .  . Introduction of troops 
would be a catastrophe for Poland and, yes, for the Soviet Union.”21 To 
maintain the illusion of military pressure, Soviet leaders did not inform 
their Polish counterparts of this decision, but internally the die had now 
been cast. No matter the circumstances, Soviet troops would not enter 
Poland.22

With the military option off the table, Soviet leverage over Poland came 
to rest primarily in the economic sphere. Soviet officials attempted to use 
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Figure 5.2 Soviet energy exports to the so-called CMEA Six: East Germany, 
Hungary, Poland, Czechoslovakia, Bulgaria, and Romania.
Data source: PlanEcon, Inc., Soviet and East European Energy Databank, Vol. II, Table “USSR—Primary Energy Balance,” U-3.
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economic aid as a coercive lever to force the Polish leadership to imple-
ment martial law.23 Poland’s hard currency debt, however, made economic 
leverage work both ways. Because Poland was shut out of global capital 
markets and the Soviets could not cover all its financial needs, the Polish 
leadership was reliant on Western governments for the hard currency 
needed to pay for grain imports and debt service. They had to be ever 
mindful of Western opinion when dealing with Solidarity.24 Polish offi-
cials maintained constant contact with Western diplomats about further 
economic aid, and in Washington, the National Security Council even 
began to consider the merits of a multiyear aid package worth billions of 
dollars.25

It was plain to see that if Polish leaders cracked down on Solidarity, no 
Western aid would be forthcoming. So, as he prepared his plan for martial 
law, General Jaruzelski made its implementation contingent on increases 
in Soviet aid to compensate for the Western shortfall that would surely 
follow. On December 7, 1981, six days before he would declare martial law, 
Jaruzelski told Brezhnev on the phone that he “would need to be sure of 
[Soviet] economic assistance” before making a final decision.26 Brezhnev 
immediately sent the chairman of the State Planning Committee, Gos-
plan, Nikolai Baibakov to Warsaw to see what the Polish leader had in 
mind; he returned to the Politburo on December 10 with a long list of 350 
items totaling some 1.4 billion rubles. When combined with the aid the 
Soviet Union already planned to give to Poland in 1982, this would bring 
Moscow’s total aid to 4.4 billion rubles in the year ahead. Baibakov in-
formed his comrades that they would only be able to meet the Polish re-
quest by taking resources “from state reserves or by limiting supplies to 
domestic markets.” To make matters worse, Jaruzelski had delayed the 
date of implementing martial law and hinted he would only go through 
with it if he could count on Soviet military support. At the eleventh hour, 
the question of military intervention had been reopened, and responsi-
bility for defeating Solidarity’s “counterrevolution” appeared to have 
fallen back into the Kremlin’s lap.27

But the Soviet leaders did not budge. Unlike previous crackdowns in 
1953, 1956, and 1968, they maintained their newfound commitment to pri-
oritizing developments within the Soviet Union over those within the 
broader Socialist Bloc. Yuri Andropov, the formidable head of the KGB 
and future general secretary of the party, delivered the definitive declara-
tion that drew the unanimous support of his Politburo colleagues:
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Jaruzelski is rather persistently placing economic demands before us and 
conditioning the implementation of Operation “X” [martial law] on our 
economic aid; and . . . he is raising the question, albeit indirectly, of military 
assistance. . . . As far as economic assistance, of course it will be difficult to 
do that on the scale they are requesting. Apparently something needs to be 
done. . . . [But] we do not intend to introduce troops into Poland. That is the 
proper position, and we must adhere to it until the end. I don’t know how 
things will turn out in Poland, but even if Poland falls under the control of 
Solidarity, that’s the way it will be. . . . We must be concerned above all with 
our own country and about the strengthening of the Soviet Union. That is 
our main line.28

The Brezhnev Doctrine was now dead. After claiming the stability of 
socialist governments in Eastern Europe to be in the Soviet Union’s na-
tional interest for over three decades, Soviet leaders had come to accept 
the possible overthrow of a socialist government in order to focus on de-
velopment at home. They were willing to countenance limited economic 
aid to their ally in a time of need, but even that willingness had been called 
into question by the broader decision to cut back energy supplies to the 
rest of their allies in the region. The burden of empire had grown too 
great, and Soviet leaders were now committed to extracting themselves 
from that burden, whatever the political costs and risks might be.29

◆  ◆  ◆

The declaration of martial law in Poland kept the world from 
learning of this historic revision to the Soviet national interest. News of 
martial law arrived in Washington not as a sign of Soviet retreat but as an 
omen of renewed Soviet aggression. Upon hearing of the crackdown, 
Ronald Reagan confided to his diary, “Our intelligence is that it was engi-
neered & ordered by the Soviet[s]. If so, and I believe it is, the situation is 
really grave.”30 As tanks took up positions on the streets of Warsaw and 
thousands of Solidarity members were summarily arrested, the president 
and his team began to debate what response would match the gravity of 
events.

They did so against the backdrop of their own long-running effort to 
develop a more aggressive American strategy toward the Soviet Union 
and the broader Communist Bloc. Reagan had risen to the presidency as a 
strident critic of the superpower détente that had developed in the 1970s. 
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In his mind, the diplomatic effort to improve East-West relations and sta-
bilize the Cold War had only weakened the West militarily, subsidized the 
Communist Bloc economically, and provided Moscow with diplomatic 
cover to spread its influence abroad and continue its military buildup at 
home without fear of Western retribution. Using all the tools of American 
hard and soft power, Reagan entered the Oval Office determined to rectify 
what he perceived as a decade of relative American decline and subsidized 
Soviet advance.

The strategy that emerged was well attuned to the dynamics of the 
privatized Cold War. Though the administration did not, of course, use 
the term, its Cold War strategy was premised on exploiting the relation-
ship at the heart of the privatized Cold War: nation-states’ access to guns 
and butter had become dependent on finance and energy. Reagan and his 
cabinet understood that communist governments in general, and the So-
viet government in particular, relied on finance and energy to fund for-
eign and domestic promises, and they believed they could use the tools of 
American statecraft to force the communist world to confront the politics 
of breaking promises. If Soviet leaders had to choose between the three 
competing demands on their increasingly scarce resources—their mili-
tary, their allies, and their citizens—then American officials believed that 
one day, they just might choose their own citizens over their arms and 
allies.

This strategy played out to greatest effect in the military arena. Reagan 
wasted little time in delivering on his campaign promise to significantly 
increase US military spending. Though it was, in fact, Jimmy Carter who 
began to increase US military spending in the wake of the Soviet inva-
sion of Afghanistan, Reagan significantly extended and accelerated Cart-
er’s initiatives. The US defense budget surged over 40 percent from 1980 
to 1986, and the Pentagon developed a new generation of conventional 
and nuclear weaponry. B-1 and B-2 bombers, the MX intercontinental 
ballistic missile, Trident nuclear submarines and their Trident II nuclear 
weapons, F-117 Stealth fighters, and Apache attack helicopters became 
the cornerstones of a new, more technologically advanced global fighting 
force.31

To be sure, these weapons were meant to serve real security purposes 
and restore the strategic leverage Reagan believed the United States had 
frittered away over détente’s decade. But they also served a critical eco-
nomic function by drawing the Soviet Union into a new round of the arms 
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race that it would not be able to afford. US intelligence agencies had con-
cluded by 1981 that Soviet economic performance had “deteriorated to the 
point that, if military expenditures continue to expand as in the past, 
there will be few if any resources left with which to raise living stan-
dards.”32 Reagan and his cabinet meant to exacerbate Moscow’s guns-
versus-butter dilemma by applying the full weight of the United States’ 
economic capacity to the task of military modernization. Indeed, for US 
officials the arms race was ultimately an economic, rather than military, 
competition. As Reagan said in late 1981, the purpose of the military 
buildup was to “threaten the Soviets with our ability to outspend them, 
which the Soviets knew we could do if we chose. Once we [have] estab-
lished this, we [can] invite the Soviets to join us in lowering the level of 
weapons on both sides.”33

All they needed was time. Demonstrating the full depth of the United 
States’ pockets would take many years, so the administration felt little ur-
gency, upon entering office, to immediately engage the Soviets in arms 
control negotiations. In the wake of the Soviet invasion of Afghanistan, 
Jimmy Carter had withdrawn the second Strategic Arms Limitation 
Treaty (SALT II) from Senate consideration, and Reagan saw no reason to 
reintroduce it. The president also reaffirmed the North Atlantic Treaty 
Organization (NATO)’s 1979 “dual-track” decision to deploy a new gen-
eration of intermediate-range nuclear forces (INF) in Europe by 1983 while 
also negotiating INF limitations with Moscow. He put his own stamp on 
this process in November 1981 when he offered to forgo deploying new 
American intermediate missiles if the Soviets would remove those they 
had already put in place, a proposal that became known as the “zero op-
tion.” Many arms control advocates accused the president of intentionally 
proposing something unrealistic so the United States would be able to go 
ahead with the deployments when the Soviets inevitably rejected the offer. 
But Reagan had long been convinced of the ultimate irrationality and in-
humanity of nuclear weapons, and he entered office with a sincere convic-
tion to one day reduce and eventually eliminate them altogether. This 
motivated his decision to discard the concept of Strategic Arms Limita-
tion Treaty (SALT) negotiations, which had dominated the arms control 
agenda in the 1970s, in favor of Strategic Arms Reduction Treaty (START) 
negotiations, which were launched in 1982.

All the while, Reagan remained in no hurry to reach a bad, or even 
merely an inconsequential, arms control deal with the Kremlin. The more 
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time his military buildup had to strain Soviet resources, Reagan reasoned, 
the more convinced Moscow would become that it needed to conduct 
arms negotiations on American terms. If the Soviets “saw that the United 
States had the will and determination to build-up its defences [sic] as far 
as necessary,” he told Margaret Thatcher in 1983, “the Soviet attitude might 
change because they knew they could not keep up.”34

Reagan’s economic approach to the military buildup and his genuine 
belief in nuclear abolition came together in his 1983 announcement of the 
Strategic Defense Initiative (SDI). Quickly dubbed “Star Wars” by its 
critics, SDI aimed to make the Soviet nuclear threat obsolete by devel-
oping a ballistic missile shield capable of shooting down incoming Soviet 
nuclear weapons. Reagan declared it his “personal hope” that SDI could 
“bring an end to nuclear war,”35 but most of his advisors were simply inter-
ested in it as an extension of their broader effort to spend the Kremlin into 
submission.36 The program would play to all the United States’ strengths—
technology, research and development, and, most importantly, money—
and the Soviets would find it very difficult to keep up. “SDI gives us a great 
deal of leverage on the Soviet Union,” Reagan told his own National Secu-
rity Council (NSC), and his advisers very much agreed.37 In a world where 
Moscow was already struggling to feed its people and fight the Cold War 
at the same time, countering the American attempt to gain the upper 
hand through strategic defenses was a budgetary challenge the Kremlin 
could ill afford.

Here, too, the effects would not be immediate. Administration officials 
understood that SDI would only challenge the Soviet Union if it could be 
sustained over many years, so it could not be counted on to immediately 
bring the Soviets to the bargaining table. What could have an immediate 
effect on Soviet decision-making, however, was the Kremlin’s access to 
hard currency through energy and financial markets. As they waited for 
their military buildup to restore the strategic balance and strain Soviet 
resources, Reagan administration officials zeroed in on energy and fi-
nance as a means of crippling their foe. “The period of U.S. military vul-
nerability,” National Security Advisor Richard Allen wrote to Reagan in 
November 1981, “can to some extent be offset by Western exploitation of 
Soviet Bloc economic and social vulnerabilities.” Limiting the Soviets’ ac-
cess to hard currency, he wrote, “will make their civilian vs. military 
choices more difficult and increase the likelihood of internal unrest in the 
satellites.”38
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This was no mere guesswork. Throughout the early 1980s, American 
intelligence agencies provided the administration with a stream of reports 
that discussed the deteriorating Soviet material predicament with aston-
ishing accuracy. At the same time that officials in Moscow were dealing 
with their allies’ blowback over the announced cuts in energy supplies in 
the fall of 1981, the Central Intelligence Agency (CIA) delivered a report to 
the Reagan administration that concluded the Soviet Union’s growing 
economic problems would force the Kremlin to make “increasingly tough 
and politically painful choices regarding resource allocation.”39 After 
overzealously projecting in 1977 that Soviet oil production would peak in 
the early 1980s, the CIA now foresaw stagnant production through the 
middle of the 1980s and a decline thereafter. Though the growth of natural 
gas production would offset some of oil’s decline, analysts knew—like So-
viet planners in Moscow—that it would not fully compensate for the loss. 
To make matters worse for Moscow, energy prices were now widely ex-
pected to decline in the 1980s after their decade of explosive growth in the 
1970s.40

For intelligence officials, these structural trends meant Western coun-
tries could have a real impact on Soviet behavior by restricting Moscow’s 
access to credit and not buying its energy. “The reduced availability of 
hard currency and energy,” the CIA concluded in 1982, “would make more 
difficult the decisions Moscow must make among key priorities in the 
1980s—sustaining growth in military programs, feeding the population, 
modernizing the civilian economy, supporting its East European clients, 
and expanding (or maintaining) its overseas involvements.”41 The Soviet 
economic situation was so bad, and its resulting political implications so 
acute, that intelligence officials even concluded in the early 1980s that “a 
new leadership by mid-decade will feel greater pressure to reduce the 
growth of defense expenditures to free up labor, capital, and materials—
resources urgently needed in key civilian sectors.”42 The world did not yet 
know the name Mikhail Gorbachev, but American intelligence officials 
believed that a figure like him might soon emerge.

This was music to the administration’s ears. The sum total of this intel-
ligence presented American policy makers with a simple conclusion and 
an important question. “The Soviet economy is in trouble,” CIA director 
William Casey told the National Security Council. “The question is do we 
want to make it harder for them?”43 Their answer was most assuredly yes. 
As the crisis in Poland dragged on during their first year in office, officials 
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at the highest level of the administration debated how best to combat the 
Soviet Union politically by hurting it economically.44

Foremost at issue was a massive new natural gas pipeline Western Euro-
peans were building to increase Soviet natural gas deliveries to Europe. 
Since the early 1970s, Western European companies and banks, led by the 
West Germans, had participated in four pipeline developments that 
brought increasing amounts of Soviet natural gas to the continent. East-
West energy trade had become a cornerstone of European détente and 
West Germany’s Ostpolitik. Even as the Soviet-American détente collapsed 
in the late 1970s, Soviet and West German officials pushed ahead with their 
negotiations on a new Siberian pipeline, finalizing an agreement in 1981. 
For both sides, this new pipeline held immense political and economic sig-
nificance. Politically, it was the cornerstone of Western European govern-
ments’ attempts to keep détente alive in Europe even as it evaporated 
between the superpowers. Economically, the pipeline was expected to 
double the Soviets’ annual natural gas deliveries to Western Europe and 
provide Moscow with an additional $6 billion a year in hard currency 
when it came online in 1984.45 Everything about it, then, looked disastrous 
to a Reagan administration intent on ending the economic interdepen-
dence of détente and diminishing the Soviets’ hard currency earnings.

The question in Washington was whether the United States should risk 
a rift with its European allies in the hope of delivering a decisive blow to 
Moscow’s economic prospects. Advocates of halting the pipeline in the 
Department of Defense and CIA believed the potential benefits far out-
weighed the risks. Led by Defense Secretary Casper Weinberger, this 
group saw preventing the pipeline’s construction as a strategic necessity 
on par with the US military buildup. “The pipeline is just as militarily 
significant as a plane,” Weinberger told the NSC.46 The administration’s 
entire attempt to strain Soviet decisions about resource allocation would 
make little sense if Washington allowed the construction of a pipeline that 
would ease those constraints by giving the Soviets billions of dollars every 
year in energy sales.47

Secretary of State Alexander Haig led the charge in opposition. Though 
he shared Weinberger’s desire to weaken the Soviet Union economically, 
he believed that Western European governments would view any attempt 
to halt the pipeline as an infringement on their sovereignty. Moreover, he 
was not at all convinced it was within the administration’s power to stop 
the pipeline. European banks and companies had more than enough 
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capital and technology to build the pipeline without American involve-
ment, so it was not clear to Haig that placing American sanctions on the 
pipeline’s construction would have a material effect. Throughout 1981, 
these two poles within the administration fought a pitched bureaucratic 
battle to determine American policy.

Jaruzelski’s declaration of martial law tipped the scales in Weinberger’s 
direction. Because Reagan and most of the world believed Jaruzelski’s ac-
tions were directed from Moscow, the administration’s debate following 
the crackdown centered on how it could weaken both Warsaw and 
Moscow in response. At the end of 1981, Reagan announced sanctions 
against Poland and prohibited US companies from participating in the 
Siberian pipeline. This, however, left an important issue unresolved, be-
cause it became clear in early 1982 that the key question was whether or 
not Reagan’s sanctions on the pipeline applied “extraterritorially”—that 
is, to US subsidiaries and licensees in Europe that were actually involved 
in the pipeline’s construction. In a world of multinational corporations 
and complex technology licensing agreements, it meant little for Reagan 
to prohibit companies in the territorial United States from participating 
in the pipeline. Administration officials quickly realized, therefore, that 
the question of extraterritoriality was where the rubber would actually 
meet the road. If not extended to US subsidiaries and licensees in Europe, 
the sanctions would be useless; if the sanctions were extended, they would 
compel the Western Europeans to halt the pipeline against their will.48

Recognizing the political ire such a move would surely spark in Eu-
rope, Reagan delayed his decision on extraterritoriality and instead 
launched a diplomatic effort to restrict Moscow’s access to the other great 
pool of global wealth: international capital markets. If the Europeans did 
not want to stop buying Soviet energy, perhaps they would instead agree 
to restrict Moscow’s access to credit. In March 1982, the president sent se-
nior diplomat James Buckley on a tour of Western European capitals to 
drum up support for this alternative method of weakening the Kremlin’s 
hard currency position. Though the quid pro quo was not made explicit, it 
was plain for all to see: if the Europeans agreed to restrict Soviet access to 
credit, the administration would not extend their pipeline sanctions to US 
subsidiaries and licensees in Europe.

European officials politely received Buckley but firmly and consistently 
rebuffed his entreaties.49 They quickly pointed out the hypocrisy of the 
United States asking Europe to suspend its energy ties to Moscow while its 
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own grain sales to Moscow went untouched. The previous summer, 
Reagan had repealed the grain embargo Jimmy Carter had placed on the 
Soviet Union after the Afghan invasion, and in the months following 
martial law, there had been no mention of bringing the restrictions back. 
If the White House was so intent on hurting Moscow, European leaders 
concluded, perhaps it should limit its own trade before asking Europe to 
do the same.50 Buckley optimistically reported to the NSC after his trip 
that he sensed a growing understanding in Europe “that easy money helps 
the USSR solve its critical problems,” but it was clear that no one across 
the Atlantic shared Washington’s urgent desire to use finance or energy as 
weapons in the ever-chillier Cold War.51

This left Reagan in a difficult position. Since the declaration of martial 
law in December 1981, he had told the world he would use the tools of eco-
nomic statecraft to punish the Soviets and Poles for what he took to be 
their shared aggression against Solidarity. And yet as spring came to Wash-
ington in 1982, martial law remained in effect, Lech Wałęsa remained in 
jail, and Moscow’s access to energy wealth and capital markets appeared to 
remain unimpeded. If his administration allowed the pipeline sanctions to 
remain toothless and failed to restrict Moscow’s access to credit, Reagan 
told the NSC, “we will lose all credibility.” Not only that, but a golden op-
portunity would be lost to cripple the Kremlin at its most vulnerable. “The 
Soviet Union is economically on the ropes,” he continued. “This is the time 
to punish them.”52

So punish them he did. American and European diplomats made a 
last-ditch effort to find a satisfactory compromise on the issue of credit 
controls at the Versailles G7 summit in June 1982, but Reagan remained 
unsatisfied. In a now-famous speech to the British Parliament after the 
summit, he laid out his economic understanding of the Soviet predica-
ment. “In an ironic sense Karl Marx was right,” he told British lawmakers. 
“We are witnessing today a great revolutionary crisis, a crisis where the 
demands of the economic order are conflicting directly with those of the 
political order. But the crisis is happening not in the free, non-Marxist 
West, but in the home of the Marxist-Leninism, the Soviet Union.” Brim-
ming with confidence in the moral and material superiority of democratic 
capitalism, he concluded, “The march of freedom and democracy . . . will 
leave Marxism-Leninism on the ash-heap of history.”53 Upon his return to 
Washington, he announced that American sanctions on the Siberian 
pipeline would indeed apply to US subsidiaries and licensees in Europe. If 
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the Soviet Union was in a “great revolutionary crisis” on account of its 
abysmal economy, Reagan had decided the West should push it into full-
blown revolution.

There was just one problem: it didn’t work. The only revolts the ex-
panded pipeline sanctions caused were within the US government and 
among US allies. Because Reagan failed to consult Secretary of State Haig 
before making his decision, Haig resigned immediately. And because 
Reagan went ahead with the sanctions in spite of the reservations of his 
European allies, they all howled in revolt and soon defied the American 
order. As the summer wore on, they began construction on the pipeline in 
defiance of the sanctions. Reagan came to regret the transatlantic dispute 
he had caused, and when he brought George Schultz on as his new secre-
tary of state in July 1982, he charged him with finding a face-saving way 
out of the diplomatic crisis. In the first of many delicate rounds of diplo-
macy during his tenure at Foggy Bottom, Schultz got the Europeans to 
agree to cosmetic changes and future consultations on their credit and 
energy policies, and in return, Washington repealed the pipeline sanc-
tions in November 1982. By all appearances, East-West economic policy 
returned to the way it had been.54

Beneath the surface, however, major changes were afoot. Structural 
shifts in the global economy produced exactly what Reagan’s statecraft 
could not. The Volcker Shock and the Reagan financial buildup denied the 
communist world more capital than Reagan could ever have dreamed of 
restricting through diplomatic channels, and the long-term decline in 
global energy prices that began in 1980 weakened Soviet energy wealth far 
more than the pipeline sanctions ever would have.

The macro effects of this story can be seen in Figure 5.3. After running 
substantial current account deficits in the 1970s, the Communist Bloc 
began running significant current account surpluses in the 1980s. This 
meant that after being a substantial capital importer for most of the 1970s, 
the communist world—like the Global South—became a capital exporter 
in the 1980s when the Reagan financial buildup began to monopolize the 
world’s capital. After importing a net total of $40.5 billion from 1973 to 
1981, the Soviet Union and Eastern Europe exported a net total $31.2 bil-
lion from 1982 to 1989.55 The same broad transition in global capital flows 
that allowed the United States to erase its choice between guns and butter 
in the 1980s significantly hardened that choice for the communist world. 
The pivotal year was 1982. At the very moment the Reagan administration 
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was trying and failing to diplomatically restrict communist access to en-
ergy wealth and capital markets, the unexpected course of its domestic eco-
nomic policy—the potent combination of high interest rates and massive 
tax cuts—was achieving the very same result at a magnitude far greater 
than anyone on the National Security Council could have ever hoped.

What the Volcker Shock and the Reagan financial buildup did for capital 
flows, market forces did for energy wealth. Capitalist societies had spent the 
years after the 1973 oil crisis trying to conserve energy and develop new en-
ergy sources, and their collective efforts began to pay off in the early 1980s. 
Global energy supply began to outstrip global demand, and prices began to 
fall.56 After peaking at a nominal price of $39.50 a barrel in the summer of 
1980, oil prices began an almost decade-long slide, dropping to $13.50 a 
barrel in the fall of 1988. Punctuated by a precipitous collapse in fall of 1985 
that would come to be known simply as “the counter shock,” this decline in 
prices deprived oil-exporting countries, including the Soviet Union, of bil-
lions of dollars every year in hard currency earnings.

The combined effect of these two historic transformations in capital 
flows and energy prices for the Communist Bloc was profound. Within 
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Figure 5.3 The collective current account balance of the Soviet Union and the 
CMEA Six. A negative value signifies a net annual capital import, and a positive 
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the span of a few short years in the early 1980s, the favorable trends on 
global capital and energy markets that had lifted the bloc in the 1970s 
evaporated, and highly adverse trends took their place. As much as capital 
and energy markets helped the Communist Bloc in the 1970s, they equally 
hurt the bloc in the 1980s. Indeed, though no one could know it at the 
time, we can conclude in retrospect that the material capabilities of  
the Communist Bloc peaked in 1980 and never again recovered. Through 
the Volcker Shock and the Reagan financial buildup, American policy 
makers had a significant hand in spurring this historic transformation. 
They simply did not realize how they were doing it.

◆  ◆  ◆

For the governments of Eastern Europe, these structural trans-
formations arrived not as gentle shifts in long-term trends but as 
wrenching crises fraught with political and economic consequences. 
Warning bells began to sound in the weeks before Jaruzelski declared 
martial law. Ten days before tanks rolled into Warsaw, Alexander Schalck-
Golodkowski, the shadowy leader of East Germany’s Kommerzielle Koor-
dinierung (KoKo) department, which was charged with earning hard 
currency for the state coffers, informed the leadership that foreign banks 
had begun withdrawing their short-term deposits from the state bank at 
an alarming rate. To “prevent the insolvency of the GDR,” he wrote, the 
country would have to take extraordinary measures to reduce imports, 
increase exports, and gain access to more hard currency.57 Around the 
same time, the central banks of Libya, Iran, and Iraq began their flight 
from the Hungarian National Bank, and soon the bloc as a whole found 
itself under sustained attack from the international financial system.58 By 
the early months of 1982, hard currency was fleeing at such a rate that even 
Czechoslovakia, which had built up very little debt in the 1970s, was on 
the brink of insolvency.59

Communist officials quickly concluded the capital flight was a coordi-
nated Western attack in retribution for the declaration of martial law in  
Poland. Reagan’s diplomatic efforts to stop the Siberian pipeline and coordi-
nate Western credit restrictions in response to martial law lent credence to 
their conclusion. “The USA’s policy of confrontation,” Schalck wrote Hon-
ecker in March 1982, “has led in recent weeks to the imposition of a total 
credit boycott . . . the enemy is now concentrating all its efforts on quickly 
achieving the insolvency of the GDR.”60 Vladimir Alkhimov, chairman of 
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the Soviet state bank, Gosbank, echoed his East German counterpart at a 
bloc meeting in April. “The U.S. is currently conducting a comprehensive 
currency war against the socialist countries,” he told his comrades. “The 
aim is to organize the insolvency of the socialist countries.”61

We have already seen, however, that Reagan’s economic diplomacy in 
response to martial law failed on all counts. Though Reagan certainly in-
tended to use energy and finance to weaken the Soviet Union, his allies did 
not share his goals, and they rejected his efforts at every turn. Instead of 
the Reagan administration, it was, in the words of one International Mon-
etary Fund (IMF) official, “a couple hundred panic stricken bankers” from 
commercial and central banks around the world who launched the finan-
cial assault on the communist world.62 They did so not out of Cold War 
animus—they had, after all, gleefully loaned money to communist coun-
tries for over a decade—but rather out of frightened concern for their bal-
ance sheets. As a group of commercial bankers explained to a gathering of 
Polish and Western officials, “Western banks cannot be asked to make po-
litical and social judgements. The financial community must be concerned 
solely with problems of economics.” Bankers reacted to the political con-
text of the Cold War, but they did not themselves care about the West’s 
fight against communism. They were only interested in “stability and pre-
dictability,” the bankers said, and the crisis in Poland had demonstrated 
that the communist world might not be able to ensure either. Reagan’s bel-
licose rhetoric in the wake of martial law only added to their uncertainty 
about the future of East-West economic relations. Banks “remain, in the 
final analysis, financial, with responsibilities to their shareholders,” they 
told the gathering. “They are not political and social agencies.”63 Commu-
nism had simply become a bad bet, and the banks were now looking to take 
their money elsewhere.

Even if communist officials mistook the ultimate source of the attack, 
there was no mistaking its ultimate effect: the threat of imminent bank-
ruptcy. Communist financial officials regularly produced projections of 
their country’s future hard currency needs and resources, and as hundreds 
of millions of dollars fled the bloc in the early months of 1982, those projec-
tions quickly turned sour. In East Germany, for instance, Schalck ran the 
numbers in March and concluded there was a 1.5 billion valutamark (VM) 
(roughly $700 million) financing gap in the first half of the year that could 
not be filled through new credits from Western banks “because of the 
credit boycott.” He informed the leadership that he could use the state’s 
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hard currency reserves to cover the gap until June but stated that the day 
when the country would run out of money was now in sight. “At the end of 
the second quarter, there will be no more credits available,” he wrote, “and 
we will have to declare the insolvency of the GDR to capitalist banks.”64

Only a miraculous infusion of new capital could thwart the inexorable 
drive toward insolvency, and only one country in the Socialist Bloc was 
capable of making such miracles happen: the Soviet Union. As their coun-
tries hemorrhaged capital in early 1982, Eastern European financial offi-
cials rushed to Moscow in the hope of receiving financial reinforcements. 
After the oil cutbacks of the previous summer, they knew that the provi-
sion of new economic aid was unlikely, but they hoped the gravity of their 
predicament would change the Kremlin’s calculus.

It was not to be. Having already stretched their resources to the limit to 
help Jaruzelski restart the Polish economy after martial law, the Soviet 
leadership now confessed that they simply did not have the resources to 
help any further. “The USSR can no longer step into the breach,” senior 
Soviet financial officials told their bloc comrades in March 1982. “The So-
viet people no longer understand why we give credits to all [other] coun-
tries when the shelves in their own shops are empty.”65 A month later, as 
Reagan ramped up plans to restrict communist access to capital markets, 
Soviet officials recognized the need to coordinate a bloc-wide response to 
the American initiative, but they stopped short of doing so because they 
knew it would stoke their allies’ hopes for more aid. “It would be seen by 
some as paternalism,” Alkhimov, the Gosbank chairman, said, “and all 
countries would come with the expectation that the SU [Soviet Union] 
will provide financial aid, which is not possible.”66 In what would prove to 
be the start of a trend that spanned the 1980s, Eastern European officials 
were forced to return from Moscow empty-handed and deal with their 
crises on their own.

This left the communist governments of Eastern Europe with an unin-
viting set of options. Declaring insolvency was theoretically possible, but 
the Polish government’s fate had demonstrated the dangers of admitting to 
the world that debts could no longer be repaid. Since Warsaw had done so 
in early 1981, it had not received any new loans without the help of Western 
governments, and even those had been for the barest of essentials, like 
grain. All Western financing for capital investments that might actually 
improve the Polish economy had long since ceased to flow in Warsaw’s di-
rection. A more radical option was the possibility of coordinating a 
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bloc-wide default in order to damage the Western financial system and 
gain leverage over the banks. Like the debtors of the Global South, the 
Communist Bloc was in a state of mutually assured destruction with its 
Western creditors in 1982. Communist debt occupied enough space on 
Western banks’ balance sheets that many banks (particularly West German 
banks) would likely have become insolvent if forced to write down com-
munist debt as a loss.67 But no evidence has emerged to suggest that com-
munist leaders even remotely considered the possibility of declaring a 
collective default.68 Some Western financial policy makers worried about 
this eventuality, but most concluded it was unlikely because, as one British 
central banker wrote, default “would take Comecon decades to live down.”69 
Communist leaders apparently shared this perception, concluding that in-
solvency was to be avoided at all costs.

Maintaining solvency would require two things that were as unpalatable 
as they were unavoidable: domestic austerity and Western aid. Both carried 
significant risks. The more austerity communist governments imposed on 
their people, the more they ran the risk of sparking another Polish Crisis. 
Western aid would lessen this risk by providing a fresh infusion of capital 
and reopening access to global capital markets. But it came with its own peril 
of surrendering the nation’s sovereignty to the Communist Bloc’s ideological 
and geopolitical enemies. The choice between austerity and Western aid, 
then, was a matter of deciding which risk—domestic instability or the loss of 
international sovereignty—was the lesser of two evils. Each government in 
the region navigated this choice differently in the 1980s. Hungary, Poland, 
and East Germany pursued greater Western aid to minimize the risk of aus-
terity, while Romania chose the path of draconian austerity to maintain its 
sovereignty. But in each case, the government’s decision was primarily driven 
by its opinion of one institution: the International Monetary Fund.

At first glance, the IMF represented everything about the capitalist 
system the communist world sought to resist. It was the institutional em-
bodiment of capitalist class power and generally sought to impose a capi-
talist perestroika on debtor economies.70 But the IMF also had money and 
was willing to share it, two traits not easily scoffed at in an environment of 
financial scarcity. So, as foreign capital fled and Moscow failed to answer 
its allies’ pleas for help, a wide-ranging debate broke out within the bloc 
on the merits and demerits of turning to the IMF for help.

Hungary pressed the issue. Since the heady early days of détente, János 
Fekete had carried out a decade-long dalliance with the Fund to lay the 
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groundwork for a potential membership.71 But János Kádár had always de-
clined to take the final step on account of Soviet resistance. Since Joseph Stalin 
had declared the IMF a tool of Western imperialism in the early postwar pe-
riod, the Kremlin had maintained a standing prohibition on any member of 
the Communist Bloc joining the Fund, and only maverick socialist states like 
Tito’s Yugoslavia (a member since 1945) and Ceaușescu's Romania (a member 
since 1972) had dared to defy the Kremlin.72 The oil cutbacks in summer 1981 
directly led to a change in Kádár’s thinking. Upon hearing of the cutbacks, he 
authorized Fekete to move forward with final membership negotiations. And 
in an important sign of how the energy cutbacks had diminished Moscow’s 
political power within the bloc, he did not ask Soviet leaders for permission 
but simply informed them of his decision after the fact.73

The Kremlin did not like the insubordination but could do little apart 
from register its objection. “The IMF is an instrument entirely under the 
influence of the aggressive forces of the United States,” Alkhimov lectured 
a meeting of bloc officials in the spring of 1982. Trying to solve the bloc’s 
financial problems through the Fund would prove “illusory,” he warned, 
because the United States was only interested in seeing socialist countries 
declare their “insolvency.” The Hungarians begged to differ. They not only 
believed that the IMF was not interested in seeing socialist countries be-
come insolvent, but also that it was, in fact, the only way for the socialist 
countries to avoid insolvency and the extreme austerity that would come 
with it. The head of the Hungarian National Bank told his comrades that 
the choice facing the Politburo in Budapest could not have been any 
clearer. The party leadership either had “to drastically reduce living stan-
dards or try to obtain further loans through the IMF. They have chosen 
the latter.”74

Western financial institutions rewarded them for their choice. From 
1982 to 1984, the West provided Budapest with the financial bailout the So-
viets no longer could afford. The first infusion of $210 million came in 
March and April 1982 from the Bank for International Settlements (BIS), 
an institution that acted as a sort of central bank for central banks. Fekete 
used these funds to fight off the Libyan, Iraqi, and Iranian capital flight, 
and the country successfully maintained its solvency through the summer 
by the skin of its teeth. Under pressure from the IMF and Western govern-
ments, commercial banks then stepped in with a new syndicated loan in 
August to stem the tide even further.75 In December, Hungary came to 
terms with the IMF on its first short-term financing agreement, and the 
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Fund dispersed roughly $500 million from its coffers.76 With the Fund on 
board, banks’ confidence in Budapest temporarily returned in 1983, and 
when it again began to falter later that year, the IMF stepped in once again 
with a fresh infusion of $450 million in January 1984.77 When Hungary 
joined the Fund, it also joined the World Bank, which granted it over $700 
million in loans from 1982 to 1985.78 All told, Western institutions funneled 
almost $2 billion to Budapest in its moment of greatest economic need. 
While the world watched tensions between Moscow and Washington de-
scend to new lows in the early 1980s, few noticed as Western financial insti-
tutions quietly completed the first bailout of Eastern Europe and, subtly 
but fundamentally, shifted the balance of power in the Cold War.

All the while, a single question dominated Hungary’s negotiations with 
the IMF. Indeed, it would define the last decade of the communist state’s 
existence: how much austerity could the government get the Hungarian 
people to peacefully accept? The BIS, the IMF, and the World Bank re-
lieved Budapest of the most extreme austerity pressure associated with 
insolvency but did not eliminate it entirely. As with any country, the IMF’s 
primary goal in Hungary was to turn the country into a net capital  
exporter—in financial parlance, to create a current account surplus—so 
the country could begin to repay its debts, which would require the impo-
sition of domestic discipline. The essence of a relationship with the IMF, 
then, lay in striking a balance between the austerity and adjustment the 
Fund wanted and the domestic stability the government needed.

Negotiating this balance was a political process with political implica-
tions, so Hungary’s relationship with the IMF ultimately revolved around 
questions of political power. In their talks with Budapest, IMF officials 
proposed a number of ways to achieve what was, in essence, the politics of 
breaking promises: price increases, subsidy cuts, the closure of loss-
making enterprises, a reduction in the state budget deficit, and a devalua-
tion of the national currency, the forint.79 Each of these policies carried 
with it a risk of domestic unrest, and it was by this political standard that 
the Hungarian leadership decided which measures it could implement 
and which it would resist. The government “needed to think over the  
social-political implications” of each IMF demand, József Marjai, the 
deputy prime minister in charge of the Hungarian economy, told the Fund 
in 1982. The leadership “did not want to jeopardize political stability. They 
wanted to choose those policies against which social opposition was the 
least strong.”80 In Hungary’s case, this meant the government was reluctant 
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to reduce its financial support for housing, transportation, and consumer 
prices but was willing to devalue the forint, reduce business investment, 
and hold down workers’ wages.81 These measures were enough to garner 
the two short-term financing agreements from the IMF in late 1982 and 
early 1984, but they precluded agreement on a long-term arrangement that 
would have provided Budapest with larger sums.82 The Fund stood ready 
to pay Hungarian leaders to take the politics of breaking promises as far 
they wanted to go, but the leadership consistently balked at the political 
implications of economic discipline.83

Then, in the spring of 1984, Kádár rejected a continuation of the politics 
of breaking promises altogether. “Believe me,” he told the party’s Central 
Committee in April 1984, “we cannot exist with 0.5% growth in national 
income, and it cannot win the support of the masses.” In place of IMF 
austerity, he ordered a return to the 2.5–3 percent growth that had pre-
vailed in the 1970s and asked Fekete to find a way to make it happen.84 
Lucky for them, the two IMF agreements and World Bank funding had 
been enough to reestablish Hungary’s creditworthiness, and the country 
was able to return to its former borrowing ways.85 By the time 1985 dawned 
on the Danube, the good life had returned to Hungary. All that remained 
to be seen was how long global capital markets would allow it to last.

Events unfolded very differently in East Berlin, primarily because the East 
German leadership held a very different view of the IMF. Where Hungarian 
leaders saw the Fund as an important, if also problematic, source of capital, 
East German leaders saw it as nothing other than an existential threat to the 
very existence of the GDR. “To be or not to be, that was the question,” Alex-
ander Schalck wrote in his memoirs in reference to his country’s fate in the 
early 1980s. “We did not want to expose socialism to the dictates of the Inter-
national Monetary Fund.”86 Both during the Cold War and after, it was taken 
as axiomatic that East Germany was financially dependent on West Ger-
many. This dependence was real, but it was also a choice. The East German 
leadership chose to increase its reliance on Bonn in the late Cold War to 
avoid having to deal with the IMF. As in Hungary, maintaining solvency in 
the GDR required some combination of domestic austerity and foreign aid, 
and the Federal Republic’s aid was much preferable to the IMF’s because it 
came with dramatically different strings attached.87

The Fund, as we have seen, sought to impose the politics of breaking 
promises on debtor economies in order to turn them into capital exporters. 
The West Germans, by contrast, were not interested in reforming the East 
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German economy but rather in opening East Germany’s borders. Ostpo-
litik was premised on the idea that greater flows of goods, people, and in-
formation across the intra-German border would produce a more peaceful 
European continent and one day reunite the German people. Bonn there-
fore attached conditions to its aid aimed at increasing these flows across 
the German divide. The choice between the IMF and the Federal Republic 
of Germany (FRG) was a matter of determining which condition—the pol-
itics of breaking promises or more open German borders—was a bigger 
threat to the stability and legitimacy of the state. Choosing between open 
borders and breaking promises would prove to be the defining challenge of 
the GDR’s final decade.

For East German leaders, there was much not to like about the idea of 
more porous German borders. They were, after all, the ones who had built 
the Berlin Wall precisely to eliminate the border’s pores altogether. But 
they believed that breaking promises was worse. Throughout the last de-
cade of the Cold War, they would continuously choose to increase the po-
rousness of their borders in order to avoid disciplining their domestic 
social contract. That was how difficult and dangerous the challenge of 
austerity was—even the men who had built the world’s most infamous 
symbol of border security proved willing to sacrifice that security to avoid 
breaking promises at home.

In the early 1980s, the full consequences of this choice were only dimly 
felt, but they did influence the form of the West’s bailouts of East Ger-
many. While Fekete negotiated with the IMF to exchange Fund financing 
for domestic austerity in Hungary, Schalck negotiated with the FRG to 
exchange West German deutsche marks for a more porous German 
border. On orders from Honecker himself, Schalck was quick to make the 
GDR’s allergy to austerity clear. Any credit “must come without condi-
tions such as those issued by .  .  . the International Monetary Fund,” he 
told his West German interlocutor, Franz Josef Strauß, in one of their first 
meetings. The GDR had not joined the Fund, he said, precisely because 
“that would mean lowering the standard of living.” Instead, he could offer 
the FRG two concessions that would make intra-German travel margin-
ally easier and the militarized German border marginally more humane: 
West German schoolchildren would no longer have to make the min-
imum hard currency payment required to enter the GDR, and the East 
German government would dismantle the automatic shooting devices 
that barbarically populated its side of the border.88
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Strauß, the head of the West German conservative party in Bavaria and 
the country’s leading Cold Warrior, was willing to accept these paltry 
concessions in pursuit of his larger purposes of stabilizing the GDR at a 
time of rising Cold War tensions and, as he later said, getting “the GDR as 
dependent on the D-Mark as a drug addict is on heroin.”89 The result was 
two billion-mark loans (the so-called Milliardenkredite) to the GDR in 
1983 and 1984. Officially, the West Germans attached no conditions to the 
loans, but when the GDR eliminated the minimum exchange requirement 
for children in late 1983 and dismantled the last of the automatic shooting 
devices in late 1984, everyone on both sides of the Iron Curtain knew 
why.90

Eliminating a few guns along an already heavily militarized border and 
allowing children to enter the GDR for free may not sound like much in 
exchange for 2 billion deutsche marks, and in concrete terms, it certainly 
was not. But symbolically, the loans and their concessions contained im-
mense importance. First, like the Fund’s involvement in Hungary, the 
Milliardenkredite signaled to global capital markets that the GDR had a 
new and very wealthy lender of last resort, the Federal Republic. In the 
banks’ search for “stability and predictability,” few countries could match 
the West German powerhouse’s steadfast credibility, and this immedi-
ately rubbed off on East Berlin’s access to capital. Just a month after the 
announcement of the first loan, Schalck was already writing to Honecker 
that the “negotiating environment” between the East German state bank 
and foreign banks had already “relaxed.” The KoKo chief was so confident 
the billion-mark loans would alter banks’ willingness to lend to the GDR 
that he did not even use them to pay off the country’s debt, putting them 
instead on deposit in KoKo’s foreign bank accounts to save for a rainy 
day.91

As in Hungary, this return to creditworthiness on international mar-
kets allowed the GDR’s leaders to return to the politics of making prom-
ises at home. Austerity and all its challenges could once again be deferred. 
The diplomatic import of the loans was no less profound. The Milliarden-
kredite cemented the terms upon which the future inter-German relation-
ship would rest: since the GDR was resistant to exchanging financial aid 
for domestic austerity, it would instead bargain over increases in the 
movement of people across the German border.

Moscow, of course, was none too pleased. For the Kremlin, the loans 
signaled, yet again, that the West was stepping in to fill the material void 
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in Eastern Europe left by the Soviet Union’s diminishing resources.92 So-
viet leaders maintained no illusions about the political meaning of their 
ally’s growing dependence on West Germany. As the third general secre-
tary in three years, Konstantin Chernenko, told Honecker in 1984, the 
loans represented “additional financial dependence of the GDR on the 
FRG” that strengthened Bonn’s leverage over East Berlin.93 If the Federal 
Republic was now going to serve as the GDR’s financial protector, who 
knew what concessions they might one day tie to assistance.

There was a way for the Kremlin to prevent this threatening prospect: 
repeal the energy cutbacks from the early 1980s and increase them for the 
remainder of the decade. But like Brezhnev and Andropov, Chernenko 
viewed this as both materially impossible and strategically unwise. “We 
understand the significance of Soviet oil and oil products for [Comecon] 
member countries,” he told the Politburo in 1984. “Here we should help 
them, but only according to our capabilities. They are such that the max-
imum we can possibly do [for the 1986–1990 Five-Year Plan] is maintain 
supplies at the 1985 level.”94 The Kremlin therefore had its own material 
shortcomings to blame for its allies’ growing dependence on the West. It 
was Honecker who had warned Brezhnev that the oil cutbacks risked de-
stabilizing the bloc, and the bailouts of Eastern Europe were merely bloc 
leaders’ attempts to avoid that instability.

The bailouts were also a collective product of the many profound 
changes that had swept the world since the start of the decade. The tec-
tonics of the global economy and the Cold War had fundamentally shifted. 
Beginning with the second oil crisis, the onset of the Volcker Shock, and 
the Soviet invasion of Afghanistan in 1979, a conjuncture of events around 
the world had conspired to produce dramatic changes in world energy 
and capital markets that had, in turn, directly affected the material and 
ideological balance of power in the Cold War. The potent combination of 
the Volcker Shock and the Reagan financial buildup had at once deprived 
the world of capital and unbound the United States from material limits. 
Ronald Reagan had begun to plumb these newfound material depths to 
produce a military buildup the Soviet Union would find difficult to match. 
Unfolding side by side, the Polish Crisis and the Thatcher revolution had 
demonstrated that democratic capitalism could produce a stronger and 
more legitimate state than socialist authoritarianism in the era of breaking 
promises. Reagan and Thatcher had introduced the language of neoliberal 
self-reliance to make an ideological virtue out of government-imposed 
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discipline. And Western policy makers had skillfully managed the capi-
talist perestroika to unwind the economic interdependence of the 1970s 
and replace it with a world in which Western creditors—be they the IMF, 
the US Treasury, or the Federal Republic of Germany—held exorbitant 
leverage over the many debtor nations of the Global South and the Com-
munist Bloc.

All the while, the Soviet Union was supposed to be the material and 
ideological fount of opposition to this worldwide turn toward breaking 
promises. Resisting capitalism’s disciplinary pressures had been its founding 
mission and remained its raison d’être. But its own material failings, in 
energy and agriculture above all, had deprived it of the resources required 
to mount an effective resistance, and its ideology of socialist authoritari-
anism had left it responsible for the promise to control every aspect of the 
state, economy, and society. The crisis in Poland had exposed the dangers 
of trying to break promises in a dictatorship of the proletariat, particu-
larly when the proletarians themselves no longer believed they had any 
say in the dictatorship. The decade-long fall in global energy prices that 
began in 1980 was compounding the Kremlin’s domestic energy problems 
and had left Soviet leaders with brutally hard choices between funding 
their allies, the military, or their own people. The financial crises in Po-
land, Hungary, and East Germany had made the limits of Moscow’s sup-
port for its allies in Europe clear but had left the Soviet choice between 
guns and butter untouched. As the Kremlin cycled through three aged 
general secretaries in Brezhnev, Andropov, and Chernenko, the Soviet 
Union’s response to the new era of breaking promises remained on hold. 
It would fall to their successor, a young party secretary from the Soviet 
countryside named Mikhail Gorbachev, to chart a new path. On the eve of 
his election on March 10, 1985, not even Gorbachev himself knew where 
this new path would lead. All he did know was what he told his wife that 
night as he waited to become the leader of the worldwide socialist van-
guard: “We just can’t go on living like this.”95
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FOR MUCH OF his adult life, Abel Aganbe-
gian lived on the edge of polite society in the Soviet Union. After  
becoming the leader of the Novosibirsk Institute of Economics and Indus-
trial Organization in Siberia in 1964, he had used his sharp mind and pro-
lific pen to push his higher-ups in Moscow to reform the Soviet economic 
system. Two thousand miles away from the capital, Aganbegian turned 
the Novosibirsk Institute into a hothouse of economic ideas subversive to 
the Marxist-Leninist traditions that dominated official thinking. By the 
early 1980s, however, he had little to show for his efforts besides a series of 
run-ins with party conservatives who beat back his calls for change at 
every turn.1

In 1985, the rise of Mikhail Gorbachev transformed his fate. The new 
general secretary brought Aganbegian in from the cold, and by the late 
1980s, Aganbegian had become one of the leading advocates of the reform 
project that had set the world ablaze—perestroika. On both sides of the Iron 
Curtain, people eagerly wanted to know what, exactly, perestroika was, and 
it fell to advisors like Aganbegian to provide an answer. In his 1989 book, 
Moving the Mountain, he did just that. “The central problem of the new eco-
nomic system,” he wrote, was “to make people care about the results of their 
work” and “to inculcate .  .  . feelings of personal responsibility.” Over the 
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The Socialist Perestroika
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seventy years of its existence, the Soviet Union had failed to develop “an ef-
fective system of individual incentive and responsibility,” and the ultimate 
task of perestroika was to create one. If this sounded like a goal worthy of 
Ronald Reagan or Margaret Thatcher, the parallel to the capitalist experi-
ence was not lost on Aganbegian. “If I were asked my opinion of the new 
policies of the Conservative government [in the United Kingdom], often 
labelled Thatcherism,” he wrote, “I would generally have to give them 
quite high marks.” Aganbegian believed that Thatcher had undertaken the 
“reconstruction, the perestroika, so to speak, of Britain’s economy,” so there 
were similarities between her predicament in London and the Soviets’ own 
trials and travails in Moscow.2

Gorbachev shared his advisor’s understanding of the parallels between 
the capitalist and the communist challenges in the 1980s, and so too does 
this chapter. Perestroika was an ideology of economic discipline that 
aimed to achieve a renewal of economic growth by implementing painful 
domestic reforms. In seeking to launch an economic boom by signifi-
cantly reducing the state’s role in the Soviet economy and society, pere-
stroika was, in fact, a socialist version of supply-side economics. Perestroika 
aimed to discipline the postwar Soviet social contract of full employ-
ment, stable prices, and heavy state subsidy and intervention in the 
economy.3 It was, in short, the socialist form of the politics of breaking  
promises.

Despite its architects’ aspirations, however, perestroika failed miserably 
because Soviet leaders failed to accomplish the task at the heart of their 
new ideology: to carry out painful economic reforms. Though they recog-
nized the economic need for discipline, Soviet leaders consistently shied 
away from imposing disciplinary policies like price increases, bankrupt-
cies, and unemployment because they feared the domestic political back-
lash.4 Gorbachev tried both to build popular support for the difficulties of 
economic reform by democratizing the Soviet political system, and he 
tried to reform communist ideology to account for a more coercive social 
contract, but he soon found himself unable to transgress the popular will 
and ideological legacy of Marxism-Leninism. Unlike Reagan and Thatcher, 
he had no easy recourse to an ideological tradition of liberalism that prized 
individualism and made a virtue out of economic discipline. The result was 
an economy that was anything but disciplinary: in the four short years 
between Gorbachev’s accession to power in 1985 and the revolutionary 
events of 1989–1990, the Soviet economy spiraled into inflationary chaos 
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that left the Soviet leadership wildly unpopular at home and dangerously 
dependent on capital from abroad.

This descent into dependence played an important role in the end of the 
Cold War because it significantly weakened the Soviet Union’s ability to 
project power and influence around the world. As Gorbachev sought to 
break promises at home, he also aimed to do so abroad. As we have seen, by 
the early 1980s, the Soviet Union’s material burden of its allies and the arms 
race had become too much to bear, and the new general secretary began an 
urgent search for relief from both. The result was his “new thinking” in 
Soviet foreign policy and a series of developments that shocked the world: 
the explicit repeal of the Brezhnev Doctrine in Eastern Europe, a diplo-
matic campaign to rid the world of all nuclear weapons, the signing of the 
Intermediate-Range Nuclear Forces (INF) Treaty, and the unilateral with-
drawal of Soviet armed forces from the European continent. By the time 
revolutionary upheaval shook the world in 1989, the Soviet Union was on 
the verge of bankruptcy, and this dramatically curtailed the Kremlin’s 
ability to slow or stop the changes unfolding in Europe.

◆  ◆  ◆

The aspiration to reform the Soviet economy did not begin 
with Gorbachev. As far back as the mid-1960s, Soviet premier Alexei Ko-
sygin had introduced a series of economic reforms aimed at decreasing 
government intervention in the economy; increasing enterprise indepen-
dence, output, and profitability; and incentivizing workers to be more 
productive by linking wages to performance. These reforms were met with 
a wave of resistance from the party and government bureaucracy, and by 
the end of the decade, they disappeared into the belly of state administra-
tion. General Secretary Leonid Brezhnev did his part to bury Kosygin’s 
efforts, and he spent his decade and a half at the helm of the Soviet Union 
using bureaucratic platitudes and the 1970s oil wealth to smother all at-
tempts to reform the Soviet economy along more disciplinary lines.5

Only the conjuncture of the economic crisis of the early 1980s and 
Brezhnev’s death in November 1982 reopened the door to meaningful  
economic reform. As in capitalist countries, deteriorating economic per-
formance led to a broad-based search for “new thinking” in economics 
and politics, and many of the ideas Gorbachev would advocate in the late 
1980s had begun to be discussed at the highest levels of the party and gov-
ernment early in the decade.
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The essence of reform lay in putting the country on a path toward in-
tensive economic growth: the production of more output with fewer in-
puts through increases in productivity. The Soviet economy had been 
built on a model of extensive growth—the addition of increasing quanti-
ties of land, labor, and capital to economic production to yield increasing 
amounts of finished products—but as growth of those inputs slowed in 
the late 1970s and early 1980s, the challenge facing Soviet economic plan-
ners became one of designing an economy that grew because of efficiency 
rather than resources. Though Soviet planners were loath to recognize it 
publicly, they understood that intensive growth would inevitably require 
coercing Soviet workers and enterprises into being more productive. As 
Aganbegian eventually wrote, the country had “not found the mechanism 
to ensure that people would be highly motivated in socialist conditions.”6 
Putting the country on a path of intensive growth would require finding 
such a mechanism.

Capitalism had four extremely powerful stimuli that motivated workers 
and corporations to care about their output: private profit, corporate bank-
ruptcy, wage inequality, and unemployment. The power of these stimuli 
was communicated in the economy through a system of flexible, market-
based prices. Everything under capitalism—land, labor, and capital—had a 
price that, for the most part, responded to changes in supply and demand. 
Most importantly, when the price of something like oil, labor, or credit 
went up, economic actors had an incentive to use less of it, so flexible prices 
drove efficiency.7

These four stimuli and the flexible price system that mediated them 
were the foundations of capitalist economies, but they had traditionally 
been viewed as anathema to communist theory and practice. Commu-
nists had considered private profit, corporate bankruptcy, severe wage in-
equality, and working-class unemployment to be the foundations of 
capitalist exploitation and had effectively banished them from their soci-
eties. Communist states confiscated most enterprise profits, supported 
loss-making enterprises to prevent them from going bankrupt, leveled out 
wages between low-performing and high-performing workers, and guar-
anteed every citizen the right to employment. Rather than letting prices 
change in response to supply and demand, communist governments fixed 
them to rid their economies of what they saw as capitalism’s chronic ten-
dency toward instability and crisis. In short, none of the stimuli that drove 
capitalist growth and efficiency were present in communist economies 
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because the foundational promise of communism had been to protect 
workers from the exploitation of the capitalist system.

Soviet reformers decided that these stimuli would have to reintroduced, 
and the 1980s saw a series of progressively more radical attempts to do so. 
These solutions first began to form under the leadership of Gorbachev’s 
mentor within the party, Yuri Andropov.8 Upon assuming the post of gen-
eral secretary in the wake of Brezhnev’s death, Andropov made improving 
the economy his top priority. Fitting his mold as the former head of the 
KGB, he first sought to fix the economic morass through discipline of a 
traditional, top-down Soviet variety—more severe penalties for worker 
absenteeism and drunkenness, greater punishments for criminality, and a 
campaign to rid the party of waste and corruption.9 Even as Andropov 
imposed traditional solutions, however, he also authorized Gorbachev, a 
rising star in the Politburo, and Nikolai Ryzhkov, a young party policy 
maker who would serve as Gorbachev’s prime minister, to undertake a 
comprehensive review of the country’s economic problems and seek out 
new solutions from its top economists.10

The first reform they considered was one that had haunted communist 
governments throughout their existence and would haunt perestroika as 
well: price increases. By 1982, the party and government bureaucracy had 
readied a set of price increases for the general secretary’s authorization, 
and with Brezhnev’s death, it fell to Andropov to make the decision. 
Though Gorbachev and Ryzhkov recognized the economic reasons for 
pursing the increases, they counseled Andropov to refrain from moving 
ahead because of the fraught politics that price increases would entail. 
Like their counterparts in Warsaw, Budapest, and East Berlin, they feared 
potential unrest, and on their recommendation, Andropov canceled the 
price-increase plan.11 It was but the first in a long string of moments in the 
1980s when the Soviet leadership would shy away from disciplinary re-
forms because of their potential political effects.

The same held true for three other foundational reforms: enterprise au-
tonomy, labor force “rationalization,” and social spending. These were the 
communist ways of referencing profit, bankruptcy, unemployment, and 
welfare, and during Andropov’s time, Soviet officials began to discuss 
them with increasing frequency and urgency. The party’s 1983 economic 
program committed the government to doubling the economy’s produc-
tivity over the next two decades and expanding “the economic autonomy 
of associations and enterprises” to “improve production efficiency and 
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quality of labor.”12 A year later, an economic strategy document prepared 
for Gorbachev and Ryzhkov encouraged the creation of incentives for en-
terprises to carry out “production tasks with a smaller number of workers.”13 
By one estimate, fifteen to twenty million surplus workers were weighing 
down a bloated economy, and they would have to be squeezed out of the 
production process if the country was to begin to grow intensively.14

Production with fewer workers would, in turn, require each remaining 
worker to work harder and more productively. When discussing ways to 
motivate the workforce, Soviet officials sounded like their ostensible neo-
liberal enemies on the other side of the Iron Curtain. “Socialism is not 
collective philanthropy,” a senior Gosplan economist wrote to Gorbachev 
in early 1984. “The view is becoming more and more common among 
economists,” he continued, that the “free provision of goods” like housing, 
education, and health care “weakens incentives to work.” Instead of giving 
these benefits to workers for free, economists now contended that any 
“able-bodied person in a socialist society should earn any good through 
their work.”15 Ronald Reagan or Margaret Thatcher could not have stated 
their own views about postwar capitalist societies any better.

Revising the social contract, however, was ideologically and politically 
difficult, so Andropov moved slowly in implementing fundamental changes. 
He authorized a limited number of enterprises to experiment with indepen-
dence from the state plan and “self-financing” (i.e., operating without subsi-
dies from the state). Their initial performance under these new conditions 
was good—productivity went up and costs went down—but the health of the 
Soviet leadership hindered further reform. Just fifteen months after he took 
office, Andropov died in February 1984 and was replaced by a bastion of the 
country’s old guard, Konstantin Chernenko. Even older than Andropov and 
ill from the moment he took office, Chernenko lasted just thirteen months in 
office before dying in March 1985. Though Gorbachev, Ryzhkov, and their 
reformist allies were able to continue a modicum of work under Chernenko’s 
infirmed watch, they could not contemplate reforms of the entire system.16

Gorbachev’s accession to general secretary was meant to change this. 
Party leaders chose him over older, more conservative options precisely 
because they wanted to break from the static course set by Brezhnev.17 His 
election was the first act of Soviet “new thinking,” as the leadership 
searched for new ways out of their old domestic and international predic-
aments. “It seems as if we’ve got a leader at last!” Defense Minister Sergei 
Sokolov raved to Chief of the General Staff Sergei Akhromeev shortly 
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after Gorbachev’s rise.18 Both men would later have substantial problems 
with their new leader, but for the moment, they embraced him as a symbol 
of long-overdue change. For his part, Gorbachev was firm in his convic-
tion that change would come, but he harbored no radical or specific 
agenda for bringing it about.19 His opinion of the country’s past three ge-
riatric leaders was so dim that he assumed his mere presence atop the So-
viet hierarchy and some tinkering around the edges of the system would 
launch the country to new heights.20

Over his first two years in office, he began to use two words, uskorenie 
(acceleration) and perestroika (restructuring), to signal the broad outlines 
of his agenda. He filled in that agenda with a series of measures to increase 
investment, make workers’ wages more responsive to the quality of their 
work, and increase the quality of Soviet products through stricter govern-
ment oversight. None of these moves were radical, and none were effec-
tive. It is easy, in retrospect, to associate Gorbachev with the fundamental 
change of his later years, but through the end of 1986, he did little on the 
domestic front to dismantle the system he inherited.21

Instead, three developments during Gorbachev’s first eighteen months in 
office—one very traditional discipline campaign and two events completely 
out of his control—dramatically altered the fiscal and financial health of the 
Soviet Union and forced the leadership to reach for radical solutions by late 
1986. First, the most consequential policy of Gorbachev’s early tenure was 
his failed anti-alcohol campaign, which began in May 1985. This was, as one 
author has written, “a full-fledged disciplinary campaign of the old style” 
that sought to increase workers’ productivity by decreasing their access to 
the bottle.22 Though it failed to prevent Soviet citizens from drinking (the 
black-market liquor business boomed), it did open a gaping hole in the state 
budget by causing tax revenue from alcohol sales to plummet.

Then, in late 1985, the world price of oil collapsed. By March 1986, it was 
two-thirds lower than the previous autumn. This led to a 9 billion ruble 
drop in Moscow’s export earnings in the first half of 1986 and added 4 bil-
lion dollars to the country’s foreign debt.23 Ryzhkov, now prime minister 
in charge of the economy, diverted oil from the domestic to the world 
market to stem the government’s losses, but this left less energy for do-
mestic production and prohibited the import of Western consumer goods 
to incentivize Soviet workers to work more productively.24

Then, on April 26, 1986, the no. 4 light-water nuclear reactor at the 
Chernobyl nuclear power plant in Ukraine exploded, leading to the worst 
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peacetime nuclear disaster in world history. Chernobyl was a catastrophe 
of many dimensions—human, ecological, and ideological—but its eco-
nomic impact on the Soviet state was profound. A little more than a 
month after the accident, the costs were already calculated at 3 billion ru-
bles, and they would only escalate over time.25

With the setbacks compounding, Gorbachev and his Politburo com-
rades sounded by the fall of 1986 like they were overseeing an escalating 
crisis, not a budding revolution. On October 30, the general secretary told 
his colleagues that the country had lost 13 billion rubles in 1985 from the 
fall of energy export prices. In the past two years, he continued, imports 
had declined from 24 to 13 billion rubles. “Never before in the history of 
the country has this happened,” he rued. Yegor Ligachev, who would soon 
lead the conservative resistance to Gorbachev, could only agree. “The fi-
nancial economy of the country is in a very difficult situation, to say the 
least,” he said. Gorbachev blamed the crisis on the fact that there was 
“more money than goods in the country,” leaving people with a “weak-
ened interest in work.” The entire point of economic reform efforts since 
the early 1980s had been to motivate Soviet workers, but circumstances 
had now conspired to make them the least motivated workforce in the 
country’s history. “The situation has us by the throat,” he concluded.

At this moment of crisis, Gorbachev professed convictions to his com-
rades that would come to define his entire foreign and domestic policy. 
First, with regard to perestroika, he said that “the main thing is do not re-
treat, do not waver, no matter how difficult” the tasks might be. Where 
others may have turned back, he was committed to pressing onward. As 
domestic reform deepened, he believed the country needed to return to 
economic health by paring down its international commitments. “We must 
be extremely careful in matters of assistance to other countries,” he said. 
There should be “no promises to anyone.” Military spending was also too 
high and was crippling the domestic economy. “The peculiarity of this five-
year plan is that it is necessary to combine ‘both guns and butter.’ It is dif-
ficult, very difficult,” he said.26 Before military spending could be cut back, 
Gorbachev knew he would have to ease the tensions of the Cold War.

◆  ◆  ◆

“Perestroika,” Gorbachev wrote in his memoirs, “would have 
been impossible without . . . the creation of propitious international con-
ditions.”27 From his first day in office, he held to this fundamental view. 
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His foreign policy was meant to serve his domestic plans, which required 
a de-escalation of the Cold War, a scaling back of the nuclear arms race, 
and a retreat from the burdens of empire. He was not alone in holding 
such convictions. Important elements of the party, foreign policy, and 
military elite perceived a growing divergence between capitalist and com-
munist capabilities, and they welcomed Gorbachev’s efforts to relieve the 
country of these burdens.28

The events of the first half of the 1980s had definitively altered the balance 
of power between the Soviet Union and the United States. The potent combi-
nation of the Volcker Shock, the Reagan financial and military buildups, and 
the fall in Soviet oil production and world oil prices had created two blocs of 
vastly different material capabilities and economic outlooks. Reagan had 
found a way to eliminate the choice between guns and butter for the United 
States by borrowing on a massive scale from foreigners, and some Soviet of-
ficials concluded that the limitless material capabilities of the United States 
would strengthen the Reagan administration’s negotiating position on arms 
control. “It can be assumed,” a 1987 report from the influential United States 
and Canada Institute concluded, “that cost-saving considerations will not be 
a factor in the coming years that would significantly affect the current posi-
tion of the US leadership in the field of arms limitation.”29

For the Soviets, by contrast, cost-saving considerations were the entire 
basis of their push for arms control. Moscow could, and did, borrow on 
international capital markets, but no country, let alone the leading anti-
capitalist state in the world, could match the advantage the United States 
derived from its position at the heart of global capitalist finance. If the 
Kremlin wanted to match Washington by devoting even more resources 
to its already massive military-industrial complex, it would have to take 
resources away from investment in its civilian economy and the standard 
of living of the Soviet people.

From these structural considerations, Gorbachev formulated the foun-
dational goal of his foreign policy: to prevent a new stage of the nuclear 
arms race. Gorbachev regularly talked about the importance of “the 
human factor” in his superpower diplomacy with Reagan, and scholars 
have generally followed his lead to argue that the personal relationship 
between the two leaders was essential to producing the nuclear arms con-
trol agreements of the last years of the Cold War.30 But while there is no 
doubt that the warm working relationship between the two leaders was 
important, the archival record makes it clear that all the breakthroughs  

 EBSCOhost - printed on 2/8/2023 2:38 PM via . All use subject to https://www.ebsco.com/terms-of-use



178  T H E  E N D  O F  T H E  C O L D  W A R

in arms control in the late 1980s derived from Soviet concessions that 
stemmed from the Kremlin’s desire to ease the military burden on the 
economy. “We are at the limits of our capabilities,” Gorbachev told the 
Politburo in October 1986.31 Therefore, “the most important task” was “to 
derail a new phase of the arms race.” If a new stage began, it would be “a 
loss everywhere,” especially in the “wearing down of our economy. And 
this is unacceptable. If they impose a second stage of the [arms] race, we 
will lose!”32 With a new team of foreign policy advisors, including Geor-
gian reformer Eduard Shevardnadze as foreign minister, Gorbachev pur-
sued nuclear arms control from his first day in office with tactical 
brilliance, ideological innovation, and a great deal of rhetorical flourish.

It began in Geneva, Switzerland. In November 1985, Reagan and Gor-
bachev converged on an eighteenth-century chateau on the shores of Lake 
Geneva to size each other up and present their first proposals. In what would 
become a recurring (and increasingly untenable) theme of his public diplo-
macy, Gorbachev stridently denied that the Soviet economy was in any se-
rious trouble and rejected the idea that Reagan’s military buildup could force 
the Soviet Union to capitulate. Both sides agreed that strategic nuclear 
weapons should be dramatically reduced, but Gorbachev irritably told the 
president he would never agree to reduce the Soviet Union’s defenses as long 
as Reagan pursued his Strategic Defense Initiative (SDI). The next day, 
Reagan made a formal proposal to reduce each side’s offensive nuclear stock-
pile by 50 percent and cut back both sides’ capabilities in other categories of 
weapons as well. Gorbachev assented, but only if Reagan committed to 
abandon SDI. Reagan would not, so the conference ended short on results.33

If personal diplomacy was not enough to persuade Reagan, perhaps 
bold public proposals would pressure him into a deal. On the advice of the 
chief of the Soviet General Staff, Sergei Akhromeev, Gorbachev announced 
in January 1986 a proposal to eliminate all nuclear weapons by the year 
2000. The plan grabbed global headlines, but the Reagan administration 
rejected it because it failed their long-standing litmus tests in disarma-
ment talks: it said nothing of the massive Soviet advantage in conven-
tional military forces in Europe, it failed to independently address the 
intermediate-range nuclear missiles the Soviets had deployed in Europe 
since the late 1970s, and it continued to insist that the British and French 
nuclear arsenals be included in the mutual reductions. These had all long 
been nonstarters for the American side, and they had held up arms nego-
tiations since the early 1980s.
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Desperate for progress, Gorbachev gave ground. Over the spring and 
summer of 1986, as the oil price collapsed, alcohol tax revenues evapo-
rated, and Chernobyl demonstrated the costs and consequences of nuclear 
fallout, the general secretary matched the drama of his public call for 
complete nuclear abolition with a series of specific concessions. The 
British and French arsenals would not have to be included, he told the 
Americans. Conventional forces could be considered as part of a general 
reduction and balancing of the two blocs’ armed forces. Most important 
of all, laboratory research on SDI could continue, as long as the Ameri-
cans renounced external testing and deployment.34 For Gorbachev, the 
reasoning behind these moves was clear. “If we don’t back down on some 
specific, maybe even important issues, if we won’t budge from the posi-
tions we’ve held for a long time, we will lose in the end,” he told the Polit-
buro, “We will be drawn into an arms race that we cannot manage. We 
will lose, because right now we are already at the end of our tether.”35

The trail of concessions led to Reykjavik, Iceland, where Gorbachev 
and Reagan held their second summit in October 1986. Before leaving 
Moscow, Gorbachev sketched out his strategy to the Politburo: “The 
United States is interested in keeping the negotiations machine running 
idle, while the arms race overloads our economy. Therefore, we need a 
breakthrough.”36 He flew to Iceland with a bold proposal to immediately 
halve both sides’ strategic nuclear weapons and remove all intermediate-
range missiles from Europe. The Americans were elated at the extent of 
the concessions. Over the next two days, the two sides approached the 
precipice of an agreement to eliminate all their nuclear weapons over the 
next ten years, but it foundered once again on SDI. Reagan could not bring 
himself to permanently cede the right to deploy the system, and Gor-
bachev was unwilling to sign away all the Soviet Union’s nuclear weapons 
without such an assurance.37 The two sides left Iceland stunned at how 
close they had come to agreement and acrimonious about the mutually 
perceived absurdities that had kept them apart.

Three weeks later, the Politburo gathered for their October 30 meeting 
where all agreed that the economy was “in a dire position” and lamented 
“the necessity to combine both ‘guns and butter.’”38 Reykjavik had now 
taught them that if they wanted to escape the burden of guns in order to 
produce more butter, they would have to make more concessions abroad 
in the years to come.

◆  ◆  ◆
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As he moved to end the arms race with the United States, Gor-
bachev looked to shed the weight of the Soviet Union’s empire in Eastern 
Europe as well. The subsidized energy deliveries that had caused so much 
quiet consternation between Moscow and its allies since 1973 made Gor-
bachev’s blood boil. As he told the Politburo on August 14, 1986, the Soviet 
Union’s imperial role left the country “harnessed into slave labor,” ex-
tracting raw materials and supplying them to other countries.39 The clearest 
solution was simple: jettison the rolling price system and settle trade within 
Comecon in hard currencies at world market prices. But every Soviet leader 
since the 1970s had known that doing so was sure to bring about the col-
lapse of their empire and influence in Eastern Europe. The poor quality of 
Eastern European products would be immediately exposed, and the rela-
tive price of Soviet oil would increase dramatically, destroying the econo-
mies of all the Soviet satellites. Forcing bloc countries “to pay in hard 
currency,” Gorbachev recognized, “would be catastrophic for them.”40

Nevertheless, new thinking about Moscow’s role in the Socialist Bloc 
was necessary. As with other areas of his policy, Gorbachev’s new thinking 
for Eastern Europe partially stemmed from his genuine belief in the pri-
macy of “shared human interests” over “class interests,” his respect for 
human rights, and his general aversion to the old, violent methods of So-
viet governance. But the cornerstones of his new policy derived not from 
the inclinations of idealism but from the realities of economics: Moscow 
would gradually campaign to move the bloc toward mutually beneficial 
trade, and it would provide no further economic aid under any circum-
stances. Most of all, it would officially repeal the Brezhnev Doctrine and 
respect the sovereignty of bloc countries because it could no longer bear 
the burden of empire.

Gorbachev wasted little time in signaling to his allies that change was 
coming. At his first meeting of the Political Consultative Committee, the 
Warsaw Pact’s highest governing body, in October 1985, he said to his al-
lies, “The possibilities of the Soviet Union supplying raw materials in ex-
change for finished products from other countries are exhausted.” Going 
forward, the Soviet leadership would meet its economic “obligations” but 
would also aim for “balanced foreign trade” in the bloc.41 In place of sub-
sidized commodity exchange, mutually beneficial economic integration 
was the only way forward.

As with every other area of policy, the drop in oil prices in late 1985 made 
this transition more difficult. Just as the five-year average made the 
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intrabloc oil price rise more slowly than the world price when oil prices were 
rising, it now slowed its fall as well. At nominal prices, this increased the 
value of Eastern Europe to the Soviet Union by making oil exports to the 
bloc more valuable than exports to the world market. But real prices told a 
different story. The average selling price of a Soviet barrel of oil within the 
bloc in 1987 was twenty-two rubles per barrel. At the official dollar/ruble 
exchange rate, this valued the oil at thirty-two dollars a barrel, 74 percent 
higher than the world market price. But because the world valued the ruble 
much less than the Soviet Union did, the actual dollar/ruble exchange rate 
was much lower than the official exchange rate, and thus the price of the oil 
was much lower as well. At the market dollar/ruble exchange rate of sixty 
cents to a ruble, Soviet oil was only twelve dollars a barrel—quite a bargain 
compared to the world market price of seventeen dollars. As prices stayed 
low in the late 1980s, the Comecon price kept dropping too, reaching 
roughly ten dollars a barrel in 1988 at market exchange rates.42 The declining 
price at the official exchange rate meant the Soviet Union fell into annual 
trade deficits with its allies in the late 1980s. These deficits, rather absurdly, 
put pressure on Soviet officials to increase exports to the bloc, even as every 
communist official knew the Soviet Union was already providing more re-
sources to the bloc than they ever would at world market prices. A switch to 
hard currency trade would have solved this problem, but Soviet officials 
were all too aware of the dire political consequences of such a move.

Needless to say, the Soviet leadership took no pleasure in these perverse 
dynamics, and in 1986 they began to vent their frustration. In August, 
Gorbachev told his colleagues that they had “lost their way” in economic 
relations with the bloc and “now had to clean up this mess.”43 Hanging like 
dark clouds over their considerations were the bloc’s debt problems with 
the West. As the Poles worked to join the IMF in the summer of 1986, 
Gorbachev sensed danger but felt powerless to stop it. “If we don’t hold 
Poland, then we can’t keep the GDR,” he told the Politburo. “We grumble 
about the Poles’ relationship with the IMF. But what can they do? The debt 
is $30 billion.”44 By October, Ryzhkov was worried but resigned to inac-
tion. The bloc was “crawling to the West—into a trap.” In Poland, “ev-
eryone can see what has happened there. Hungary is now on the brink. 
Bulgaria stopped in front of a precipice. Saved by us.” The Soviet Union 
was offering “a way out—their integration,” he said, but “they do not want 
it.” They just wanted “electronics” and “delicacies” from the West, while 
“we keep supporting them with coal, oil, [and] metal.”45
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These economic dynamics led directly to new thinking in politics. In 
1986 Gorbachev began to advocate letting the bloc countries deal with 
their problems themselves, no matter the political consequences. In July, 
he told the Politburo, “What went on before could not continue. The 
methods that were used in Czechoslovakia [in 1968] and Hungary [in 1956] 
now are no good; they will not work!” The economy was now “the most 
important” factor. The Soviets’ influence could “only be ideological, only 
through example! Everything else is an illusion.” They could no longer use 
“administrative methods of leadership” because “this kind of ‘leadership’ 
. . . would mean carrying them on our back.”46

Lightening the imperial load became the main theme of a meeting of 
the heads of state of the Comecon countries in Moscow on November 10–
11, 1986. Gorbachev arrived ready to scold his allies for relying on Western 
credit for economic growth. “It was false,” he said, “to think that our coun-
tries’ problems could be solved through the widespread use of loans and 
technology” from the West.47 “We lived on credit,” he told the assembled 
leaders. “In the last ten to fifteen years, consumption has grown faster than 
labor productivity in many countries, which means that [national] income 
has simply been ‘eaten up.’” He recognized the importance of “the social 
sphere” in communist societies that had, after all, been “created in the in-
terests of the workers.” But socialism could not continue to promise more 
than it could actually deliver. The problem with living on credit, he told his 
colleagues, was that “sooner or later one must pay for it.”48

Gorbachev now told his comrades that Moscow would not cover the 
debt bill when it came due. He discussed the Soviet burden in detail. The 
expenditure required “to maintain the military-strategic balance with im-
perialism” was “not small,” and “nine tenths of it was covered by the So-
viet Union.” In the area of energy and raw materials, “Soviet deliveries . . . 
almost entirely fulfill the needs of the brother countries.” The imperial 
burden of arms, energy, and aid limited “the possibilities for solving social 
problems and raising the standard of living” within the Soviet Union.49 At 
the height of the Polish Crisis, Andropov had concluded that Soviet 
leaders needed to be concerned with their own country’s development 
above all others. Gorbachev was now putting his mentor’s principle into 
practice.

The burden of economics demanded a new form of politics. Gorbachev 
informed his comrades that the Soviet Politburo had decided to put “the 
entire system of political relations between the socialist countries on the 
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foundation of equality and mutual benefit.” From now on, the “indispens-
able principles” of relations among socialist countries would be “the inde-
pendence of each party, their right to sovereign decision-making about 
problems of development in their own country, and their responsibility to 
their own people.” Most importantly, no country would now “claim a spe-
cial role in the socialist community.”50

After already dying in practice in Poland, the Brezhnev Doctrine was 
now dead in principle too. Describing the meeting to the Politburo in the 
days that followed, Gorbachev told the group that he had “opened the way 
for the radical reconstruction of collaboration within the community. Ev-
erything will be based on self-reliance.”51 The days of intervening abroad 
to protect socialism were over, and this was profoundly within the Soviet 
Union’s self-interest. “We need this,” he said two months later. “It is in our 
interest not to be loaded down with responsibility for what is happening, 
or could happen, there.”52

When and why the Brezhnev Doctrine was repealed has important im-
plications. Contrary to those who argue that its repeal stemmed from 
Gorbachev’s unique commitment to self-determination, democracy, non-
violence, and human rights, it is clear that the decision was the culmina-
tion of a long-running campaign by the collective Soviet leadership to 
shed the material burden of empire.53 A policy of nonintervention in the 
Eastern Bloc conformed to Gorbachev’s idealistic plans for glasnost and 
perestroika within the Soviet Union, but it also aligned with the economi-
cally driven understanding of Soviet national interests that had coalesced 
within the Soviet leadership since the oil crisis of 1973. In fact, combined 
with Andropov’s decision to foreclose the possibility of military interven-
tion in Poland in 1981, it is possible to conclude that for economic reasons 
alone, most Soviet leaders in Gorbachev’s position would have withdrawn 
the Soviet Union from its responsibility to “protect” socialism by the mid-
1980s.54 Scholars have long assumed that without Gorbachev’s exceptional 
view of the world, the revolutions of 1989 would not have been possible 
because the Soviet Union would have intervened to stop them.55 This has 
it backward. By the mid-1980s, it was the policy of intervention in Eastern 
Europe, rather than nonintervention, that was difficult for Soviet leaders 
to justify. Completing the work his predecessors had started, Gorbachev 
withdrew the Soviet Union from its leading role within the Socialist  
Bloc to focus on improving the material prosperity of Soviet citizens  
at home.
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The same held true for the war in Afghanistan. Gorbachev made ending 
the war an early priority and received the support of party conservatives 
and the armed forces. In the fall of 1985, he called for a speedy withdrawal 
of Soviet forces within the Politburo and heard no objection from Defense 
Minister Sokolov, who had led the Soviet invasion, or Andrei Gromyko, 
who had been one of the invasion’s original advocates. By 1986, with-
drawal had become a consensus issue within the leadership. In June, when 
the Politburo agreed to withdraw 8,000 troops from the conflict, it was 
Gromyko declaring, “This is not our war,” and Gorbachev maintaining 
that “the result must not look like a shameful defeat.” The leadership dis-
cussed plans to pull Soviet troops out of Afghanistan over the next two 
years, and in assenting to withdrawal, Gromyko admitted the initial inva-
sion had been a mistake. The entire leadership now agreed that the war 
had become an unwinnable drain on Soviet resources and the armed 
forces needed to come home.56

◆  ◆  ◆

The troops came home to a financial crisis that was acceler-
ating without relent. The budget deficit reached 6.2 percent of GDP in 
1986, funded entirely by “borrowing” from Soviet citizens’ savings at the 
Soviet state bank.57 In reality, this meant printing rubles and monetizing 
the deficit—a surefire recipe for inflation and, in the Soviet system of fixed 
prices, widespread shortages of basic goods. By the spring of 1987, the fi-
nance minister was informing the Politburo that the country’s financial 
situation had “reached the point of crisis.” State budget losses from the 
decline in alcohol sales and the oil price now totaled 30 billion rubles, and 
state subsidies for food would soon reach 100 billion rubles.58 The govern-
ment paid nearly one-third of the cost of every loaf of bread, over half the 
cost of every gallon of milk, 40 percent of the cost of butter, and 70 percent 
of the cost of every kilogram of beef.59

The state’s promises to consumers were only one side of the coin. Its 
promises to producers—the vast network of state enterprises, collective 
farms, and the military-industrial complex—were the other. Gorbachev 
drew the Politburo’s attention here. “For the last fifteen years, 25–30% of 
enterprises have not been meeting their income targets. And yet they con-
tinue to ‘work’ at the expense of the state.”60 The Soviet state’s unwilling-
ness to push unprofitable enterprises into bankruptcy and its guarantee of 
full employment meant few workers were ever fired. Enterprises “are 
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going bankrupt,” Politburo member Vitalii Vorotnikov reiterated, “and 
the state is taking them on its back and keeping them afloat.”61

The Soviet state was now in fiscal and financial crisis, and Gorbachev 
sought refuge in radicalism. “There is no alternative to perestroika!” he 
would often tell his comrades, in words that echoed Margaret Thatcher.62 
In the first half of 1987, he explicitly transformed perestroika into a cam-
paign of “radical reform” for the economy. The reform rested on a corner-
stone that was only vaguely hinted at because of its social, political, and 
ideological implications: breaking promises. By breaking the Soviet state’s 
promises to the country’s consumers, workers, and producers, Gorbachev 
hoped to incorporate capitalism’s stimuli into the socialist system. “The 
chief question in the theory and practice of socialism,” he declared to the 
country’s top leadership in June 1987, “is how, on a socialist basis, to create 
more powerful stimuli for economic, scientific, technical, and social prog-
ress than under capitalism.”63

Perestroika’s leading economists framed the challenge in blunter terms. 
“There are a great many people who receive more than they give to society,” 
Abel Aganbegian said in 1987. “Under the conditions of perestroika . . . they 
are being called upon to ‘earn’ their keep.”64 Another leading economist, 
Nikolai Shmelev, went even further. Soviet citizens’ “parasitic certitude 
about guaranteed work,” he wrote in spring 1987, was the source of all the 
nation’s ills. Perestroika needed to replace the “administrative coercion” 
of the state with the “economic coercion” of the market.65 It was a pre-
scription that echoed what Reagan and Thatcher were doing in the capi-
talist world, and a year later, Shmelev distilled his thinking in terms they 
would have heartily endorsed. “We must teach our people,” he wrote, “to 
understand that everything that is economically inefficient is immoral, as 
well as the reverse—that efficiency is morality.”66

Moral efficiency was to be found, reformers hoped, in the centerpiece 
of Gorbachev’s economic reform, the 1987 Law on State Enterprises. The 
law mandated that beginning in 1988, all Soviet enterprises would become 
independent from the state. This independence would activate the “pow-
erful stimuli” of market economies by allowing firms to keep their profits 
and forcing them to operate without state subsidy. In words any capitalist 
could appreciate, Prime Minster Ryzhkov told the Supreme Soviet that the 
“central idea” of the law was “to comprehensively satisfy the demands of 
the national economy . . . at the lowest possible cost.” Because enterprises 
would retain their profits, they would now have “an economic interest” in 
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ensuring the “highest returns” and “maximum yield” on their capital.67 
Gorbachev addressed the issue of wages. “Each worker’s actual wages 
should be made closely dependent” on productivity and “should not be 
restricted by any limit.” Those were the carrots, but there were also hints 
of sticks. If an enterprise consistently failed to maintain solvency, “it 
would be possible to raise the question of reorganization or terminating 
the enterprise’s activity.” And as enterprises became more efficient, “the 
scale at which workers are being released will grow considerably.”68 Pri-
vate profit, corporate bankruptcy, wage inequality, and labor mobility 
were now on socialism’s horizon.

Gorbachev knew that breaking promises would garner resistance from 
many corners of society. Citizens would fear the loss of their jobs, income, 
and social security, and the sprawling state and party bureaucracy would 
fear the loss of subsidies and control over the Soviet economy. Both groups 
could defeat perestroika if they found a way to resist its economic pre-
scriptions. Therefore, if he wanted to break promises, Gorbachev knew he 
would have to overcome the resistance of society and the state.

His weapons of choice were glasnost and democracy. At every step, 
Gorbachev paired his economic reform proposals with increasingly bold 
moves to democratize Soviet society. At first, this fell within the realm of 
increasing socialist democracy—expanding worker control over enter-
prises and holding competitive elections between Communist Party can-
didates at the local level—and allowing greater freedom of the press. But 
by 1988, with the economic crisis deepening and reform still not taking 
hold, Gorbachev jettisoned the confines of socialist democracy and em-
braced national competitive elections at the Nineteenth All-Union Party 
Conference.

He did so not only out of high-minded idealism but also out of cold 
political calculation. Indeed, the first reason democracy and freedom of 
expression emerged in the Soviet Union was because of their potential to 
coerce. Alexander Yakovlev, the driving force in the Politburo behind de-
mocratization, wrote to his colleagues, “There is sometimes a misunder-
standing: when people talk about democracy, they presuppose some 
amorphous notion, like liberalization. . . . However, in reality, democracy 
is discipline .  .  . and the development of self-discipline.”69 Gorbachev 
echoed his chief of ideology. “We have embarked on the path of democ-
racy,” he told the Politburo in June 1987, because “it provides the strongest 
grip on power.”70 At that point, he was only talking about democratization 

 EBSCOhost - printed on 2/8/2023 2:38 PM via . All use subject to https://www.ebsco.com/terms-of-use



The Socialist Perestroika 187

in enterprises and within the Communist Party. But in his memoirs, Gor-
bachev wrote that he applied much the same thinking to the decision to 
move to full electoral democracy. He recalled an article published in the 
Soviet press in 1989 that argued radical economic reform could only be 
implemented under “the reliable shield of strong authoritarian power.”  
He wrote, “For me and my circle this argument was no revelation. We 
were not so simple as not to recognize” that “significant transformations 
could be carried out” only with “a firm grip on the reins of power.” He 
knew he would need political power “to overcome the inevitable opposi-
tion to proposed reforms” from the state and party bureaucracy, and the 
most power was to be found in glasnost and democratic politics.71

This was the reasoning underlying his groundbreaking speech at the Jan-
uary 1987 Central Committee Plenum. There he announced a radical expan-
sion of glasnost to include freedom of expression as well as elections within 
enterprises and between CPSU candidates at the local level. “We think that 
electiveness, far from undermining, on the contrary, enhances the authority 
of the leader,” he told the party leadership. The Soviet system had always 
been built on “control ‘from above,’” he said, but now it was “of fundamental 
importance” to increase “control ‘from below.’”72 If democracy made enter-
prise managers, local party bosses, and eventually the entire government 
and party leadership accountable to the population, public scrutiny would 
coerce these authorities into implementing economic reform.

On paper, then, the political and economic reforms of 1987 appeared 
well positioned to successfully impose the politics of breaking promises. 
Democracy would coerce Soviet enterprises into implementing the Law 
on State Enterprises, and the Law on State Enterprises would coerce Soviet 
enterprises and workers into being more productive. The economic disci-
pline of the marketplace would chasten the Soviet social contract, and the 
economy would be relaunched on the long-sought path of intensive 
growth.

In reality, however, the reforms were an abject failure. In allowing enter-
prises to keep most of their profits, the Law on State Enterprises proved to 
be, in essence, a massive supply-side tax cut. Enterprises paid an average of 
63 percent of their profits to the state in 1986, but that number dropped to 
40 percent in 1989.73 State revenues declined precipitously during the same 
period, falling from 47 percent of GDP in 1985 to 41 percent in 1989. This 
was, in turn, reflected in the budget deficit, which jumped from an already 
dangerous 6.2 percent of GDP in 1986 to 11 percent in 1988 and 9.5 percent 
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in 1989.74 Rather than imposing discipline on the Soviet economy, Gor-
bachev’s reforms replaced the soft budget constraints of the old command 
system with no budget constraints at all.

How did a reform that was meant to impose economic discipline end 
up removing it altogether? Why did Gorbachev’s attempt at breaking 
promises fail while his capitalist adversaries’ attempts succeeded? Interest 
groups, communist ideology, the politics of perestroika, and the inner work-
ings of the Soviet financial system provide the answers. Each made it more 
difficult for Gorbachev to impose discipline, and collectively, they proved 
too much for him to overcome.

Throughout perestroika, Gorbachev faced a formidable ideological ten-
sion between advocating for market discipline and upholding socialist 
values. Unlike Thatcher and Reagan, who relished their roles as crusaders 
against socialism in all its forms, even the most radical Soviet reformers 
in 1987 and 1988 were not trying to destroy socialism, but rather reinvent 
it. Though they wanted to introduce many of capitalism’s coercive stimuli, 
they remained uneasy about the social effects and ideological implications 
of their drive for efficiency. Even as he praised Thatcher’s work in Great 
Britain, Aganbegian still believed that perestroika should accomplish its 
goals without causing unemployment in the Soviet Union. To do other-
wise, he thought, would be to betray socialism’s founding promise to serve 
the working class. “As a country where power is in the hands of the workers,” 
he wrote, “it is natural that we should want to have no unemployment.”75 
This conviction carried all the way up to the Politburo. “Foreigners . . . are 
very interested in how we will deal with unemployment, which will inevi-
tably follow in the course of perestroika,” Gorbachev told his comrades  
in 1987. “We know how they have solved that problem; how will we?”76 
Thatcher and other capitalist leaders who were “also carrying out a pere-
stroika” in their own countries acted “harshly, rudely, the capitalist way, 
regardless of how it affects the workers,” he said. The Soviet perestroika 
needed to be different because it was based on “different ideas,” Gorbachev 
said, but “we can’t flinch either.”77 How to not flinch while still retaining 
the “different ideas” of socialism was a riddle Gorbachev was never able to 
solve.

The politics of perestroika reinforced reformers’ ideological reluctance 
to follow through on their disciplinary policies. As long as Gorbachev 
needed the Soviet masses to exert control “from below” over the obstinate 
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state and party bureaucracy, he could not afford to lose their approbation. 
This made carrying out unpopular reforms extremely difficult in political 
terms. Reforming the rigid system of fixed prices, for example, was an  
economically essential component of perestroika, but it proved to be po-
litically impossible to carry out. “The question of prices is principle, 
fundamental,” Gorbachev told the Politburo in May 1987. “If it’s not solved, 
there won’t be .  .  . self-financing, and perestroika will not work.” But he 
could barely finish recognizing the economic necessity of prices before 
lamenting their political consequences. If the leadership announced a 
price reform, “commotion would erupt. And people will ask, ‘Why do we 
need all this?’”78 Since advising Andropov to refrain from raising prices in 
the early 1980s, Gorbachev had known that price increases were the eas-
iest way for a Soviet leader to lose support among the masses. The late 
1980s were no different. “Hands off prices!” was the first rallying cry of the 
democratic opposition.79

As a result of their ideological uneasiness and political trepidation, per-
estroika’s advocates forced themselves to believe that reforms could be so-
cially painless. This was an ideologically consistent and politically wise 
position to hold, but economically, it was disastrous. Gorbachev told the 
Politburo that “the most important thing” about a potential price reform 
was that it “should not undermine the standard of living.”80 The docu-
ments announcing the Law on State Enterprises contradictorily declared 
that “prices should be given a cost restricting character” but also that “the 
change of retail prices should not lead to a decline in the living standard 
of the working people.”81 Similarly, the party announced that the law 
would “induce the enterprises . . . to trim their excessive workforce” but 
would “not bring about unemployment.”82 The entire point of intensive 
growth was to produce more output with fewer inputs, including fewer 
workers, so considerable unemployment was a virtual certainty if disci-
pline was actually imposed. It never was, and significant price liberaliza-
tion and unemployment did not emerge until Boris Yeltsin came to power 
in newly independent Russia in 1992.

Gorbachev, of course, was not the only Cold War leader to unleash a 
massive supply-side tax cut and explode the budget deficit of his state. 
Ronald Reagan had done much the same thing in the United States. He too 
had failed, in many ways, to fully overcome his nation’s ideological and po-
litical resistance to economic discipline. But Reagan had been saved from 
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the inflationary consequences of his policies by the draconian monetary 
policy of Paul Volcker. Gorbachev had no equivalent savior. In addition to 
communist ideology and the politics of perestroika, the Soviet financial 
system significantly contributed to the defeat of his drive to discipline. Un-
like capitalist countries, where price stability became the policy priority  
of the 1980s, the Soviet government was not able to use monetary policy to 
control the nation’s money supply. Instead, by making enterprises’ assets 
convertible into cash, the reforms of 1987 unexpectedly removed the gov-
ernment’s control over the money supply and unleashed a tsunami of 
liquidity. KGB head Vladimir Kriuchkov described the problem in the 
spring of 1990. “The main culprit” in producing the country’s economic 
problems, he said, “is [the] conversion of very large amounts of what in 
the past had been non-liquid funds—columns of figures in accounting 
books—to cash. . . . So now we have hundreds of billions of rubles of ‘bad 
money’—money not backed up by goods—circulating in the system.”83 
Gorbachev’s economic reforms, therefore, not only gave Soviet enterprises 
a blank check, but also gave them the right to cash in all the old checks 
they had accumulated under the command economy.

The result was runaway inflationary pressure. Enterprise financial as-
sets grew an astounding 32.6 percent in 1987 and another 22.5 percent in 
1988,84 while total enterprise spending ballooned from 243 billion rubles 
in 1987 to 462 billion rubles in 1989.85 Annual income growth skyrocketed, 
jumping from 4 percent in 1987 to 13 percent in 1989.86 The 1987 reforms 
had unleashed a runaway monetary train in the Soviet economy, one that 
soon imperiled perestroika’s popularity at home and crippled the Soviet 
state’s ability to project power abroad.

◆  ◆  ◆

Gorbachev “always considered every significant action or ini-
tiative from two perspectives—domestic and foreign,” his aide Anatolii 
Cherniaev wrote in his memoirs. Therefore, as Gorbachev radicalized his 
domestic reform, “he simultaneously addressed the problem of restraining 
the arms race and the place of the military-industrial complex in [the] 
system—above all, its role in the country’s entire economy.”87 Cuts to the 
military could only be made in an increasingly benign international envi-
ronment, so Gorbachev went abroad in 1987 to foster the conditions that 
would make this possible. Through soaring idealistic rhetoric and bold 
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personal diplomacy, he attempted to use new means to keep the interna-
tional position the Soviet Union had formerly secured with military power.

It began with an internal campaign to reform Soviet defense doctrine. 
Reducing the size of the military-industrial complex could not be justified 
so long as the Soviet Union held to the principle that had grounded the 
country’s defense policy since the 1950s—maintaining strategic parity in 
armed forces with the United States. The Americans, Gorbachev said in 
May 1987, “clearly want to pull us into another round of the arms race. 
They are counting on our military exhaustion. . . . Therefore, the approach 
of one soldier there, one soldier here, they have a bullet we have a bullet, is 
not our approach.”88 In place of strategic parity, Gorbachev now pushed 
the leadership to accept a doctrine of strategic sufficiency—the idea that 
the country did not need to match the United States in armaments, it 
merely needed to maintain armed forces sufficient to ensure that the 
Americans would be deterred from launching an attack.

Many in the Soviet armed forces were uncomfortable with such an ap-
proach, but a bizarre incident abetted Gorbachev’s initiative on May 27, 
1987. West German teenager Mathias Rust flew a small airplane from Hel-
sinki, Finland, and landed it on Red Square in Moscow without being 
turned back by the Soviet military. For Gorbachev, it was an opportunity 
to clean house within the national defense hierarchy. He forced Defense 
Minister Sokolov to resign and pushed hundreds of officers throughout 
the armed forces into retirement. His handpicked replacement to lead the 
Defense Ministry, Dmitri Yazov, now owed his job to the general secre-
tary, and the Defense Ministry and the armed forces struggled to resist 
the transition to a policy of strategic sufficiency thereafter.89

The move to strategic sufficiency paralleled an evolution in the Soviet 
position on nuclear arms control. After the close call at Reykjavik in Oc-
tober 1986, the leadership was in the familiar position of having to make 
further concessions if they wanted to make progress. Since his January 1986 
declaration aiming for a nuclear-free world by the year 2000, Gorbachev 
had tried to attain a comprehensive agreement governing all nuclear 
weapons. That strategy had failed at Reykjavik due to the American unwill-
ingness to give up SDI. By early 1987, a group of reformers and conservatives— 
Shevardnadze and Yakovlev as well as Ligachev and Sokolov—banded  
together to advocate decoupling negotiations over SDI and long-range stra-
tegic nuclear weapons from negotiations over intermediate-range nuclear 
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forces (INF) in Europe. They also proposed to support the “zero option” in 
INF negotiations to remove all intermediate nuclear weapons from Eu-
rope.90 These were significant concessions to the Reagan administration, 
which preferred to discuss strategic weapons and INF separately and had 
first proposed the “zero option” in 1981, thinking the Soviet Union would 
never accept it.

Far from leading the charge to decouple negotiations over strategic and 
intermediate weapons, as many historians have claimed, Gorbachev was 
at first reluctant to abandon his comprehensive approach.91 But with the 
domestic economy faltering and the Americans showing no sign of easing 
their negotiating position, he came to agree with other members of the 
Politburo that they needed to do something to jump-start the arms con-
trol negotiations. He soon issued a statement to the West proposing to 
eliminate all intermediate missiles in Europe without linking it to SDI or 
strategic weapons limitations. In an additional signal of flexibility, his 
letter railed against the future deployment of SDI but raised no objection 
to the prospect of researching and testing the program.92

The Americans were happy to pocket the concessions and ask for more. 
US secretary of state George Schultz traveled to Moscow in April 1987 to 
negotiate with Gorbachev on the newly decoupled INF zero option. His 
visit came just one week before the Soviet finance minister would tell the 
Politburo that the country’s financial situation had “reached the point of 
crisis.”93 Desperate to come to terms on a treaty that would enable cuts in 
the Soviet defense budget, Gorbachev agreed to three central American 
conditions for an INF treaty: including Soviet Asia in the agreement so 
the agreement applied globally, including short-range nuclear weapons  
in the agreement, and assenting to an intrusive inspections regime to verify 
the treaty. This led to agreement on the basic shape of the final treaty, and 
the two sides planned to have Reagan and Gorbachev sign it in December 
at a bilateral summit in Washington.94

As he searched for an escape from the superpower nuclear confronta-
tion, Gorbachev believed that Western Europe held the key to his strategy 
of securing the Soviet Union’s international position through diplomacy.95 
The Soviet leadership had long tried to drive a wedge between Western 
Europe and the United States through peace offensives, and with peace 
and disarmament movements gaining strength in Western Europe in the 
1980s, the time looked ripe for success. But Western Europeans’ percep-
tions of the Soviet Union as a menacing threat would first have to be 
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transformed into visions of the Soviet Union as a cornerstone of peace. 
There was a “war of ideas” going on between the superpowers for the 
hearts and minds of Western Europeans, Gorbachev told the Politburo in 
March 1987, and if the Soviet Union lost, it would “lose everything.”96

He hoped his vision of a “common European home” would win this 
war. Gorbachev had first casually mentioned the idea in a speech to the 
British Parliament in 1984, but it took on new life as the “all-European 
house” during his trip to Czechoslovakia in April 1987. “We are resolutely 
against the division of the continent into military blocs facing each other,” 
he said in a speech in Prague.97 In combination with the bold Soviet moves 
on arms control, this call to transcend the military division of Europe 
served its purpose of changing Western European perceptions of the So-
viet Union. By the summer of 1987, Gorbachev’s popularity in the West 
had become a political force unto itself; by year’s end, Time magazine had 
named him their Man of the Year.

But the material realities of the Soviet empire remained unchanged. 
While he publicly proclaimed the need for a common European home in 
Prague, Gorbachev privately told the Czechoslovak leadership that “we 
will not conduct our perestroika at [your] expense. But do not expect to 
live at our expense either.”98 As he reinforced to his Kremlin comrades 
later that year, the Soviet Union could not use “pressure [or] the slightest 
manifestation of inequality.  .  .  . Each party must sort everything out it-
self.”99 This included economic support, which Gorbachev once again told 
his allies the Soviet Union could not provide. “Jaruzelski is waiting for a 
lot of help in economic cooperation,” he reported after meeting with the 
bloc allies at celebrations of the seventieth anniversary of the October 
Revolution. “Zhivkov [in Bulgaria] too.”100

The Soviet Union had nothing extra to give. On October 9, 1987, Ry-
zhkov reported to the Politburo a litany of economic dismay. From 1985 to 
1987, the country’s annual hard currency earnings from exports dropped 
from $25 billion to $17 billion, even though the government had diverted 
increasing numbers of goods, including oil, from the domestic market to 
exports every year. Income from foreign trade had dropped from 66 bil-
lion rubles in 1985 to 52 billion rubles in 1987. The state budget deficit was 
now 84 billion rubles.101 These numbers not only prohibited support for 
allies in Eastern Europe, but they also reinforced the main goal of Soviet 
foreign policy—to reduce defense spending. Ryzhkov told the Politburo 
just one week before his bleak economic report, “If we hold the current 
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level of spending on defense, we cannot upgrade industry, we will not give 
the people prosperity. . . . We must reduce defense spending.”102

Lowering defense spending would require the completion of the INF 
Treaty. In fall 1987, the Soviet negotiating team made another significant 
concession to keep progress alive. They formally recognized that the So-
viet Union had more short- and intermediate-range weapons in Europe 
than the United States and thus would have to give up more weapons than 
the Americans to get to zero. These “asymmetrical cuts” had long been a 
deal breaker for the Kremlin, but circumstances now demanded they give 
way. In October, Gorbachev made one final attempt to tie his attendance 
at the Washington summit to an American willingness to negotiate on 
SDI, but after Schultz stonewalled this demand, he dropped the linkage 
once and for all. Only a year after he had broken off the Reykjavik summit 
over SDI, he would now travel to the next summit without the program 
even on the negotiating agenda.103

The signing of the INF Treaty in Washington on December 8 was a his-
toric event and the crowning achievement to that point of Gorbachev’s 
strategy to secure the Soviet Union’s international position through diplo-
macy in place of military power. He publicly declared that the treaty dem-
onstrated the importance of “the human factor” in building trust between 
adversaries.104 Hours of personal diplomacy had contributed to the agree-
ment, but the ultimate source of the treaty lay outside any negotiating room. 
The Soviet leadership had drawn a fundamental connection between cut-
ting the country’s military burden and improving the domestic economy 
and had made a string of concessions in pursuit of that goal. In the final 
treaty, the Soviet Union agreed to eliminate 1,846 short- and intermediate-
range missiles, while the United States only agreed to eliminate 846.105 Gor-
bachev had to stomach these disparities to successfully embed the move to 
military retrenchment within a superpower treaty and transform the Soviet 
Union’s international reputation from menace to peacemaker.

◆  ◆  ◆

One year later, on December 7, 1988, Gorbachev stood in front 
of the United Nations General Assembly to announce a bold new vision 
for peaceful world order. “Force and the threat of force can no longer be, 
and should not be, instruments of foreign policy,” he declared. “Freedom 
of choice is a universal principle to which there should be no exceptions.” 
The international system would continue to be defined by the “rivalry of 
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various socioeconomic and political systems,” but the Soviet Union now 
wanted “to impart to this rivalry the quality of sensible competition in 
conditions of respect for freedom of choice and a balance of interests.” To 
that end, he announced, Moscow would unilaterally reduce the size of its 
armed forces by 500,000 people over the next two years, withdraw six 
tank divisions from the Eastern Bloc, and reduce its overall military pres-
ence in Eastern Europe by 50,000 soldiers and 5,000 tanks.106

The speech was a sensation in the Western world. It was a hint—crystal 
clear in retrospect but only naively trusted at the time—that the Soviet 
Union no longer sought to control the political and economic destiny of 
the nations under its orbit. Redefining the long-standing antagonism be-
tween the capitalist and socialist worlds as a sensible competition based on 
respect for freedom of choice did not sound like the Cold War of old. In-
deed, it sounded as though Gorbachev was declaring the Cold War’s end.

This was precisely Gorbachev’s intention. In planning the speech, he 
had professed a desire to make his address the “anti-Fulton”—reversing 
Winston Churchill’s claim in a 1946 speech in Fulton, Missouri, that an 
Iron Curtain had befallen the European continent and divided it into two 
halves. The speech was the apotheosis of Gorbachev’s strategy to use bold 
vision and idealistic rhetoric to maintain the international standing the 
Soviet Union had once secured through military might.

Over the course of 1988, the conviction to reduce the burdens of empire 
had grown to encompass Politburo members on both sides of the growing 
debate over the domestic course of perestroika. In June, as the party pre-
pared for the Nineteenth All-Union Party Conference, even conservative 
stalwart Andrei Gromyko had come to view exiting the arms race as a 
national necessity. The decision throughout the postwar period to pro-
duce ever more nuclear weapons “was our mistaken position, absolutely 
mistaken,” he concluded. “Tens of billions were spent on production of 
these toys.” His fellow conservative Vitaly Vorotnikov concurred. “We did 
indeed let ourselves get pulled into the arms race. We found ourselves on 
the brink of catastrophe. . . . We are the ones to blame.” Gorbachev capi-
talized on the prevailing sentiment to press his new thinking. Was the 
party’s goal “to race the entire world regarding the levels of armaments: 
cannon by cannon, plane by plane?” he asked. “Then let us introduce ra-
tion cards for food, turn the country into a military camp, and just race 
and race onwards.” With shortages already crippling the Soviet economy, 
this was a prospect no one welcomed.107
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As the year progressed, the trade-off between the domestic economy 
and the military burden became ingrained in the Politburo’s thinking. It 
thus directly informed Gorbachev’s internal preparation for his UN speech. 
He believed in a radically new and nonviolent vision of international rela-
tions, which he hoped to demonstrate to the world by pulling Soviet troops 
out of Eastern Europe. But that vision is not what sold his less idealistic 
comrades in the Politburo on the idea. To them, the worsening domestic 
economy compelled military disarmament. At the Politburo meeting on 
November 3, 1988, Gorbachev reasoned, “Our military expenses are 2.5 
times larger than those of the United States. No country in the world . . . 
spends more per capita on the military sector.” As the budget deficit spi-
raled out of control and citizens struggled to find food and basic consumer 
goods, this fact hung weightily over the chamber. If troops were not pulled 
out of Eastern Europe, Ryzhkov warned, “we can forget about any increase 
in the standard of living. No matter what government you put in place of 
this one, it won’t solve this problem.” Sensing consensus, Gorbachev pro-
posed that he announce unilateral cuts in the armed forces in his UN 
speech. Everyone agreed, and he concluded, “The main reason we’re doing 
this is perestroika.  .  .  . Without reductions in the army and the military 
industrial complex we won’t be able to deal with perestroika’s tasks.”108

Upon returning from the United Nations a month later, Gorbachev held 
another Politburo meeting to assess the speech and the future direction of 
perestroika. Yegor Ligachev, his preeminent conservative opponent, praised 
the policy of unilateral disarmament on the grounds of political economy. 
“We need disarmament most of all,” he said. “We took such a burden upon 
ourselves with relation to the military budget that it will be difficult to dra-
matically solve anything in the economy.” In the spirit of glasnost, many 
Politburo members advocated telling the world that the domestic economy 
had necessitated the military cutbacks. But Gorbachev demurred. “We 
keep this secrecy for one reason,” he said. “If we admit now that we cannot 
build a long-term economic and social policy without [unilateral cuts], . . . 
this may reduce to nothing [the effect] of the speech at the United Nations.” 
Gorbachev knew that the idealism of the speech would lose its power if it 
became clear that it was driven by material considerations.109 For now, 
people in both East and West were calling the speech’s idealism revolu-
tionary. If the Soviet Union was going to maintain its superpower status in 
an era of retrenchment, Gorbachev knew that he and the country could not 
afford to lose those acclamations.
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Nor could they lose the regard of their allies in Eastern Europe. Since 
scolding the allies for “living on credit” and lamenting the scale of Soviet 
oil deliveries in November 1986, Gorbachev had continuously returned to 
the questions of oil and indebtedness in discussions of the region. In a 
March 1988 Politburo meeting, he brought up former Polish leader Ed-
ward Gierek, who had tried to spur development in the 1970s by borrowing 
from the West. “What was it all based on?” Gorbachev said. “On credits 
from the West and on our cheap fuel. The same goes for Hungary.” Going 
forward, economic relations in the bloc needed to change, Gorbachev 
said, “because we cannot remain a provider of cheap resources for them 
forever.”110

By the fall of 1988, it had become apparent that a general economic 
crisis of the socialist bloc was fast approaching.111 Georgii Shakhnazarov, 
Gorbachev’s aide for Eastern Europe, wrote his boss an urgent memo de-
tailing the onrushing problems. “There are multiple signs that certain 
similar problems are increasingly plaguing fraternal countries,” he wrote 
in early October. In the past, “whenever any of them was in crisis, we had 
to come to the rescue at the cost of huge material, political and even 
human sacrifice.” But now, “any option to ‘extinguish’ crises by military 
means must be fully excluded. Even the old leadership seems to have al-
ready realized this, at least with regard to Poland.” The current crises 
were, in any case, financial. “We must reflect on how we will act if one or 
even several countries become bankrupt simultaneously,” Shakhnazarov 
wrote. “This is a realistic prospect for some of them on the brink of mon-
etary insolvency.” The prospect of bankruptcy raised a number of ques-
tions the leadership needed to address. “Could the socialist countries 
come out of the pre-crisis situation without Western assistance? What 
price will they have to pay for this assistance? To what extent should we 
encourage such a course of events or put up with it? To what degree are we 
interested in the continued presence of Soviet troops on the territory of a 
number of allied countries (excluding the GDR)?”112

Gorbachev’s UN announcement of troop withdrawals from Eastern 
Europe began to answer this last question. Answers to the others would 
emerge in early 1989. In January, Gorbachev told the Politburo, “Com-
rades, we are on the eve of very serious things, because we cannot give [the 
Eastern Europeans] more than we are giving them now.” He heard no re-
sistance from his colleagues to the idea that the country had reached its 
material limits. But if the Soviet Union did not provide more economic 
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and technological support, Gorbachev said, “there will be a split and they 
will run away.” As populations and politicians across the Eastern Bloc 
wondered how far they could push Moscow without inviting a harsh 
crackdown, Gorbachev now told his colleagues, “The peoples of those 
countries will ask: what about the CPSU, what kind of leash will it use to 
hold our countries back? They simply do not know that if they pull this 
leash harder, it will break.” In place of the old policy of domination 
through economic subsidy, Gorbachev declared it was time to transfer re-
lations with Eastern Europe “to the market.” In doing so, he knew the 
Kremlin “would break the old rule that we keep them attached to us only 
by means of energy resources.”113 To fully explore the burgeoning crisis in 
the bloc, Gorbachev commissioned a series of reports from the leading 
foreign policy institutions of the Soviet state.

The report from the Central Committee was quick to frame the looming 
crisis in Eastern Europe in economic terms. The Eastern Bloc govern-
ments suffered “from a lack of legitimacy,” the authors wrote, and “the 
economic factor, the ability of a country to join and to assimilate into the 
world economy, has moved to the top of their priorities.” Because the ruling 
parties lacked legitimacy, they could not “rule in the old way anymore” 
and were instead attempting a “smooth movement toward democratiza-
tion . . . under the leadership of the ruling parties.” How should the Soviet 
Union seek to influence socialist countries under these precarious condi-
tions? “Authoritarian methods and direct pressure have clearly outlived 
their usefulness,” noted the report. Even if there was “a sharp deteriora-
tion in one of the countries . . . it is very unlikely that we would be able to 
employ the methods of 1956 and 1968, both as a matter of principle and 
because of unacceptable consequences.”114

The report of the Institute of the Economy of the World Socialist 
System, written by its director, Oleg Bogomolov, paralleled the Central 
Committee’s analysis. Bogomolov plainly stated that the Soviet govern-
ment faced “a dilemma”: either “thwart the evolution” toward market so-
cialist economies and representative government in Eastern Europe “or 
take it in stride and develop the policy accepting the probability and even 
inevitability of this process.” The academician’s answer to this dilemma 
could not have been clearer. “Attempts to thwart emerging trends .  .  . 
would mean wasting means and resources for an obviously hopeless 
cause.” Fighting to preserve the status quo would “weigh as an excessive 
burden on our economy.” If, instead, the Soviet Union permitted its 
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Eastern Bloc allies to reform, “the economic burden of the USSR [would] 
be alleviated.” In conclusion, Bogomolov warned that countries where the 
Soviet Union intervened would “inevitably acquire .  .  . quasi-dictatorial 
regimes which would continuously deplete the material resources of the 
Soviet Union.”115

For Gorbachev, these reports solidified convictions that had long been 
hardening. On March 3, 1989, he told the Soviet ambassadors to the 
Eastern Bloc states, “Do not impose anything on anybody! . . . We reject 
force in everything, in all our policies.” Echoing the “main line” laid down 
by his mentor Andropov almost a decade before, Gorbachev told the 
group that the leadership would now “think of our own people” instead of 
assuming “full responsibility” for the fate of the satellite governments in 
Eastern Europe.116 Later that month, a group of senior officials led by She-
vardnadze and Yazov confirmed that the Kremlin bore no legal responsi-
bility under the Warsaw Pact to defend its allies from internal instability 
or revolution.117

In July, Gorbachev eloquently couched the new Soviet national interest 
within a stirring internationalist call for a common European home in a 
speech to the Council of Europe in Strasbourg, France. “The social and 
political order in some particular countries did change in the past,” he 
said, “and it can change in the future as well. But this is exclusively a 
matter for the peoples themselves and of their choice. Any interference in 
internal affairs, any attempts to limit the sovereignty of states—whether of 
friends and allies or anybody else—are inadmissible.”118 After being re-
pealed in practice in 1981 and among the socialist allies in 1986, the 
Brezhnev Doctrine was now revoked for all the world to see.

In the chapters to come, we will see that the political transformation of 
Eastern Europe in the late 1980s was the result of a transnational struggle 
among Western banks and governments, Eastern European governments, 
and Eastern European peoples over who would bear the costs of economic 
adjustment policies. In this struggle, the Soviet leadership held power 
only to the extent that it was willing to provide economic assistance to its 
allies or intervene militarily, which would have had its own significant 
economic costs. Continuing the foreign policy first set by Andropov in 
the Polish Crisis, Gorbachev and his Politburo colleagues were unwilling 
to embrace either option. Motivated to shed the burdens of an empire be-
queathed to them by history, they watched idly as a wave of economic ad-
justment, masked as political revolution, washed over the nations they 
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once called satellites. Contrary to the historical memory that prevails 
today, this wave had not originated in the socialist world with perestroika 
but rather in the world economy with the oil crisis of 1973 and the sover-
eign debt that followed from it. By the mid-1980s, it had already washed 
over much of the capitalist world and was cresting above the concrete 
walls and iron curtains that separated East from West. Soon it would wash 
away the division of Europe completely.
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FIVE YEARS AFTER communism collapsed 
in Poland, the man who had picked up the pieces wanted the world to 
know how he had done it. Leszek Balcerowicz had been finance minister 
in Solidarity’s first postcommunist government and authored the epony-
mous Balcerowicz Plan that had employed “shock therapy” to transform 
Poland’s communist command economy into a market economy in late 
1989 and 1990. Shock therapy had required the imposition of all the calling 
cards of the politics of breaking promises—extreme price increases, 
budget cuts, interest rate hikes, bankruptcies, and unemployment. Many 
policy makers, both within and outside the Polish government, had feared 
that people would openly revolt against the barrage of economic disci-
pline, but they had not. Though there had been pockets of resistance, the 
Poles had largely accepted the Solidarity government’s rude introduction 
of the global capitalist economy with stoic acquiescence.

In a 1994 article, Balcerowicz set out to explain why. The key to his success, 
he wrote, had been the “period of extraordinary politics” that had followed 
the collapse of communism. In such periods of history, “epochal political 
change” creates “a special state of mass psychology” within a citizenry that 
heightens its “readiness to accept radical economic measures.” During such 
moments, “both leaders and ordinary citizens feel a stronger-than-normal 

C H A P T E R  7

A Period of Extraordinary Politics
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tendency to think and act in terms of the common good.” This tendency, in 
turn, creates “political opportunities” for a government to impose measures 
that would otherwise be too unpopular. Periods of extraordinary politics, in 
short, gave governments a unique amount of “political capital” that they 
could use to implement the politics of breaking promises.

The connection between extraordinary politics and economic disci-
pline was strong enough that Balcerowicz felt comfortable providing a 
general model of their relationship (Figure 7.1). The key variable, r, defined 
as society’s “level of readiness to accept radical economic measures,” de-
creased dramatically once politics returned to “normal,” so it was impor-
tant to use the period of extraordinary politics to enact unpopular policies. 
The first postcommunist Solidarity government had done this, and as a 
result, it had successfully imposed the politics of breaking promises 
without inciting popular backlash.1

The last of Poland’s communists had not been so lucky. The political 
order over which they presided was anything but extraordinary, and 
whatever political capital they once had with the population had been frit-
tered away in the cycles of social unrest and state repression that had de-
fined the 1970s and early 1980s. However, the communists’ challenge was 
the same as Balcerowicz’s. They had spent their final days trying to answer 
the same questions as those posed to the first Solidarity government. How 

Period of 
extraordinary 
politics

Political Capital

Period of 
“normal” politics

r = r(t)

r

time(t)

Figure 7.1 The period of extraordinary politics.
Reformatted from Leszek Balcerowicz, “Understanding Postcommunist Transitions,” Journal of Democracy 5, no. 4 
(1994): 75–89, fig. 1. © 1994 National Endowment for Democracy and the Johns Hopkins University Press. Reprinted 
with permission of Johns Hopkins University Press.
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could they get the Polish people to accept radical and unpopular economic 
measures? How could they impose the politics of breaking promises? 
Their answer was also a period of extraordinary politics: the roundtable 
agreement of April 1989. The Polish roundtable was the first step in the 
collapse of communism and the revolutions of 1989, but its original pur-
pose was to provide the communist government with political legitimacy 
so it could impose the politics of breaking promises.

By the late 1980s, the Polish state owed its international creditors $39 bil-
lion and sat at the mercy of Western governments, banks, and interna-
tional institutions. These Western entities wielded what we might call “the 
power of omission”: they withheld the considerable resources of Western 
governments and global financial markets until political and economic 
conditions on the ground in Poland conformed to their economic and po-
litical demands. Capitalist banks and international institutions, led by the 
International Monetary Fund (IMF), demanded that the communist gov-
ernment impose a capitalist perestroika on Polish society. Western govern-
ments, led by the United States, demanded that the government undertake 
such a perestroika without resorting to violence or a renewal of martial 
law. The West demanded, in short, that promises be broken in Poland, and 
broken peacefully.

After years of unrest triggered by austerity, Polish leader Wojciech Ja-
ruzelski and his leading cadre concluded in the early 1980s that they could 
meet these demands only if they gained the broad support of Polish so-
ciety. Beginning in the early days after martial law, they therefore under-
took a series of political initiatives aimed at regaining popular support. At 
first, these were blatantly cosmetic alternations that did little to change 
the structure of political power. But as the economic crisis worsened 
throughout the remainder of the decade and the need for popular support 
grew in equal measure, Jaruzelski took ever more radical steps to legiti-
mize the communists’ rule by engaging the two most popular institutions 
in Poland: the Catholic Church and, eventually, Solidarity. Like Poland’s 
Western creditors, the church and Solidarity exerted their own power of 
omission: they could refuse to endorse any government economic reform 
proposal that did not also bring real political change to Poland.

The combination of these foreign and domestic pressures eventually led 
to the roundtable and the collapse of communism in Poland. Scholars have 
generally shied away from granting economic forces or Western actors any 
significant role in causing the revolutions of 1989, but this chapter paints a 
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dramatically different picture.2 By forcing Polish leaders to confront the 
politics of breaking promises, Western officials, particularly at the White 
House and the IMF in Washington, played a decisive role in ending com-
munism in Poland and, by extension, spurring the revolutions of 1989. 
Their pursuit of the politics of breaking promises in Poland was not a con-
scious strategy of regime change, but regime change was its effect. Jaru-
zelski did not initiate the roundtable process solely to meet Western 
conditions, but without them, he would not have been forced to break 
promises and thus would not have been forced to seek the approval of the 
church, Solidarity, and, ultimately, Polish society.

The Polish revolution of 1989 was therefore the product of a multisided 
contest among the communist leadership, the Polish people, and Western 
institutions to determine just how extraordinary Polish politics would 
have to become for the Polish people to accept economic discipline and for 
the West to free the country from its financial shackles. In the end, both 
the people and the West demanded nothing short of the communist state’s 
full capitulation.

◆  ◆  ◆

Long before there was any talk of roundtables and democratic 
elections in Warsaw, Poland’s communist leaders firmly understood that the 
economy would ultimately determine their political fate. “Three-quarters of 
Poland’s political problems would disappear,” Mieczysław Rakowski told a 
visiting British diplomat in 1984, “if Polish living standards of 1979 could be 
restored.” He continued, “For anyone governing Poland the primary prob-
lems [are] economic. All others [are] secondary.”3 Under the cover of martial 
law, the government had eliminated the worst inflationary vestiges of the 
1980–1981 crisis through draconian budget cuts and price increases, and a 
semblance of economic stability, if not prosperity, returned. But every 
member of both the government and the opposition understood that real 
economic growth would only return once the country again had access to 
Western capital, technology, and raw materials.4

Looking east for help was increasingly not an option. After the declara-
tion of martial law, Moscow announced increased economic support for 
Jaruzelski to great fanfare, but the reality of its aid turned out to be a 
meager affair. The Polish Ministry of Foreign Trade concluded in 1982 that 
the resources the country needed to replace Western imports simply were 
“not available from other Comecon countries.”5 Jaruzelski continued to 
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lobby Soviet leaders for greater economic aid throughout the early 1980s, 
but all they offered him was ideological criticism of his handling of Polish 
society.6

Capitalist banks showed even less interest in supporting Poland than 
the Kremlin. The Polish government’s 1981 announcement that it would 
need to reschedule its debt left the banks with a general feeling of “acute 
suspicion” toward the country’s economic prospects.7 Most of them sought 
to cut their exposure, write down their Polish loans as losses, and run for 
more profitable hills elsewhere in the global economy. As an American 
banker put it in 1985, the banks’ strategy for Poland focused “on draining 
the country of as much cash as possible.”8 This strategy resulted in four 
rescheduling agreements between the banks and the Polish government 
from 1982 to 1985. In each agreement, the banks rescheduled 95 percent of 
the loan principle but received the interest payments from the govern-
ment on time.9 This arrangement paid off as handsomely for the banks as 
it did poorly for Poland. Each year, the banks received an annual “take 
out” of interest payments, but Warsaw fell ever deeper into a debt trap, as 
each rescheduling agreement simply compounded maturing debt pay-
ments into new future obligations.10 Thus, although the country’s debt 
burden grew from $24 billion to $39 billion from 1981 to 1989, Poland re-
ceived virtually no new capital from the West during the 1980s.

The Poles’ only hope for regaining the banks’ favor was to come to terms 
with the International Monetary Fund. As with every other sovereign 
debtor throughout the global economy in the 1980s, the banks made their 
reengagement with Warsaw contingent on the Polish government reaching 
an agreement with the Fund. This left the IMF, and the Western govern-
ments that served as its gatekeepers, in an extremely powerful position.

The Reagan administration hoped to use this power to serve both po-
litical and economic ends. In the aftermath of martial law, administration 
officials quickly agreed that vetoing the Poles’ outstanding application to 
rejoin the Fund would be a cornerstone of their effort to sanction Warsaw. 
The administration also decided in the early days after martial law that it 
would pursue three political goals in Poland: the end of martial law, the 
release of all political prisoners, and the renewal of a national dialogue 
among the government, the Catholic Church, and Solidarity. Until Jaru-
zelski took these three steps, the Reagan team committed itself to ce-
menting Warsaw’s quarantine from the international financial system. 
Through its IMF veto, a suspension of government-sponsored credits 
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across NATO (North Atlantic Treaty Organization), and an indefinite 
postponement of negotiations to reschedule Poland’s debts to Western 
governments, Washington ensured that Warsaw would not regain normal 
relations with the global financial system until it met Western political 
demands.11

But that was not all. In the midst of the ballooning sovereign debt crisis, 
meeting political conditionality alone would not be enough. In order to 
receive debt relief and regain financial market access, the Reagan admin-
istration made clear that Poland would also have to meet the Treasury 
Department’s global standards for dealing with delinquent debtor na-
tions. As National Security Decision Directive 54, the Reagan administra-
tion’s policy statement on Eastern Europe, stated, “U.S. policy is to extend 
debt relief only when it is necessary as a financial measure to ensure re-
payment and when the debtor country embarks on an economic/financial 
stabilization program designed to rectify the country’s financial position.” 
Such economic and financial stabilization programs would be overseen by 
the IMF, and nations like Poland would not receive easy treatment simply 
because they might demonstrate domestic political liberalization or inde-
pendence from Moscow. “Political and security objectives” would be given 
“due weight” in determining US support for the IMF’s operations in the 
region, but ultimately economic and financial priorities would be “first 
among other decision criteria.”12

Therefore, two levels of conditionality were built into the Reagan ad-
ministration’s Poland policy, and both hinged on the IMF. Washington 
would first make Poland’s reentry into the Fund contingent on Warsaw 
meeting political conditions like ending martial law and releasing polit-
ical prisoners. But the simple act of joining the IMF would not give 
Warsaw access to the Fund’s resources. For that, the Polish government 
would have to come to terms with the Fund on a financing agreement, 
which would require Warsaw to meet the Fund’s strict demands for aus-
terity and structural adjustment.

Administration officials well understood that these two levels of condi-
tionality made the Fund their most important point of leverage over Po-
land. As one National Security Council (NSC) staffer judged it, IMF 
membership was the main Western bargaining chip “of active interest to 
the Poles” because it held out the “promise of hard currency.” The West 
would therefore be “able to use this to press Poles to reform [their] economy.” 
And because granting IMF membership would be a “major concession,” the 
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staffer noted, the United States could also “tie political strings” to the lifting 
of its IMF veto.13 National Security Advisor William Clark very much agreed. 
“IMF involvement” in Poland, he wrote to Secretary of State George Schultz 
in spring 1983, could “speed liberalizing reforms with a positive human rights 
spillover.” The Fund would also have the benefit of “maintain[ing] a neutral 
character.”14 American officials were under no illusions that the Fund’s work 
would be quick or easy. But in maintaining Poland’s quarantine from the 
global financial system, they hoped to alter the calculus of the communist 
leadership in Warsaw over time.15

There is little evidence this litany of American conditions influenced 
Jaruzelski’s decision-making in the immediate aftermath of martial law. 
The Polish government fully partook in the mutual acrimony that defined 
the Polish-American relationship in the early 1980s, and officials in 
Warsaw saw little reason to bend to Western pressure while the post– 
martial law economic reforms successfully stabilized the country.16

Jaruzelski and his leading cadre, however, shared two beliefs in common 
with policy makers in Washington: they would eventually have to recon-
cile with the Polish population to find new sources of legitimacy after mar-
tial law, and they would slowly have to introduce market reforms into the 
economy. The specific types of reconciliation, legitimation, and market re-
forms Polish officials had in mind in the early 1980s diverged widely from 
Washington’s vision. They firmly believed, for instance, that they would 
never again negotiate with Solidarity, and they were convinced they could 
not impose the most extreme forms of IMF-mandated structural adjust-
ment. But they also knew they could not rule the country forever under the 
iron fist of martial law and the stalled economic system of central plan-
ning. The key, then, was to find the tipping point in political and economic 
reform at which both Western governments and the Polish population 
would forgive them for martial law and return to business as usual. 
Through the remainder of the decade, Polish leaders undertook increas-
ingly bold political and economic initiatives in search of this tipping point.

The first efforts in this direction were transparently self-serving and 
fooled no one into thinking the Polish United Workers’ Party (PZPR) was 
really interested in reform. In the months following martial law, the party 
announced the creation of the Patriotic Movement of National Rebirth 
(PRON), an organization composed of minor political parties in parliament 
meant to create “the appearance of a ruling coalition.”17 After the govern-
ment officially declared Solidarity illegal in October 1982, it eventually 
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announced the creation of a network of state-sponsored trade unions—the 
All-Poland Alliance of Trade Unions (OPZZ)—to create a similar appear-
ance of independent workers’ representation in the halls of power. In No-
vember 1982, Jaruzelski met with the leader of the Polish Catholic Church, 
Cardinal Józef Glemp, and the two men agreed on an informal quid pro 
quo: the government would allow the Polish pope, John Paul II, to visit his 
homeland in 1983 if the church would criticize Western sanctions and pub-
licly encourage the Polish people to refrain from striking. Both sides held up 
their end of the bargain, and the papal visit was set for June 1983. Then, as 
1982 drew to a close, the government took one last step toward a return to 
normalcy by suspending, if not fully repealing, martial law.

These initial steps toward reconciliation set the stage for a period of bar-
gaining among the government, the church, and the West over an exchange 
of steps toward limited political reconciliation for relief from Western 
sanctions. After the papal visit went off without a hitch, the government 
fully repealed martial law in July. Under pressure from its European allies 
to restart debt-rescheduling negotiations, the Reagan administration an-
nounced that it would rejoin the negotiations if the Polish government 
moved toward freeing all remaining political prisoners. The church pressed 
the same demand domestically, and the government, eager to regain soci-
ety’s trust, found itself “desperately anxious to solve the prisoner problem” 
by early 1984.18

Jaruzelski wanted sanctions relief in return, however. So, throughout 
1984, the US and Polish governments brokered a series of deals in which 
all remaining political prisoners were freed in exchange for an end to 
many American sanctions and, most importantly, a lifting of the Amer-
ican IMF veto.19 Many Solidarity dissidents were subsequently rearrested, 
but at the dawn of 1985, the first stage of American conditionality had 
momentarily been met. Due to a confluence of domestic and international 
pressures, Jaruzelski had lifted martial law and freed all political pris-
oners, and in return, the Reagan administration had agreed to open the 
gates to the IMF. Now the real work of adjusting Polish society to meet the 
demands of global capital would begin.

◆  ◆  ◆

When Poland officially rejoined the IMF in June 1986, it did 
not take long for observers, both within and outside the country, to note 
that Warsaw and the Fund were now “on a collision course.”20 The source 
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of the collision lay in the fundamentally different directions the IMF and 
the Polish government wanted capital to flow across Poland’s borders. As 
in every debtor country around the world, the IMF’s foundational goal in 
Poland was to turn the country into a net exporter of capital—or, in eco-
nomic terms, to produce a Polish current account surplus. To produce 
such a surplus, the Fund aimed to push the Polish government to imple-
ment an austerity and structural adjustment program. In a country where 
austerity had provoked political crises in 1970, 1976, and 1980, this por-
tended future political upheaval. Therefore, the Fund’s economic demands 
confronted Poland’s communist leadership with a political challenge: in 
order to come to terms with the Fund, they would also have to come to 
terms with the Polish population. What those terms would be defined 
Polish history from 1986 to 1989.

IMF officials took note of the tension between global capital and the 
Polish working class in the days after Warsaw rejoined the Fund. IMF 
staffer Hans Schmitt laid out the challenge ahead in stark and prescient 
terms. For austerity and structural adjustment to be “tenable in Poland,” he 
wrote in an internal memo, “it must be acceptable both to bankers abroad 
and labor at home. At the moment the requirements of each seem to be 
incompatible with one another.” The banks and governments seeking to 
recoup their loans wanted to establish conditions in Poland that would 
allow for a sustainable outflow of capital from the country. Labor, seeking 
to improve its plight after years of economic hardship, wanted capital to 
flow into the country. Schmitt noted the difference. “Bankers require a sur-
plus on external current account large enough to ensure the progressive 
repayment of debt, and an adjustment in domestic demand (and in wages) 
large enough to produce it.” On the other hand, “labor requires a min-
imum growth in wages (and in domestic demand) and a deficit on external 
current account large enough to finance any shortfall in GDP to support 
it.” The IMF, he concluded, “need[s] to find where, if anywhere, the twain 
can meet.”21

The Fund was well acquainted with the interests of Polish labor because 
it was in direct communication with Solidarity. Most labor unions around 
the world loathed the IMF and the structural adjustment policies it im-
posed on its members. Solidarity shared in this opposition. The union 
wrote to the Fund in 1985 that it would “come out strongly against mea-
sures leading to the substantial reduction of consumption, increases of 
prices, freezes on real wages or deterioration in social care.”22 But that did 
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not mean it opposed the IMF altogether. On the contrary, Solidarity de-
clared itself “probably the only labor union in the world” that welcomed 
its nation’s membership in the IMF because it saw the power that Fund 
conditionality might have to change the political status quo in Warsaw.23 
Therefore, despite their misgivings about the IMF’s economic policies, 
Solidarity’s leaders ultimately believed their long-term goals aligned well 
with the Fund. “Solidarity would like to see Poland in the IMF,” the lead-
ership wrote, because “it would be more beneficial for the country to be 
bound with the West” than with the Communist Bloc.24

Nevertheless, the impasse between labor and capital remained, and ob-
servers both within and outside Poland began to conclude that resolving it 
would require a political solution. Specifically, it would require political 
legitimacy in Poland. On the eve of their country’s accession to the World 
Bank and IMF, two Polish financial officials warned their comrades that 
“the experience of other countries indicates that IMF programs often en-
counter serious social resistance, which repeatedly led to their discontinu-
ation and a suspension of subsequent loan installments. We must not 
allow such an eventuality because it would cause another collapse of our 
position on the international financial market and socio-political reper-
cussions [domestically].” To overcome society’s resistance, the officials 
recommended that “the arrangements negotiated with the IMF and World 
Bank should be subject to wide consultation (up to and including a refer-
endum . . . ) in order to build a social consensus around the program.”25

Financial observers in the West very much agreed. Paul McCarthy, an 
executive at Chemical Bank in New York responsible for relations with the 
Eastern Bloc, wrote in an article just two months later, “The future actions 
of Western lenders are interrelated with Poland’s handling of its domestic 
difficulties. New money will be unlikely until the Polish government can 
assure political stability. Political stability cannot be guaranteed unless 
the government can fundamentally overhaul the economy. . . . The economy 
cannot be structurally reformed without the support of the Polish people 
and workforce.” This was where the IMF could play the vital role of cata-
lyst. “The IMF has a major bargaining chip,” McCarthy wrote, “in that it 
controls the single commodity that Poland currently needs the most and 
is least able to attain. The Fund can provide substantial credits, ranging to 
$700 million annually.” Moreover, “IMF loans could begin attracting new 
credits from banks and governments.” But Western creditors would only 
change their view once Jaruzelski had gained the popular legitimacy 
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required for austerity. “If Jaruzelski seeks reform without enfranchising 
the major constituencies, he risks failure,” McCarthy concluded. “Mean-
ingful reform will require the support of the Polish people, as further sub-
stantial cuts in living standards would be inevitable.”26

The Fund itself began to press this point in their meetings with Polish 
officials. In February 1987, the managing director, Jacque de Larosière, sat 
down to lunch with the president of the National Bank of Poland, 
Wladysław Baka. Baka resisted the Fund’s calls for austerity on account of 
“major political and social obstacles.” De Larosière admitted the govern-
ment was in a tough position but maintained that both Western govern-
ments and banks favored austerity, and thus it needed to be “implemented 
boldly (preferably in one stroke)” in order to convince them “that policies 
in Poland had changed radically for the better.” This would not be easy, 
and it needed to be “acceptable to the population.” Thus, “some prepara-
tion of public opinion would be necessary.”27

Using political maneuvers to prepare public opinion for the hardships of 
economic reform was not a novel idea for Jaruzelski. As we have seen, he 
emerged from martial law ready to use token acts of political liberalization 
to rebuild the government’s domestic legitimacy and international standing. 
By 1986, the question was how far he and the communist leadership were 
willing to go in this direction. Gorbachev’s rise in the Soviet Union widened 
the Polish communists’ political room for maneuver, but it did not immedi-
ately affect their strategy toward the opposition. Throughout 1985 and the 
first half of 1986, the government rearrested countless Solidarity leaders. 
Both the Catholic Church at home and Western governments abroad did 
not look kindly on this regression to repression, so alongside the prospect of 
future IMF-mandated austerity, the government faced renewed calls to free 
all political prisoners by the summer of 1986.28

Polish leaders responded to these pressures by opening a new phase in 
their search for the tipping point at which Polish society and Western gov-
ernments would restore their domestic legitimacy and international cred-
itworthiness. In the summer of 1986, the government announced a “second 
stage” of economic reform that was meant to deepen the moves toward 
enterprise independence and individual initiative that had first been 
launched in 1982. On paper, these reforms aligned with the IMF’s vision for 
the country: they aimed to achieve “market equilibrium” through price in-
creases, subsidy reductions, tighter credit policies, liquidation of inefficient 
enterprises, and the reduction of price and foreign exchange controls. Fund 
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officials reported that they had a “good deal of sympathy” with the goals of 
these reforms, but they criticized the government’s plans for making “vir-
tually no mention” of the Fund’s top priority, “balance of payment objec-
tives.”29 Domestic reform was all well and good, in other words, but if it did 
not produce a sustainable outflow of capital from Poland, the Fund was not 
really interested in supporting it. To produce such an outflow, Polish offi-
cials knew they would have to step up their austerity efforts. They assured 
the Fund that they would try to reduce subsidies on things like “coal, milk, 
and foreign trade,” but they feared the “social tensions in response to the 
associated price increases.”30

To head off these potential tensions, the leadership paired its “second 
stage” of economic reforms with a new set of political innovations. Most 
prominent of all, they announced a new general amnesty in September 
1986 that set all the nation’s political prisoners free. In the Politburo docu-
ment detailing the reasons for its decision, the leadership recognized that 
the issue of political prisoners was preventing Poland from sharing in the 
fruits of Gorbachev’s rapprochement with the United States and Europe. 
“The improvement of relations between the two superpowers . . . has led to 
a significant increase in East-West dialogue,” officials wrote. “However, 
Poland was not included in this process. The West applied tactics against 
our country, which make progress in normalizing relations with Poland 
dependent on assessments of the development of our [internal] situation.” 
Keeping political prisoners locked up would provide the West with fur-
ther reason to “continue restrictions and hinder the development of eco-
nomic and diplomatic relations.”31 These were restrictions the leadership 
could ill afford, so in September 1986, they let all remaining political pris-
oners walk free.

To build on the amnesty’s momentum, the government also augmented 
the transparently self-serving Patriotic Movement of National Rebirth 
with a new Consultative Council. Meant to be composed of credible inde-
pendent voices in Polish public life ranging from Catholic intellectuals to 
academics to moderate opposition figures, the Consultative Council was 
charged with advising Jaruzelski on ways to “increase trust” in society, 
build “social agreement,” establish “conditions for economic progress,” 
and develop “current and forward-looking social policy.”32 Like the 
“second stage” economic reforms, however, the council failed to appease 
its main audience, Polish society, or divide its main target, Solidarity. 
Lech Wałęsa quickly denounced it on the grounds that dialogue needed to 
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“be institutionalized, but not in sham institutions.”33 Shunned by Soli-
darity and meekly supported by the church, the Consultative Council 
opened in December 1986 to little public approbation.

Though these domestic political initiatives were not enough to sway do-
mestic public opinion, they were enough to win the repeal of the last 
American sanctions still in effect. In January 1987, US deputy secretary of 
state John Whitehead traveled to Warsaw for the highest-level bilateral 
talks since martial law. The following month, President Reagan officially 
restored Poland’s most favored nation (MFN) trading status with the 
United States and reopened Poland’s access to US government-sponsored 
credits. Having long railed against the all-powerful evil of American sanc-
tions, Jaruzelski believed these steps would at last reopen his nation’s ac-
cess to global financial markets.

What he discovered instead was the harsh reality of life in the priva-
tized Cold War. The mere fact that the US government no longer officially 
discouraged economic ties to Poland did not automatically mean global 
capital holders would restore their former friendly ties with Warsaw. For 
that to happen, the government would have to come to terms with the 
IMF, impose domestic austerity, and produce a sustainable outflow of cap-
ital from the country. Slowly, Jaruzelski began to understand these new 
ways of the world. “You could say that the sanctions were repealed within 
the last year,” he told East German leader Erich Honecker in September 
1987. “Yes and no.” The restoration of policies like MFN was fine, he said, 
but it only boosted Polish export income by about $20 million. Such a sum 
“requires no comment,” he told Honecker. “This is nothing.” Similarly, the 
restoration of Poland’s political contacts with Western governments was 
“important.” But diplomatic relations alone did not “put bread on the 
table.” Only the “ban on lending” really mattered, and even though the 
ban had been formally repealed, “in practice the blockade continues.” As 
long as Poland’s debt to Western governments remained in default and 
the IMF continued to withhold its endorsement of Poland’s economic re-
forms, capitalist banks and Western governments would not reopen their 
pocketbooks. Even though the United States had formally lifted all its 
sanctions, Jaruzelski concluded, “as before, economic warfare is being 
carried out against Poland.”34

In Moscow, the general’s imperial patrons could see very clearly what 
was happening to their ally but felt powerless to stop it. The size of Po-
land’s debt was a key measure of Soviet impotence. Anatolii Cherniaev, 
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Gorbachev’s foreign policy aide, recalled his boss complaining, “Poland is 
crawling away from us, and we in Moscow are doing nothing. And what 
can we do? Poland has a $56 billion [sic] debt. Can we take Poland on our 
balance sheet in our current economic situation? No. And if we cannot—
then we have no influence.”35

Spurned by the Kremlin and rejected by the Polish working class, Jaru-
zelski had little choice but to expand his search for political legitimacy in 
the service of economic reform so that he could come to terms with the 
IMF. In July 1987, he gave an interview to the Wall Street Journal in which 
he discussed the challenges facing his country. “As we’ve learned in the 
past,” he began, “even the most beautiful and well-constructed decisions 
and intentions, if they do not command the support of society, they fail.” 
Therefore, he announced that he was considering calling a national refer-
endum on “painful but imperative” steps aimed at bringing the nation 
into “economic equilibrium.”36 The general specifically intended the inter-
view to signal to the IMF that public opinion preparations were underway. 
In a meeting with Fund representatives the day after the interview ap-
peared, a Polish official said the referendum would “muster support for 
economic reform and austerity measures” and that the timing of the in-
terview “was influenced, inter alia, by hopes of a program with the Fund.”37

There were pressing domestic reasons to propose the referendum as 
well. Like Rakowski earlier in the decade, Jaruzelski believed in 1987 that 
the party’s domestic political standing was primarily a function of the 
country’s economic performance. “If it was possible to improve . . . the eco-
nomic situation, above all, the material situation of workers, then there 
would be no problem,” Jaruzelski told Honecker.38 By 1987, however, the 
patina of progress in the economy that had followed martial law was fading. 
An internal government report from August 1987 warned, “Generally, anx-
iety is rising due to the prolonged economic crisis.” Such a situation pro-
vided Solidarity with its only hope of reemerging as a potent political force. 
From the union’s perspective, “each action by the authorities in the eco-
nomic sphere will be favorable to the opposition . . . a full implementation 
of reform . . . will result in a temporary decline in purchasing power, lay-
offs, etc.” Thus, “the adversary has come to the conclusion that it does not 
have to bother much—it is enough to sustain a mood of justified anger and 
wait and join, at the right moment, the eruption of dissatisfaction, as in 
1980.”39 Best, then, to head off the dissatisfaction by legitimizing the eco-
nomic reforms.
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The arrival of US vice president George H. W. Bush for an official visit 
to Warsaw in September 1987 reinforced the connection between eco-
nomic reform and political legitimacy. In his meetings with Bush, Jaru-
zelski repeatedly returned to the importance of gaining debt relief, 
reaching an agreement with the IMF, and receiving new hard currency 
credits from the West.40 In return, Bush reminded his host that there were 
still two prongs to American conditionality—politics and economics. The 
Poles would have to come to terms with the IMF to reopen access to inter-
national financial markets, but only “steps toward democratization would 
yield a positive U.S. [government] response.”41 The Poles would, in short, 
have to impose austerity and reach the national reconciliation the Reagan 
administration had demanded since martial law.

Jaruzelski’s referendum was officially set for the end of November. By the 
day of its arrival, Western political and financial pressure had provided the 
Polish state with ample reason to seek both popular legitimacy and a man-
date for austerity. Both priorities were directly reflected in the referendum’s 
two questions to the Polish people. Were they in favor of introducing a 
“Polish model of deep democratization of political life with the goal of . . . 
increasing citizens’ participation in governing the country?” And were they 
in favor of a full government program for “radical” economic recovery, 
“knowing that this will require a difficult 2–3 year period of rapid changes?”42

Officially, Poles said they were not in favor of the government’s plans. 
Because the government set the threshold for victory at a majority of all 
possible voters, and many voters stayed home, the referendum failed even 
though a majority of those who did vote gave their assent. Jaruzelski 
emerged disappointed but undeterred. He told the Central Committee and 
the press that the referendum result did not indicate the population was 
against reform. Rather, it simply signaled that “a significant and important 
part of the society” had “doubts and fears” about the pace of change. De-
spite these misgivings, reforms were “a fact of life” that could not be 
avoided, he said. Thus, instead of “a one-stroke radical restructuring,” re-
form would be carried out over three years, price increases would be tem-
pered, and the official trade union, the OPZZ, would be allowed to negotiate 
a wage increase for its workers.43 It was not long before Polish wages and 
Polish prices were racing each other into the stratosphere.

This set the stage for the revolutionary year of 1988. On February 1, food, 
alcohol, and cigarette prices increased by an average of 40 percent, gasoline 
prices increased 60 percent, and transportation and rent prices were 
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substantially increased.44 Because the state unions were allowed to nego-
tiate a compensatory wage increase, the higher prices did not so much im-
pose austerity as set off an inflationary spiral. Ever mindful of the 
foundational connection between their economic and political fate, Polish 
leaders immediately understood that this was a recipe for political turmoil. 
In March 1988, researchers in the Central Committee produced a remark-
ably detailed and prescient investigation of the burgeoning relationship be-
tween economic crisis and political upheaval. They began their analysis by 
presenting data that clearly demonstrated that the nature of the commu-
nist government’s problem with the Polish population was economic rather 
than political (see Table 7.1).

In such an environment of economic pessimism, Solidarity posed a very 
particular kind of threat to the communist system. Because Poles were 
generally satisfied with the country’s political situation, the researchers 
concluded the union was “not able to lead an effective fight on the level of 
politics and political demands.” But, they hastened to add, “the question 
arises whether the socio-economic situation, affecting the standard of 
living of the working people, open such opportunities to it [Solidarity]? No 
doubt such possibilities exist.” Solidarity could “realistically strengthen to 
dangerous proportions if they are able to control the existing dissatisfac-
tion of various groups with their economic situation.”45 The union’s leaders 
shared the Central Committee’s belief that their power ultimately derived 
from the social costs of economic reform. In February 1988, Solidarity 
leader Bronisław Geremek proposed in an interview that the government 
enter into an “anti-crisis pact” with Solidarity, the Catholic Church, and 
other institutions that maintained society’s trust. He framed the necessity 

Table 7.1: Polish public opinion research. 

Judgment
Political Situation Economic Situation

1984 1985 1986 1987 1984 1985 1986 1987

Good 18% 28% 35% 36% 11% 12% 12% 6%

Not good, not bad 42% 38% 38% 38% 45% 35% 27% 24%

Bad 25% 15% 19% 18% 38% 46% 59% 69%

Adapted for clarity and translated from Document 10, “Informacja o stanie nastrojów społecznych i działalności przeciwnika w 
pierwszym okresie n etapu reform,” March 2, 1988, in Polska 1986 -1989: Koniec Systemu, vol. III, Dokumenty, ed. Antoni Dudek 
and Andrzej Friszke (Warsaw: Trio/ISP PAN, 2002), 66.
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of the pact in economic terms. “Without authentic social forces, a break-
through cannot be made in the economic situation of the country,” he told 
the magazine.46 Both sides—the communist leadership and Solidarity—
therefore shared the same understanding of the situation: economic reform 
would bring significant social costs, require domestic political legitimacy, 
and empower Solidarity.

In the face of the burgeoning turmoil of austerity, Jaruzelski and his ad-
visers began to contemplate opening a new front in their quest to regain 
domestic legitimacy and international creditworthiness. In a pair of memos 
drafted in early 1988, a group of senior officials encouraged Jaruzelski to 
embrace further political liberalization as a means of limiting society’s eco-
nomic frustration and gaining debt concessions from the West. If the party 
provided “groups of the moderate opposition with limited joint responsi-
bility” and absorbed “the tamest elements of the moderate opposition 
within our influence and institutions,” society would become more ame-
nable to economic reform. This included Wałęsa. The advisers proposed the 
creation of a new Senate chamber of parliament to complement the existing 
Sejm, and they recommended the Solidarity leader be offered a high-profile, 
harmless seat in the new chamber. Just to be sure that these cosmetic 
changes to the country’s political institutions did not alter the actual  
balance of power, they also proposed the creation of a strong office of the 
presidency—based on “a French, or even an American model”—to counter-
balance the moves toward parliamentary democracy.47 Maximizing the 
party’s power was, as ever, at the top of their minds.

Indeed, the advisers began to embrace the very logic of extraordinary 
politics that would come to define Balcerowicz’s plans during the first Sol-
idarity government. They warned Jaruzelski that society would view “the 
increase in freedoms” associated with democratization “mainly as a mark 
of the authorities’ weakness and softness.” But that was not their purpose. 
Democratic reforms were instead meant to give the party a tool it other-
wise lacked: the power to carry out unpopular economic reform. “Demo-
cratic evolution carried out at an appropriate pace and scope has the 
power .  .  . to fulfill the role of a safety valve for [social] moods .  .  . only 
when it is a factor accompanying radical, efficient, effective, and resolute 
actions in the economic sphere. Otherwise, it will be one of the drivers of 
the crisis.”48 The party would do well, in other words, to use the honey-
moon period of political reform to implement the most socially disruptive 
parts of its economic agenda.
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The party would also do well, the advisers told Jaruzelski, to use any 
moment of domestic political progress to demand debt relief from the 
West. “Before this whole package of changes is revealed . . . , confidential 
talks in Washington, and perhaps also the major capitals of Western Eu-
rope and the Vatican, seem necessary,” they wrote. “The whole package 
(together with Wałęsa) should be put on the table, and there should be at 
least tacit approval for the suspension of Polish foreign currency payment 
obligations.” There should also be, they concluded, an improvement in 
“our credit and other negotiations regarding economic cooperation with 
the West.”49

As the country’s streets and factories remained at peace in the early 
months of 1988, Jaruzelski did not yet see a need to embrace the risky 
strategy of political liberalization. Only the reality of social unrest could 
shift his thinking, and in April 1988, that reality at last arrived. Strikes 
ripped through the country as workers sought to keep their wages in line 
with prices. Generally, the strikes were spontaneous acts of workers hoping 
to defend their economic interests, but as predicted, Solidarity used the 
strikes to strengthen its position, and some workers eventually called for 
the union’s reinstatement.50 The government used a combination of bribery 
and repression to silence the wave of strikes by early May, but the economic 
damage had been done. By June, prices and wages were expected to rise 55 
percent and 60 percent, respectively, for the year. Far from declining, as the 
government hoped and the IMF demanded, the real wage of Polish workers 
was rising by about 5 percent.51 The conflict between capital and labor IMF 
officials had anticipated when Poland joined the Fund in 1986 was now 
fully in motion, and initially, Polish workers maintained the upper hand.

Politically, the news was even worse. Just as they had predicted early in 
the year, government officials concluded after the strike that Solidarity 
was “using the public dissatisfaction with the material situation and the 
poor prospects for its imminent improvement to open a political crisis in 
Poland.”52 This made austerity very dangerous, as the head of the state-
sponsored unions, Alfred Miodowicz, warned Jaruzelski. “It is risky, both 
from a political and economic point of view,” he wrote on May 3, “to con-
tinue economic policies resulting in a gradual reduction of real income in 
the socialist economy.”53

It was indeed a risk, but because of the country’s international financial 
straitjacket, it was a risk Jaruzelski needed to take. The IMF was disap-
pointed to see wages rising rapidly and outpacing the growth in prices. 
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This was precisely the opposite of the austerity policies that would pro-
duce a sustained outflow of capital from Poland. So, over the summer of 
1988, Fund officials changed their tune. Instead of simply encouraging the 
government to “prepare public opinion,” they started to demand the gov-
ernment build a “social consensus” around reform. On June 27, 1988, the 
Fund managing director, Michel Camdessus, suggested to the visiting 
Polish deputy prime minister, Zdzisław Sadowski, that “increased pop-
ular participation in political decision-making might .  .  . reconcile the 
population to the sacrifices required for economic stabilization.”54

This encouragement only served to reinforce many Polish leaders’ 
thinking about how to overcome society’s resistance to broken promises. 
As Jaruzelski later recalled, “I believe that at that time [the late 1980s] I un-
derstood that one can undertake radical reforms and impose unpopular 
decisions only under two conditions: in an authentic, well-established de-
mocracy or in a totalitarian or at least repressive state. We were neither one 
nor the other.”55 In the spring of 1988, the leadership seesawed between 
plans to become either one. Jaruzelski’s trusted advisor, fellow military 
general, and minister of the interior, Czesław Kiszczak, twice formulated 
plans to implement a state of emergency.56 At the same time, plans to im-
plement some form of limited democratic system gathered pace. In the af-
termath of the April strikes, a team of Central Committee experts 
encouraged the party to appoint a new government “based on the formula 
of broad national consensus” that would open a “dialogue with all the con-
structive forces” in society. Such a government was necessary because “the 
second stage of the reform, which requires social sacrifices and will create 
social problems . . . , requires much broader public support for the leader-
ship than currently available.”57

In the aftermath of the April strikes, Jaruzelski was willing to counte-
nance these calls to build a government of social consensus and national 
reconciliation, but he remained adamantly opposed to relegalizing Soli-
darity. This left him in search of a different partner that maintained the 
trust of society, and the Catholic Church quickly became his preferred 
choice. Throughout the summer of 1988, Jaruzelski’s advisers tried to 
garner the church’s support for plans to establish a new Christian Demo-
cratic Party that could act as a force of loyal opposition to the Communist 
Party’s leadership. Wałęsa, they said, could even be made chairman of the 
new Senate chamber actively under consideration. As long as the church 
would endorse an arrangement that precluded the reemergence of 
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Solidarity, the communist leadership made clear that it was ready to cut a 
deal.58

The communists’ offer put the church in an extremely powerful position. 
The fate of both the PZPR and Solidarity now lay in its hands. If church 
leaders endorsed the government’s plans to introduce political pluralism 
without Solidarity, the union likely would have struggled to continue its 
fledgling resurgence, and the country would have been set on very different 
path from the one it ended up taking in 1989. If the church withheld its en-
dorsement, however, the government would have little choice but to continue 
its search for domestic legitimacy by negotiating directly with Solidarity. 
Therefore, like Western banks and governments, the church possessed its 
own power of omission: it could withhold its blessing from the communist 
leadership until their plans conformed to the church’s demands. The ques-
tion in the summer of 1988 was whether the church would stop short of using 
this power to force the communists to negotiate directly with Solidarity.

The Polish people provided the answer. As the church and state con-
templated their arranged marriage, a new wave of strikes broke out in Au-
gust. Workers across the country went on strike for better wages and the 
reinstatement of Solidarity. The new wave of working-class revolt made 
the church’s decision much easier and the communists’ predicament 
much harder. On August 20, the church’s representative, Andrzej Stelma-
chowski, told his communist interlocutors that the church would only 
help end the strikes once the party had announced its intention to begin 
talks with Wałęsa about trade union pluralism.59 If the party wanted to 
renew its legitimacy, it would have to confront its opposition directly.

As the church tightened the screws on the PZPR, the Soviets continued 
to loosen theirs. In July 1988, Gorbachev arrived in Poland for a meeting 
of Warsaw Pact leaders. In a speech to the Polish leadership, the Soviet 
general secretary embraced what he called “socialist pluralism” in rela-
tions between socialist countries. In a conversation with Rakowski in 
early August, one of Gorbachev’s top advisors, Georgy Shakhnazarov, 
made the meaning of this slogan more concrete. If it came to a situation 
like the Polish Crisis of the early 1980s, Shakhnazarov said, “we . . . would 
not intervene.” Rakowski asked what would happen if Solidarity took 
power. Shakhnazarov stated, “Well, it [Poland] would probably take on a 
status close to Finlandization. The USSR would have to accept that.”60

These signals of acquiescence from the East directly affected the com-
munist leadership’s domestic thinking in Poland. Jaruzelski’s advisers 
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wrote to him on August 10. “At the moment,” they wrote, the Polish lead-
ership’s only asset was “Soviet support.” This would “weaken, or even dis-
appear,” they concluded, “as soon as the ineffectiveness of our actions [in 
Poland] becomes apparent.” Faced with the loss of Soviet support and the 
challenge of austerity, the advisors felt the PZPR had no choice but to 
share power with the opposition as quickly as possible. This should happen 
“early enough to be able to secure the dominant position of the Polish 
United Workers’ Party in the conditions of a successful and transforma-
tive division of power.”61 Sharing power today in order to maximize the 
party’s power tomorrow: this was the hallmark of the politics of breaking 
promises in the Eastern Bloc. By August 1988, its logic had become ines-
capable for the communist leadership in Warsaw, and Jaruzelski was 
ready to embrace it.

◆  ◆  ◆

On August 31, 1988, the eighth anniversary of the Gdańsk Ac-
cords that had brought Solidarity into legal existence, Poland’s ruling and 
working classes found themselves face to face once again. Minister of the 
Interior Czesław Kiszczak sat down with Wałęsa and invited the Soli-
darity leader to take part in negotiations about launching a roundtable. At 
the two sides’ first official exploratory meeting on September 16 in the 
Warsaw suburb of Magdalenka, Kiszczak made the party’s reason for ex-
ploring a compromise abundantly clear. The roundtable could, he said, 
“respond to and eventually correct the economic model, which should en-
sure that reforms are effectively realized, achieve economic equilibrium, 
and resolve the debt issue. The success of the economic reform program 
. . . depends upon its understanding and social acceptance.” Wałęsa agreed 
that was necessary “to save the country from collapse,” but he quickly 
made his own conditions clear: “union pluralism and the legalization of 
Solidarity.”62 This was still not something the party was ready to do, so the 
two sides quickly gridlocked over the nature of Poland’s social and polit-
ical future.

Like Western institutions and the Catholic Church before it, Solidarity 
now had an opportunity to exercise its own power of omission. The union 
would only endorse the government’s economic plans once the Commu-
nist Party had met its political conditions and legalized its right to exist. 
And like Western institutions and the church before it, the question con-
fronting Solidarity’s leaders was whether they would accept anything less 
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than the fullness of their demands before endorsing the party’s program. 
Over the fall of 1988, it became clear they would not. Like Western institu-
tions and the church, Solidarity, too, would hold the party’s feet to the fire 
until the communists agreed to all their demands.

At first, this principled obstinance produced few results. Within weeks, 
the Magdalenka talks broke down over the issue of trade union pluralism, 
and it appeared the idea of a roundtable was to be short lived. At the end 
of September, Rakowski assumed the role of prime minister and an-
nounced his intention to form a government of national unity by inviting 
members of the opposition to become government ministers. Hoping to 
increase pressure on the party to accept Solidarity’s demands, every op-
position member turned Rakowski down. Rather than feeling pressure to 
come to terms with the opposition, however, he proceeded undeterred 
with the state’s most spectacular move against Solidarity since martial 
law: on October 31, he closed the Gdańsk Shipyard, the union’s birthplace, 
on account of unprofitability.63

It was a move laden with intention and significance. Over the course of 
the 1980s, Rakowski had watched with increasing dismay as successive 
Polish governments wilted, in his judgment, before the challenge of im-
posing economic discipline. By 1988, he was the premier advocate within 
the party apparatus of strengthening and legitimizing the state’s power 
for the express purpose of breaking promises. “The workers have become 
our enemies,” he confided to his diary in the midst of the August strikes. 
“Our ammunition is weak. We tolerate illegal strikes.” The government 
needed “to get out of trenches” and attack its working-class opposition, he 
told Jaruzelski two days later.64 The closure of the Gdańsk Shipyard was 
his bayonet charge against Solidarity. “I have become convinced that the 
people want democracy, but also want a strong state,” he told Gorbachev 
in October. It is little wonder, then, that he soon became known in some 
circles as “the Polish Margaret Thatcher.”65

As in Thatcher’s Britain, unions would play a decisive role in either ac-
cepting or resisting the politics of breaking promises. The difference in 
Poland was that there were two national unions—the legal OPZZ and the 
illegal Solidarity—vying for the hearts and minds of the working class. By 
1988, Alfred Miodowicz, the leader of the OPZZ, could see quite clearly 
that the party’s twin strategies of imposing austerity and engaging Soli-
darity would destroy his personal power and harm the very working class 
that communism professed to protect. He also believed quite firmly that 
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Wałęsa was a simple electrician who had no business leading a national 
movement. So, in November 1988, he set out to expose the Solidarity 
leader as a fraud and burnish the party’s working-class credentials by 
challenging Wałęsa to a live debate on national television. Things did not 
go as planned. Rather than appearing as an overhyped simpleton, Wałęsa 
projected the calm self-assurance of a man with truth on his side. “We 
will not make people happy by force,” Wałęsa told Miodowicz and the 
country at large. “Give them freedom.”66 In polling taken immediately fol-
lowing the debate, 68.3 percent of Poles saw Wałęsa as the winner, and just 
1.3 percent saw him as the loser. Support for legalizing Solidarity rose from 
42 percent in August 1988 to 62 percent the day after the debate.67

By changing so many minds in society, the debate also changed the 
mind of the man who mattered most: Wojciech Jaruzelski. Before the de-
bate, Jaruzelski had held out hope that he could get the Solidarity leader-
ship to join the communist system and take joint responsibility for austerity 
without actually legalizing the union. In the weeks following the debate, he 
and his team realized their resistance was futile, and they set about pre-
paring the party leadership for the legalization of its long-time enemy.68

The prospect of Western financial assistance was key to overcoming the 
stiff resistance of the party apparatus. The Central Committee roundly 
criticized Jaruzelski when he presented the idea of legalizing Solidarity and 
starting roundtable negotiations in January 1989. In response, the general 
and his closest advisors threatened to resign and stormed out of the room. 
Once cooler heads had prevailed, Jaruzelski returned to the chamber and 
laid out his reasons for supporting this unpalatable step: the roundtable 
would buy the government a period of social peace; it would enhance the 
party’s legitimacy by increasing popular participation in upcoming elec-
tions; and it would unlock Western economic aid. Without the West’s 
“funds, without these various connections, loans, [and] the postponement 
of some repayments, we will be unable to jumpstart the economy. It is 
simply out of the question, and it may even get worse.” Unable to resist Ja-
ruzelski’s logic, the Central Committee approved the plan to legalize Soli-
darity and open the roundtable.69

Polish officials quickly tried to turn domestic political progress into in-
ternational financial reprieve. “The main purpose of the roundtable talks,” 
a Finance Ministry official told the IMF in early February 1989, “is to offer 
a political concession so as to facilitate the implementation of the authori-
ties’ economic plans.”70 Since the summer of 1988, Fund officials had 

 EBSCOhost - printed on 2/8/2023 2:38 PM via . All use subject to https://www.ebsco.com/terms-of-use



224  T H E  E N D  O F  T H E  C O L D  W A R

watched the inflationary turn in Poland with increasing concern, and 
they had repeatedly told Polish officials that much more discipline would 
be required before an agreement with the Fund could be reached.71 But 
Polish officials were unwilling to risk the imposition of austerity during 
the roundtable, so the Fund was not optimistic that the politics of breaking 
promises would soon prevail in Poland. IMF officials heard many times 
from their Polish counterparts that the roundtable was “an attempt to 
rally social support for a program of radical economic reform,” but there 
was little immediate evidence to show for it.72 Instead, Fund officials rec-
ognized that if they or the Polish government made an explicit demand 
for “an ‘x’ percent reduction in real incomes,” they might cause the “break-
down of [the] roundtable discussions.”73 So as the roundtable opened in 
February 1989, the Fund stayed in the background and let the negotiations 
play out on their own.

Against the backdrop of the Communist Bloc’s long history of state re-
pression, the opening of the roundtable was a truly astonishing, if not bi-
zarre, sight to behold. The American embassy in Warsaw noted the irony of 
having “a totalitarian regime begging for opposition participation in gov-
erning the country, while the opposition resists pressure to become in-
volved.” Solidarity was reluctant to play ball with the government’s attempt 
to co-opt their position in society because they knew the purpose for which 
it would inevitably be used: to legitimize unpopular economic reform. The 
union only went along with the party’s plans because, as Bronisław Ge-
remek said, it viewed the negotiations as “the price they must pay” for the 
party to legalize the union.74

Solidarity began to pay that price on February 9, 1989, when the round-
table opened with a large plenary session. The substantive negotiations 
were quickly divided into three working groups: one to debate the specifics 
of trade union pluralism, one to negotiate political reforms, and one to dis-
cuss social and economic policy. Before the roundtable opened, Wałęsa 
and Kiszczak had decided on two foundational points of agreement that 
would guide the negotiations at the trade union and political reform tables. 
First, Solidarity would be legalized, not relegalized, so that the government 
did not have to admit martial law was a mistake. And second, partially free 
elections would be held for the Sejm to ensure the party retained control of 
the chamber and Solidarity received a substantial minority. These high-
level agreements gave the trade union and political reform tables the out-
lines of an agreement before they even began.
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No similar agreement was reached with regard to the economy. Despite 
their acceptance of the austerity that would necessarily come in the future, 
Solidarity officials pursued a policy at the roundtable meant to maintain 
their credibility with Polish labor. This credibility was in question because, 
over the course of 1988, Miodowicz had begun to position the OPZZ as the 
only remaining bastion of resistance in Polish society to the imposition of 
international capitalist exploitation. In this role, he posed an equal threat 
to the PZPR and Solidarity. The State Department reported on the eve of 
the roundtable that Miodowicz “can represent himself as the only true de-
fender of workers’ rights against a cabal seeking to introduce free enter-
prise and impose wage restraints.”75 In the economic reform debates at the 
roundtable, representatives from the PZPR and Solidarity had to be ever 
mindful of the ironic prospect that the state-sponsored OPZZ, which had 
long appeared to be a naked tool of government manipulation, might actu-
ally win the hearts and minds of Polish workers.

Advocating for wage indexation was Solidarity’s way of maintaining its 
own credibility. If wages could be guaranteed to move in tune with prices, 
the union believed it could both reinforce its credentials as a protector of 
labor and head off a “pay race” between different sectors of the economy.76 
Because they were also interested in winning hearts and minds, neither 
the government nor the OPZZ was in a position to directly oppose index-
ation, so the economic roundtable reached an agreement to index wages at 
80 percent of the inflation rate.77

On other economic and social issues, however, there were signs of Soli-
darity slowly and reluctantly embracing the politics of breaking promises. 
To many of the union’s leaders, an eventual embrace of austerity and neo-
liberal economics simply appeared unavoidable by 1989. Solidarity’s re-
sponse to the issues of price and housing reform signaled the beginning of 
a transformation in the union’s thinking. At the second meeting of the 
working group, the communist representatives called for agricultural and 
food prices to be freed. Price increases were, of course, the third rail of 
politics in communist Poland, so a union representative told the American 
embassy that “taking responsibility for the food price issue” made the Soli-
darity leadership “very nervous.” Nevertheless, the official said, the leader-
ship also knew that prices would eventually have to be liberalized in any 
final economic reform, which would inevitably mean higher living costs 
for Polish citizens. Thus, in response to the government promotion of the 
benign effects of competition under market capitalism, Solidarity turned 
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to the rationale underlying the modern welfare state—the use of govern-
ment spending to soften the wrenching effects of market transformation. 
“Food stamps,” the Solidarity negotiating team told the roundtable, should 
accompany any price liberalization.78

Similar dynamics affected the roundtable’s negotiations over housing 
policy. Housing in Poland had long been a national disaster. Because of heavy 
government subsidy, housing prices had long since stopped reflecting the so-
cial value and economic cost of the property. There was thus little incentive 
for construction firms to build new housing at a faster pace. By the late 1980s, 
Poles had to wait twenty years to move into an apartment of their own. Such 
waitlists transcended political differences, so everyone at the roundtable 
agreed radical reform was necessary. The solution was both obvious and 
painful—raise the price of housing. As with so many other areas of the 
economy, however, this solution would hurt millions of Polish citizens and 
force Solidarity to abandon its traditional labor interests. Aleksander 
Paszynski, the Solidarity negotiator in charge of housing policy, noted the 
contradictions of reform. Solidarity would have to “brutally” tell society that 
the era of cheap housing was over and instead work to provide a social “safety 
net.” He lamented that “as trade unionists, Solidarity leaders support higher 
wages and maintaining standards of living, but as supporters of economic 
reform, they find themselves backing higher prices and higher rents, even if 
this leads to greater income disparities.”79 Such were the contradictions of 
the union’s slow embrace of the politics of breaking promises.

In exchange for breaking promises, of course, Solidarity wanted real 
political control. “If we are to sign a social accord,” the Solidarity repre-
sentative to the economic roundtable, Witold Trzeciakowski, said, “We 
must control its implementation.”80 Issues of social and political control 
would ultimately be decided at the highest levels, so on March 2, Wałęsa 
and Kiszczak met again to address the shape of the final political settle-
ment. In exchange for Solidarity’s support of a strong presidency, Kiszczak 
offered the creation of a wholly new chamber of parliament, the Senate, 
whose 100 members would be freely chosen in open elections. Although 
the power to introduce legislation would remain in the Sejm, where the 
party would maintain control, the Senate would be given “blocking” 
power on economic, social, and environmental matters. More to the point, 
it would give Solidarity the ability to engage in politics without being co-
opted into government programs with which it disagreed. The new 
chamber was a momentous concession that met the union’s most 
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important demands for both an independent political voice and some 
form of control over the implementation of reform.81

The roundtable negotiations continued through the end of March and 
were not officially signed until April 5, but the basic structure of the final 
agreement was now in place. Elections would be held in June, and the 
PZPR would control the Sejm; 65 percent of the seats would go to the party 
and its allies, while the other 35 percent would be freely elected. The Senate 
would also be freely elected, and the president would be elected by a ma-
jority vote from the two houses of parliament combined. Because the Sejm 
was much bigger than the Senate, this would ensure that Jaruzelski be-
came president. The elections were set for early June.

As the parties reached agreement domestically, they also began to 
present a united front internationally. Solidarity entered the roundtable 
negotiations with a firm belief that the country’s foreign debt was the gov-
ernment’s problem, but it had discovered that the debt was its “carrot” in 
the negotiations. Therefore, as the roundtable progressed, the union threw 
its support behind a joint appeal with the government for debt relief from 
the West.82 When Solidarity leader Jacek Kuroń met with US deputy sec-
retary of state Thomas Simons in early May, the long-time enemy of the 
communist state told his American counterpart, “The reds deserve some 
reward for the roundtable.”83

The appearance of this Polish united front put the US government in an 
awkward position. Since Reagan’s National Security Decision Directive 54 
on Eastern European policy, an unresolved tension between US political 
and economic conditionality had festered beneath the surface of US 
policy. American officials had long professed to care about both political 
and economic conditions, but their convictions had never really been 
tested by events on the ground. Now that the signs of political progress in 
Poland were undeniable, American policy makers were forced to decide 
which set of conditions was most important. Would they actually—as 
George H. W. Bush had told Jaruzelski in 1987—reward political progress 
in Poland, even if the economy remained unreformed? Or would they 
hold to the twin foundations of their conditionality and only offer finan-
cial relief to Poland once Warsaw had met both Washington’s political 
and economic demands? Was the United States’ immense power of omis-
sion meant to produce a democratic Poland, a capitalist Poland, or both?

These questions consumed the new Bush administration in its first few 
months in office in early 1989. Condoleezza Rice, a staffer on the National 
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Security Council, laid out the nature of the debate in a March internal 
memo. The government’s political and diplomatic agencies, led by the State 
Department and the NSC, firmly believed the United States needed to re-
spond to the political progress of the roundtable with immediate economic 
support. Rice counted herself in this camp. “The President promised the 
Polish regime that we would reward political reform with economic flexi-
bility,” she wrote. “To now require economic reform first would constitute 
‘moving the goal posts.’” Moreover, “we have told all of the East Europeans 
that political reform is a precondition for economic reform because illegiti-
mate governments cannot impose strict austerity measures.”84 For agencies 
like the State Department and the NSC, which had been fighting the Cold 
War in Europe under conditions of bipolar political paralysis for four de-
cades, it was political change in Poland that really mattered. Now that it 
was underway, these agencies believed the administration needed to use its 
economic resources to reward the choice for political liberalization.85

Washington’s custodians of the global financial system stridently dis-
agreed. If decades of Cold War competition had made the political situa-
tion in Europe appear intractable to the State Department and the NSC, 
the sovereign debt crisis of the 1980s had made the world’s debt problems 
appear equally intractable to the Treasury Department. Treasury officials 
therefore viewed developments in Poland through the lens of global debt 
and saw little reason to adjust their global standards for dealing with 
debtor nations to encourage political progress in the Cold War. “Argu-
ments about a consistent global debt policy,” one NSC official wrote on the 
eve of the roundtable’s completion, “expose a view that there are other re-
gions of equal importance, for instance Latin America, and that Eastern 
Europe does not deserve special treatment. Current U.S. policy assigns 
greater weight to economic criteria than political ones in questions of debt 
relief .  .  . and in extensions of credits.”86 In the Treasury Department’s 
eyes, even if the roundtable represented “a major political advance,” its 
economic reforms were “likely to be minimal.” Therefore, regardless of 
Poland’s importance in the Cold War, the Treasury Department argued 
that the United States should only “reward economic reform.”87

George H. W. Bush ultimately agreed with this view. In an April 1989 
speech, the new president laid out the United States’ response to the aston-
ishing events unfolding in Eastern Europe, and his list of actions left much 
to be desired for those focused on supporting political reform. The United 
States would “facilitate cooperation and direct contacts between U.S. 
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firms and Poland’s private business sector” and pursue “imaginative ex-
change, educational, cultural, and training programs,” Bush said. But his 
administration would not press the IMF for leniency. “A stand-by agree-
ment should be subject to the usual IMF standards,” he told the Poles, 
because “IMF conditionality can help Poland pursue needed economic 
reforms.”88 The United States would, in short, demand both democracy 
and capitalism in exchange for access to the manifold blessings of global 
financial markets. The Poles would, in the end, have to conquer the chal-
lenge of breaking promises before they could rejoin the world economy.

Solidarity’s strong showing in the June elections initially complicated 
this task. When Poles went to the polls on June 4, Solidarity won a sur-
prising landslide victory in the new Senate chamber (ninety-nine out of 
one hundred seats). In the Sejm, the party’s candidates, who needed 50 
percent of the eligible voting population to avoid competing in the second 
round of elections, failed to achieve their threshold even though they ran 
unopposed. Though the PZPR and its allied parties achieved enough sup-
port to form a government after the second round of voting on June 18, the 
overall election results were a stunning rejection of the PZPR’s leadership 
and authority. By the end of the month, Kiszczak, the communists’ choice 
for prime minister, was unable to form a government on his own, and talk 
of Solidarity joining the government began to surge.

This left the union’s leadership with the familiar choice of determining 
how much power to demand in exchange for its participation in the po-
litical system. On July 3, Adam Michnik offered a bold answer: “Your 
President, Our Prime Minister.” In an article by that name, Michnik pro-
posed that Solidarity be allowed to form its own government in exchange 
for electing Jaruzelski president. Throughout the remainder of July, the 
country debated Michnik’s proposal while the nation’s political future 
hung in the balance. The prospect of Western financial assistance and 
debt relief played a crucial role in this national debate. “One of the main 
arguments for the [Michnik] Plan,” the US ambassador reported, “. .  . is 
the rampant expectation that a Solidarity government would be better 
placed to secure vital economic assistance from the West.”89

For Solidarity leaders, the heartening prospect of increased Western as-
sistance was balanced by the daunting prospect of taking responsibility for 
an economy in freefall. At a decisive meeting on August 1, many in the 
leadership spoke out against Michnik’s plan on precisely these grounds. “If 
the economic diagnosis is bad,” Andrzej Stelmachowski said, “it would be 
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folly to take over the government. . . . If we are expecting a deterioration [of 
the situation], we should not assume responsibility for it.” Michnik was of a 
different mindset. “We have such an international constellation, a histor-
ical moment, when we can catch something,” he said. He encouraged his 
comrades to seize it. As for the economics of the situation, Michnik’s view 
was simple. “We are doomed for one [program],” he said, “a sharp, sudden 
entrance into the market.”90

◆  ◆  ◆

Michnik’s plan eventually carried the day. On August 24,  
Tadeusz Mazowiecki became the first noncommunist prime minister of 
Poland since the start of the Cold War, and a period of truly extraordinary 
politics arrived in Warsaw. Balcerowicz, who had been a chief architect of 
the union’s economic platform before martial law in the early 1980s, be-
came finance minister, and he quickly committed the new government to 
implementing a program of “radical reform.”91 Even before Balcerowicz 
officially entered office, the Finance Ministry had already composed a 
four-month plan to impose all the hallmarks of the politics of breaking 
promises during the Mazowiecki government’s early days.92 Balcerowicz 
agreed with the ministry that the speed with which the reform was imple-
mented was of the utmost importance. As he wrote in his 1994 article on 
extraordinary politics, “The brevity of the exceptional period means that a 
radical economic program, launched as quickly as possible after the 
breakthrough, has a much greater chance of being accepted that either a 
delayed radical program or a nonradical alternative that introduces diffi-
cult measures (e.g. price increases) in piecemeal fashion. Bitter medicine 
is easier to take in one dose that in a prolonged series of doses.”93

The young American economists Jeffrey Sachs and David Lipton very 
much agreed. After spending the 1980s fighting the fires of the sovereign 
debt crisis in Latin American, Sachs and Lipton arrived in Poland in the 
summer of 1989 to advise Solidarity on its economic program. Though 
they did not use the phrase “extraordinary politics,” they knew its logic 
well, and they urged the Solidarity leadership to seize its moment in the 
political sun to implement the most unpopular elements of the domestic 
economic reform program.94

Sachs and Lipton also urged Solidarity leaders to think of extraordinary 
politics in international terms as well. The Mazowiecki government, they 
maintained, was not just a sign of a new start for Polish citizens domestically; 
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it was also a sign of the end of the Cold War internationally. Sachs and 
Lipton urged their Polish counterparts to use this fact to demand debt re-
lief from the nation’s Western creditors.95 On September 14, they sent Bal-
cerowicz “a draft proposal to suggest the kind of document that you could 
circulate to the Western governments, the IMF, and the World Bank.” In 
the proposal, the new Mazowiecki government would commit to imple-
menting a shock program of breaking promises that would include price 
increases, subsidy reductions, monetary austerity, trade liberalization, and 
the privatization of state-owned enterprises based on the model of Thatch-
er’s Britain. In exchange, however, the new government would demand 
that the IMF apply its conditionality “firmly but also imaginatively” and 
that Western governments and banks commit to “a definitive reduction of 
Poland’s debt burden.”96 On September 22, Balcerowicz sent Western gov-
ernments, the IMF, and the World Bank an almost verbatim copy of the 
Sachs-Lipton document to announce his economic plans. When the IMF 
received the document, Fund officials concluded that it represented “a 
good basis for us to work with the authorities.”97

The Bush administration quickly reached the same conclusion. After 
almost a decade of waiting, events on the ground in Poland at last aligned 
with American political and economic conditionality in the fall of 1989. 
Poland would go through both a democratic revolution and a capitalist 
perestroika, and Washington was now eager to offer support. On October 
3, 1989, Scowcroft wrote to President Bush, “We have said repeatedly, as 
have our allies, that the West is prepared to assist the Poles when they 
demonstrate their willingness to accept tough and painful reforms. The 
Balcerowicz plan suggests that they are ready to do so.” The Solidarity 
leadership, Scowcroft wrote, “has decided that they must institute radical, 
shock-treatment reforms now, during the Mazowiecki’s government’s po-
litical honeymoon with the Polish population.”98 The administration now 
stood ready to aid the new government’s endeavor. Over the fall of 1989, it 
rallied Western nations to provide Warsaw with a $1 billion fund to aid 
Poland’s transition to a convertible currency and free trade. In early 1990, 
Western governments agreed to an unprecedented rescheduling agree-
ment on Poland’s debt that stretched out repayment over fourteen years, 
more than twice its normal repayment schedule.99 It took longer to reach 
agreements on debt reduction, but in 1991, Western governments forgave 
roughly 50 percent of Poland’s debt obligations. Commercial banks fol-
lowed suit with their own debt-reduction package in 1994.100
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Each of these moves toward international financial relief was tied to 
Warsaw’s implementation of the politics of breaking promises at home. 
Throughout the fall of 1989, negotiations continued among the Mazow-
iecki government, the IMF, and Western governments over the shape of 
the newly titled Balcerowicz Plan. On December 28, the Sejm voted on a 
package of ten laws intended to fulfill the aims of the Balcerowicz Plan 
and bring a market economy to Poland. In the years that followed, the 
politics of breaking promises arrived in full force. Real wages declined by 
30 percent and industrial production declined by 25 percent in 1990. Un-
employment, which had previously been nonexistent, began an excruci-
ating climb in early 1990 until it reached 13 percent by 1991.101

Through it all, Poland’s erstwhile communist leaders stood in awe of 
the economic discipline Mazowiecki and his comrades were able to im-
pose on the Polish people. “If we still had power,” Rakowski ruefully wrote 
in his diary in October 1989, “then there would not be a single peaceful 
day in the country. . . . One strike would chase another. And today? Al-
though Mazowiecki’s government is pursuing a lethal economic policy, 
there are no strikes.”102 Jaruzelski, who had imposed the most unpopular 
decision of the postwar period on the Polish people, agreed. The “neces-
sary social support” for economic reform, he eventually concluded, could 
“be granted only in a system of parliamentary democracy.” Only such a 
system could “carry the burden of unpopular decisions.”103
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ON APRIL 10, 1987, the staff of PlanEcon, the 
most authoritative Western publication on the communist economies of 
the Eastern Bloc, told its readers, “We may sound very cynical, but it is not 
far from the truth to say that Hungarian economic fortunes in the near 
future do not depend on anything done in Budapest, but will be deter-
mined in Tokyo. We doubt very much that Mr. Kadar yet understands this 
and the implications of such a situation for Hungarian economic sover-
eignty.” Over the previous two years, the journal noted, Japanese banks 
flush with surplus capital from the booming Japanese economy had indis-
criminately financed the Kádár government’s plush domestic economic 
policy. But time was running out. PlanEcon went on, “If and when Western 
banks finally realize .  .  . what Hungary is up to, they are likely to bring 
their lending activities to a screeching halt and cause [a] severe economic 
crisis in Hungary.”1

Almost three years to the day after this stinging analysis, Hungary held 
its first multiparty democratic elections since the start of the Cold War. 
The financial pressures described in the dire warnings of a financial trade 
publication in 1987 were intimately connected to the momentous political 
changes that shook Hungary, Europe, and ultimately the world in 1989. In 
the summer of 1987, banks finally realized that Hungary’s debt was 

C H A P T E R  8

The Coercion of Creditworthiness
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unsustainable, and the country lost its creditworthiness on global capital 
markets. To restore its standing in the financial world, the Kádár govern-
ment was forced to come to terms with the International Monetary Fund 
(IMF) on an austerity and structural adjustment program. Leading mem-
bers of Hungary’s Communist Party, the Hungarian Socialist Workers’ 
Party (MSZMP), knew such a plan would involve a sharp drop in the 
living standards of the population, and they consequently feared that the 
party would lose legitimacy because of the austerity measures. Therefore, 
in order to build a social consensus around austerity and structural ad-
justment, the party launched a process to democratize the state.

In their dealings with Budapest, Western actors—particularly Western 
financial actors—did not intend to democratize Hungary. As in Poland, 
this would have appeared to be a wildly ambitious goal because there was 
no reason to think the Soviet Union would let Hungary leave its orbit. 
Nevertheless, through a process I call “the coercion of creditworthiness,” 
Western actors played a significant role in spurring Hungary’s revolution 
in 1989 by forcing its leadership to confront the politics of breaking prom-
ises. Western nations, capitalist banks, and the IMF established a strin-
gent set of economic criteria the Hungarian government needed to meet 
to maintain access to Western credit markets and receive IMF loans. Be-
cause Hungarian officials were dependent on global capital to maintain 
their domestic social contract, they had little choice but to meet these de-
mands and prepare the country for years of economic hardship. It was 
this pressure to prepare society for economic adjustment and austerity 
that ultimately drove Hungarian reformers to embrace political liberaliza-
tion and multiparty democracy.2

◆  ◆  ◆

By the spring of 1984, János Kádár’s patience with the austerity 
of 1979–1983 had worn thin, and he believed the party’s restrictions on the 
domestic economy had become politically dangerous. At the April 17 Cen-
tral Committee meeting, he told colleagues, “Believe me, comrades, the 
two main slogans we cite and reference most often ‘the international eco-
nomic environment’ and ‘to preserve the results achieved in the standard 
of living’ can no longer be retained.” He believed that “the deteriorating 
standard of living” had eroded the support of the people and that a new 
economic program was needed to restore public confidence. Kádár set the 
benchmark for the economy’s performance at 2.5–3 percent growth in the 
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standard of living, and he told party officials to use whatever means nec-
essary to achieve that goal.3

Lucky for Kádár, global economic and financial changes that were 
completely out of his control brought his thoughts of renewed expansion 
to fruition. After the collapse of the sovereign lending market in the 
early 1980s, Western banks were no longer willing to put their own cap-
ital on the line to fund loans to sovereign borrowers, so they changed 
the way they issued debt from loans (issued directly from banks) to 
bonds, which could be sold to any type or class of investor. For Western 
banks, one group of customers for these bonds stood above the rest: Jap-
anese investors. Japan was the economic and financial juggernaut of the 
1980s, and its investors fueled global capital markets. From their perches 
at Tokyo investment houses, Japanese bankers invested in anything and 
everything, most famously in the United States—government bonds and 
Rockefeller Center. But Japanese companies made so much money ex-
porting their products to the rest of the world that not even the massive 
United States economy could absorb all their surplus capital. Their 
banks needed to look beyond the United States for investment opportu-
nities. From 1984 to 1987, Kádár’s Hungary became one of the preferred 
destinations.4

János Fekete, the long-standing vice chairman of the National Bank of 
Hungary (NBH), played Japanese favor for all it was worth. Although in-
vestors in New York and London continued to shun Hungarian bonds, 
Fekete used Tokyo’s enthusiasm for Hungarian debt to meet Kádár’s policy 
demands. In 1985, he told the IMF that “he was not concerned about the 
balance of payments” because “Hungary had at present no difficulty in get-
ting medium and long-term funds.”5

The communist leadership wasted little time in turning the country’s 
renewed access to capital abroad into new promises at home. When the 
Thirteenth Party Congress arrived in March 1985, the party endorsed a 
renewed effort to raise the living standards of the population. NBH gov-
ernor Mátyás Tímár later explained the dynamics of the congress in terms 
of the politics of making promises. “As in the West,” he said, the elections 
that took place at the congress were “accompanied by promises. The party 
congress wanted to paint an optimistic picture and promised more invest-
ment and better living standards.”6 As 1985 unfolded, the party released 
the reins on imports from the West, borrowed Japanese capital to pay for 
them, and rapidly deteriorated the balance of payments. In the three short 
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years from 1984 to 1987, the country’s hard currency debt nearly doubled 
from $9.4 billion to $18.1 billion.7

Despite the leadership’s enthusiasm for renewed growth, red flags 
abounded both within Hungary and across the Atlantic Ocean. Officials at 
the National Bank of Hungary encouraged the IMF’s managing director, 
Jacques de Larosière, to emphasize in his dealings with Hungarian leaders 
“that from the external standpoint the economy remained far from a safe 
harbor.”8 At the IMF annual meetings in the fall of 1985, Fund officials  
did their best to make clear to Fekete “the risks he [was] running with re-
newed heavy borrowing.”9 But despite their insistence on “the foolishness 
of building up a debt exposure,” Fekete told them he “felt under no pres-
sure” from global capital markets.10 The staff at PlanEcon judged this men-
tality acerbically. “In order to please Mr. Kadar,” they wrote, “Hungarian 
bankers are supporting unsustainable economic policies and deliberately 
bringing the country ever closer to an external payments crisis.”11

With Fekete whispering in his ear, Kádár remained unconvinced that 
crisis lay just around the corner. In June 1986, he told the Politburo, “I say, 
comrades, we cannot change the decision of the Congress, the five-year 
plan, or the annual plan. . . . Those decisions pointed us in the right direc-
tion.  .  .  . The plan must be kept.”12 To the surprise of financial policy 
makers in both the NBH and the IMF, global markets continued to fund 
Kádár’s unsustainable dreams throughout the summer. L. A. Whittome, a 
senior official at the Fund, declared himself dumfounded. “It is amazing 
that the banks are prepared to go on lending at very fine terms to Hungary 
in this situation.”13

As summer turned to autumn, however, the country’s deteriorating fi-
nancial position led many leading Hungarian officials to embrace the 
need for foundational economic and political reform. Károly Grósz, whom 
many expected to succeed Kádár, signaled a change in his own thinking 
in an interview with a small Hungarian publication, Siker. “Unless we 
change our present conditions, the economic-technological challenge of 
the world will impose increasingly heavy burdens on us,” he said. Since 
launching the New Economic Mechanism in 1968, the party had been un-
able “to modernize the structure of our economy.” And these eighteen 
years of persistent problems had demonstrated that “it is not just a tech-
nical problem . . . it is a political problem.”

The political problem he had identified was, in essence, the politics of 
breaking promises. As Grósz said, “If we place greater value on bigger and 
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better performance, then some workers will earn more than others. And if 
we penalize performances which are below average, then some other 
workers will get considerably less money than the average worker. In other 
words, the differences in earnings will increase considerably, a condition 
which our society still barely tolerates.”14 For Grósz, a man who “publicly 
expressed admiration for Mrs. Thatcher’s achievements in reviving the U.K. 
economy,” this aversion to inequality was born of a misreading of the very 
socialist doctrine the country professed to follow.15 Grósz stated, “Marxism 
has never accepted egalitarianism, but rather the postulate of equal oppor-
tunity. This postulate takes into account, in all respects, the possibility of 
considerable inequality. . . . Equality has never been and cannot be a feature 
of socialism. Its great advantage consists precisely in its ability to automati-
cally grant greater opportunity to everyone than does capitalism.”16

It was a view of Marxist doctrine that fit the times, and Grósz was not 
alone in holding it. At the same moment, Imre Pozsgay, a headstrong 
cadre who had been banished from the top leadership of the party in 1982 
and became leader of the party’s umbrella social organization, the Patri-
otic People’s Front (PPF), commissioned a report from a group of fifty 
economists and social scientists on the causes of the economic crisis and 
avenues toward reform. The document they collectively produced, “Turn-
around and Reform,” outlined the leading reformist economic thinking at 
the time and marked the first step in the Communist Party’s strategy to 
develop social and political pluralism as a means of implementing the 
politics of breaking promises.

“The 1980s, and particularly the experiences of 1985–86,” the report 
began, “indicate that the Hungarian economy is in a serious situation.”17 
The authors believed that the country’s reliance on the stilted trading and 
financing systems of Comecon, the inconvertibility of the forint (the na-
tional currency), and significant government restrictions on imports had 
all unduly sheltered Hungarian industries from the competition of the 
global economy. If the country was to recover, the party and government 
would have to close inefficient enterprises, make the forint (Ft) convert-
ible, liberalize imports, cut corporate taxes and subsidies, adopt a restric-
tive monetary policy, and allow for a greater degree of wage inequality 
between workers based on their productivity. In short, the authors be-
lieved that the country needed to be exposed to the competitive pressures 
of the world economy and that the state’s past promises to its citizens 
needed to be broken.
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This process of structural adjustment—a term the report itself used 
(szerkezeti alkalmazkodas)—would not be quick or popular and would 
not produce immediate results. “A sincere and realistic reform policy 
cannot promise rapid economic growth and rising standards of living in 
the short term,” the report concluded. “In fact, it should be openly said 
that it might even temporarily bring economic losses.”18 Because there 
would be “victims of the reform policies,” the “distribution of burdens” 
needed to be “made socially acceptable.” To do this, the authors believed 
the economic reforms needed to be accompanied by social and political 
reforms that would build social support for change. Because the reform 
program’s implementation would depend “on actions embedded in peo-
ple’s behavior,” it needed to “be expanded to other areas of social relations, 
including political relations.”19

In its vision for reforming the economy, “Turnaround and Reform” 
sounded as though the IMF itself had written it. Unsurprisingly, then, 
IMF officials were pleased and impressed when they learned of its eco-
nomic contents. What did surprise Fund officials, however, were the po-
litical, social, and legal changes also called for in the document. One staff 
economist called it “a remarkable document” that presented “daring solu-
tions” because “the reform process is interpreted as both a government 
program as well as a social and political movement.” Under the reformed 
political system, “interest groups, as well as individuals, would participate 
openly and democratically in the debate on, and thus identify with, the 
reforms.”20

This image of politics—as a societal forum for interest groups and indi-
viduals to express their competing interests and arrive at consensus— 
defined Imre Pozsgay’s vision for Hungarian reform. In a 1987 article titled 
“Political Institutions and Social Development,” Pozsgay sought to diag-
nose the country’s economic woes. He wrote that to develop an answer, “it 
is necessary to investigate . . . our political system.” His own investigation 
had yielded “the realization that the interest relations cannot be explored, 
and sound and necessary policy decisions cannot be made, without openly 
letting interests surface, clash and be represented.” This meant that “an 
essential feature of socialist democracy is . . . the development of a system 
for the representation of interests.” This was not advocacy for a transition 
to a Western multiparty democracy. That would come later. In Pozsgay’s 
vision of reform, the MSZMP retained its leading role in society. But he 
argued that the Communist Party could no longer assume or impose 
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social consensus on society. Instead, consensus had to be arrived at 
through the open recognition and representation of society’s competing 
interests.21

While ideas of political reform expanded under the watchful eye of 
Pozsgay and the PPF, the country’s economic deterioration became unde-
niable to the party leadership in the fall of 1986. In November, the Central 
Committee held an emergency two-day meeting to discuss paths out of the 
burgeoning economic crisis. The resolution published after the meeting eu-
phemistically called for “stabilizing” (rather than raising) the standard of 
living and “selective” (rather than total) industrial development. Behind 
the evasive language were clear signals that wage differentiation would in-
crease, social subsidies would be cut, and loss-making enterprises would 
no longer be supported by the state budget. In an interview after the 
meeting, János Hoos, the chairman of the Planning Commission, said eco-
nomic reform had “become a life or death issue” whose successful imple-
mentation depended on “the existence of a society-wide consensus that 
supports this type of conflict-ridden economic policy.” Therefore, he said, 
the Central Committee had decided to increase the role of party organs 
and social organizations in economic life because the party’s “main task” 
in the crisis was to “establish political conditions in which the economic 
policy can be realized.”22

As the crisis reached a crescendo in Budapest, Kádár traveled to 
Moscow in search of Soviet support. In November 1986, he arrived at the 
meeting of Comecon heads of state at which Gorbachev repealed the 
Brezhnev Doctrine and told the assembled leaders they now needed to 
solve their domestic problems on their own. In case Gorbachev’s generali-
ties were unclear, the Soviet leader reinforced his message in a private 
meeting with Kádár. “For now, the USSR cannot really help,” Gorbachev 
told him. Soviet officials were well aware of the onrushing crisis in Hun-
gary. Gorbachev told Kádár that Soviet specialists were giving leaders in 
Budapest “two years to find a solution” but that he could do little to aid 
them. Gorbachev offered to buy Hungarian meat and grain with hard cur-
rency, which padded Budapest’s balance of payments to a small degree, 
but Kádár returned home to face the burgeoning crisis on his own.23

While Kádár headed east in search of economic support, Fekete headed 
west on the same mission. Throughout the late 1980s, he lectured audiences 
of capitalists about the injustices of the world economy, particularly the 
Reagan financial buildup and the IMF’s structural adjustment policies. At 
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the IMF Annual Meetings in 1986, Fekete told the assembled financial elite 
that since the onset of the global debt crisis in the early 1980s, global capital 
had been flowing in the wrong direction—from the poor to the rich, from 
the developing world back to the developed. “We are today witnessing a 
reverse blood transfusion whereby the healthy get blood from the sick,” he 
declared.24 In a later speech, he cited important and startling numbers: 
“While during 1972–1982, $147 billion of long-term capital entered the de-
veloping countries, the tendency reversed during 1983–1987, when $85 bil-
lion flowed out of these countries.” What the world needed, he told the 
West, was more capital, but what it was getting instead was IMF condition-
ality. “Severe adjustment programs undermine [countries’] potential for 
future growth,” he said, and “the balance of trade surpluses attained by so 
heavy sacrifices are used to service debts.”25

As he delivered these lines in December 1986, Fekete must have known 
his own country was heading in the exact same direction. The buildup of 
debt from 1984 to 1986 could delay domestic austerity and structural ad-
justment but not permanently avoid them. Beginning in 1987, markets 
would start to coerce Fekete, Kádár, and the reluctant bureaucracies of the 
Hungarian state into imposing domestic discipline. This coercion of cred-
itworthiness would provide reformers in the party with an opportunity to 
chart a new economic and political course—one that would jettison the 
political system and ideological foundation that had guided the state for 
forty years.

◆  ◆  ◆

In what he termed the “24th hour for decision-making in Hun-
gary,” Fekete at last took up the reformist cause in February 1987 because 
markets were losing confidence in his country. After resisting involvement 
with the IMF throughout the mid-1980s, he now approached the Fund 
with a request for a three-year financing program to support Budapest’s 
effort at fundamental structural transformation. Fund officials welcomed 
the government’s newfound interest in reform but told Fekete that the con-
ditions Hungary would have to meet for a three-year program would be 
too severe for the country’s current conditions. More appropriate, they 
thought, would be a one-year standby agreement that would provide the 
country with some financing but, more importantly, would signal to global 
financial markets that the government was serious about imposing disci-
pline. Fekete did not like the smaller sum of money that would come with 
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a one-year standby agreement, but he was in no position to make demands. 
He invited Fund officials to come to Budapest to begin negotiations.26

When the Fund team arrived in mid-April, they quickly realized their 
Hungarian counterparts now shared their same long-term goals but dis-
agreed over how best and how quickly to reach them. The Fund and the 
Hungarian government served two masters—global capital holders and 
the Hungarian people—and their negotiations became an extended de-
bate over how best to neutralize popular resistance to austerity in order to 
produce policies that aligned with the interests of global finance. In his 
first meeting with the IMF delegation, NBH governor Tímár told the 
Fund, “There [is] no big difference between the International Monetary 
Fund and [the] Hungarian leadership as to what should be done, the dif-
ference being largely with regard to timing. Political stability in Hungary 
was a very important issue.” Tímár was concerned that although “the 
population accepted the effects of these measures to a certain degree, one 
had to guard against overloading.” Helen Junz, leader of the IMF delega-
tion, understood his concern but reminded him that he needed to placate 
global financial markets too. Based on current projections, Hungary 
would have to borrow $3.5 billion on international credit markets in 1987 
and 1988 just to stay financially afloat. “The market,” she said, “would only 
be willing to support such needs if economic policies were perceived to be 
effectively channeling resources into productive uses.”27

Promises needed to be broken. Over the course of the Fund’s weeklong 
visit, Hungarian officials informed their visitors of myriad plans to cut subsi-
dies, raise prices, devalue the forint, allow unprofitable enterprises to go 
bankrupt, and slash the budget and current account deficits. Indeed, their 
disciplinary campaign had already begun. In March, the government had de-
valued the forint by 8 percent against a basket of Western currencies, which 
made Hungarian exports cheaper but increased the price of goods for Hun-
garian consumers. Further price increases would come from new personal 
income and value-added taxes that would take effect on January 1, 1988.28 The 
leadership was committed to holding the current account deficit for 1987 to 
$700 million, down from $1.4 billion in 1986, and the state budget deficit to Ft 
30 billion, originally projected to be Ft 47 billion.29 If austerity and adjustment 
was what the Fund wanted, Hungarian officials believed they were already 
delivering it, and they assured the Fund that more was on the way.

The IMF was not satisfied. Instead of a deficit of Ft 30 billion, Junz 
wanted to see a deficit of Ft 20 billion. “The progressive erosion” of capital 
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market access, she warned, “must be counted [as] a clear and present 
danger.”30 Her Hungarian counterparts did not disagree, but they pleaded 
for patience while they choreographed the implementation of economic 
reforms in the domestic political arena. In order to “make the whole pro-
cess politically more palatable,” they planned to “minimize the appear-
ance of outside pressure.”31 First, they said, the Central Committee would 
approve a reform program by July. Parliament would then give its assent 
in autumn, and a standby agreement with the Fund could then be signed 
by December. If all went according to plan, a further three-year “consoli-
dation” (read: austerity) program could then be negotiated and imple-
mented from 1988 on.32 Fund officials continued to press for more urgent 
action, but they were willing to defer to their Hungarian counterparts on 
how best to lay the political groundwork for the discipline to come.33

Having coordinated their actions externally with the IMF, Hungarian 
financial officials turned inward to convince the party leadership of the 
necessity of taking action. Now fully convinced of the urgency of reform, 
Fekete told his subordinates at the bank, “The end of May has created a 
seriously threatening situation, and it is our duty as experts and com-
mitted party members to share our opinion. We believe it is essential for 
the leadership to be aware of [the nation’s] financial position.” The NBH 
prepared a bleak report for the Central Committee detailing the troubles 
on the horizon. “We believe that the [projected] 1987 deficit of more than 
$1 billion cannot be financed in 1988,” the report stated. “There is acute 
danger, the time to take decisive action is growing short.” To escape the 
crisis, the government “must reach agreement with the IMF in 1987 on an 
appropriate stand-by credit and create the political and economic condi-
tions” necessary to implement it.34

One of those conditions would be ensuring that reformers held the key 
positions within the Hungarian state. To that end, the thirty-eight-year-
old technocrat Miklós Németh was appointed head of the Central Com-
mittee’s Department of Economic Policy to manage the rapidly expanding 
reform agenda. Németh later recalled that at the time he took the job, “it 
was clear to everyone that economic reform steps were not possible 
without changing the political framework.”35

Everyone, that is, except the man at the top. Kádár accepted the eventu-
ality of reform but remained reluctant to embrace its urgency. “I do not 
think that we are close to insolvency status,” he told the Central Com-
mittee meeting in a June 1987 meeting, “Much of this is a dramatization.”36 
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With the general secretary dawdling, the Central Committee could not 
agree on a package of reform and austerity measures, and Deputy Prime 
Minister József Marjai told Fund officials that their “old line of warning 
that the banks would lose confidence and cease to be net lenders no longer 
had credibility.”37

To give a jolt to the debates going on in Budapest, IMF officials decided 
they needed to up the ante. Upon hearing of Marjai’s message, they threat-
ened to suspend negotiations on a standby agreement and cancel their 
next trip to Budapest scheduled for July. Junz wrote to Fekete, “We believe 
that . . . a visit might not be very productive. In fact, it could be counter-
productive.  .  .  . The markets might react negatively if it became known 
that we had begun talks without any positive outcome.”38 Although the 
letter was addressed to Fekete, its message surely was meant for the au-
thorities above him wrestling over the fate of the country. Once again, the 
nebulous but all important “opinion of the market” was being used as a 
cudgel to steer the course of domestic Hungarian debates.

The IMF’s efforts worked. In late June, Károly Grósz formed a new gov-
ernment as prime minister, and the reformers in the NBH and the Min-
istry of Finance received a mandate to begin disciplining the economy. On 
July 2, the Central Committee published a new “Program for Stabilization 
and Evolution” that spoke in weighty tones about the origins and implica-
tions of the national economic transformation now required. “In the past 
decade and a half,” the program’s statement began, drawing attention back 
to the oil crisis of 1973, “the world economy has gone through radical 
changes.” But Hungary was “late in adapting to the changed situation.” 
Now, the time for adaption had arrived, and the results would not be pretty. 
“A period of stabilization is required,” the program announced, during 
which the country would have to take on the “burdens that come with re-
structuring.” Progress would only come by “lowering expenses” and “in-
creasing profitability.” The system of “unmanageable subsidies” would 
need to be broken, and “loss-making activity” could no longer be “financed 
permanently at the expense of successful companies.” Wages would need 
to be determined according to performance, and there would need to be a 
“temporary restriction in public and private consumption”—in other 
words, austerity.39

Though none of this would be popular, the reformers knew it neverthe-
less needed the population’s support in order to succeed. Therefore, the 
Central Committee paired the announcement of economic bad news with 
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hints of political good news. To support the economic reforms, the new 
program announced that it would be “essential to develop socialist de-
mocracy and improve the functioning of the system of political institu-
tions.” Through a “comprehensive . . . system of social discussions” with 
the public, Hungarian citizens would now be asked for their input before 
“political and economic decisions” were made.40

The irony, of course, was that the fundamental decision to put the country 
on an austere path had already been made, and it had been made to serve the 
demands of the IMF and global capital holders. On July 21, Fekete tried to 
sell the Fund on the merits of the new package of reforms by noting it cut 
state spending by Ft 4 billion. The price of motor oil and gasoline had been 
increased two forints per liter, and the price of household energy had been 
raised by an average of 20 percent. The price of tobacco products had gone up 
20 percent, and the average price of flour and bakery products had surged  
19 percent.41 Hopefully, the Fund and “the market” would be happy.

When IMF officials returned to Budapest in August, the Hungarians 
pleaded for a respite from financial pressure to allow their fledgling eco-
nomic and political reforms to take effect. In the delegation’s first meeting, 
Fekete laid out the authorities’ fears of the instability that might accom-
pany moving too quickly. The government “needed to be careful and avoid 
. . . the limits of social tolerance,” he said. If too many loss-making enter-
prises were liquidated all at once, “there was a risk of a confrontation at 
the political level.”42 Tímár expected “200,000 layoffs” over the next two 
years.43 Miklós Németh agreed with the Fund that further action was nec-
essary, but he maintained that the population still “had to be convinced 
that there was no other option.”44 As Thatcher, Volcker, Gorbachev, and 
Jaruzelski had already found, it was no mean feat to convince a country 
that there was no alternative to broken promises.

Parliament provided its stamp of approval in September, and Deputy 
Prime Minister Marjai sold the merits of the reform plan to the IMF as 
“complying with the demands of the foreign markets.”45 Markets were in-
deed getting demanding. On his way to Budapest in early October, Fund 
economist Patrick de Fontenay heard in London that Japanese investors’ 
moment of reconsideration had finally arrived. “Hungarian paper was not 
selling easily in the markets,” bankers told him, because “the Japanese 
were beginning to reconsider their position.”46

As happened so often during the privatized Cold War, this loss of pri-
vate market confidence provided public actors with a chance to decisively 
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intervene. On the same day de Fontenay learned of Japanese banks’ 
growing doubts, the West German government of Helmut Kohl announced 
a new, state-sponsored loan of DM 1 billion to Hungary. Since late 1986, 
West German officials had watched Budapest’s financial deterioration with 
growing concern for the damage it might do to the cause of Hungarian re-
form. As 1987 progressed, they resolved to finalize the new Milliardenkredit 
at a moment that would maximize its support for the reformers in Buda-
pest.47 That moment arrived when Prime Minister Grósz traveled to Bonn 
to meet with the leaders of West German politics and finance in October 
1987. In an unspoken quid pro quo for the loan, Grósz signed a declaration 
committing his government to respect the rights of the German minority 
in Hungary and agreed to the opening of a new German cultural center in 
Budapest. This declaration landed as a “shock” in the Eastern Bloc and a 
“sensation” in the global financial world because of the growing West 
German power over Hungary that it portended. Eastern Bloc leaders may 
not have been pleased, but global capital holders took solace in knowing 
that the Hungarian government had a new patron in Bonn.48 For the mo-
ment, at least, Hungarian finances were safe under the shield of the Federal 
Republic.

The relief was brief, however. Despite its largesse, the Kohl government 
still expected Budapest to soon come to terms with the IMF.49 So the ef-
fort to prepare Hungarian society for further austerity needed to continue. 
While Hungarian financial officials progressed through their summer of 
discontent in 1987, Imre Pozsgay was busy building on his vision of de-
mocratizing society and the state in the service of economic transforma-
tion. On March 15, 1987, he spoke at a rally of nascent opposition groups 
commemorating the nation’s revolution against Austria in 1848—the first 
opposition rally ever legalized by the authorities.50

In September, the PPF published an “action program” aimed at sup-
porting the Program of Stabilization and Evolution making its way through 
parliament. The preface to the program declared that “as the institution for 
societal dialogue,” the PPF was “prepared to serve as a forum for the 
broadest possible political activity that is necessary.” This broadening of the 
political role of the PPF was required because “there is a need to establish a 
consensus.”51 In pursuit of these goals, Pozsgay gave the introductory lec-
ture in the fall of 1987 at a meeting of 150 writers and intellectuals in 
Lakitelek to discuss ways out of the crisis. This group would go on to be-
come the Hungarian Democratic Forum (MDF), the political party that 
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won the 1990 democratic elections, but in the fall of 1987, it was a group of 
intellectuals with an inchoate vision of reform and little support among the 
population. Pozsgay aimed to raise their profile. With his endorsement, the 
group issued “the Lakitelek proclamation” at the end of the meeting, calling 
on the government to open a dialogue with society; it was published in one 
of the country’s leading newspapers, Magyar Nemzet, in November.

Although the reformers’ belief in the power of pluralism to bring about 
social consensus was sincere, a more cynical strand of thought also un-
derlay their interest in democratization: to compensate for the unpopu-
larity of austerity, the authorities embraced political liberalization as a 
means of padding their standing among the populace. This is the explana-
tion for liberalization Hungarian officials most often gave to IMF officials 
in Washington. Miklós Németh, for instance, told IMF officials in 1988 
that because “there was no room for any increase in the standard of living 
for the next three to four years . . . the authorities wanted to compensate 
[for] the pressure in the economic field by ‘increasing freedom of choice in 
the political field.’”52 Broken promises were difficult pills for society to 
swallow, and Hungarian officials hoped the elixir of political liberaliza-
tion would help them go down more easily.

◆  ◆  ◆

In January 1988, the IMF and the Hungarian government at last 
came to terms on a standby agreement, but the road had not been easy. 
Throughout late 1987, Fund officials kept the pressure on their Hungarian 
counterparts to impose more discipline. The hot-button issue that December 
was raising the government-determined interest rate on housing loans, 
which augured political revolt in the minds Hungarian officials. Time and 
again, Fund officials told their interlocutors the rates needed to be raised, 
and time and again their Hungarian counterparts agreed in principle but 
refused a change in practice. “Too politically sensitive” was the common re-
frain.53 Prime Minister Grósz feared that the country might “collapse under 
its burdens.” Despite the government’s efforts to use the press “to prepare 
public opinion,” he said, “the changes taking place were considerable and the 
population had not been sufficiently prepared for them.”54

The key to escaping the gap between creditors’ demands for adjustment 
and the population’s resistance to austerity lay in the IMF’s bank account. 
Hungarian officials told the IMF that the larger any potential standby 
agreement with the Fund was, the easier it would be “for the Hungarian 
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negotiators to justify to the politicians the measures they had agreed to.”55 
So more money is precisely what the IMF used to achieve its goals. By in-
creasing the standby amount, the Fund broke Hungarian resistance to the 
agreement’s package of reforms.56 And quite a list of reforms it was: the 
freeing of 50 percent of prices, a commitment to reform the wage system 
and legalize joint stock companies in 1988, limits on domestic credit issued 
by the NBH, a ceiling on the budget deficit, and quarterly increases on 
bank deposit interest rates. In addition, Budapest committed to under-
taking a 5 percent devaluation of the forint before the IMF Executive Board 
approved the agreement in May.57 In return, Hungary received some $350 
million in IMF loans and held on to access to international credit markets 
by its shoestrings.58

Strong adjustment ensured difficult politics. Most importantly, it was 
clear to all in the reformist camp that their cause could not ultimately pre-
vail while Kádár remained at the top of the party and state. So, in early 
1988, Grósz and his allies launched a campaign to remove him from office. 
At an exceptional party conference held May 20–22, 1988, the party sent 
Kádar into retirement, elected Grósz to take his place, and filled the Polit-
buro with reformers like Németh, Pozsgay, and the original architect of the 
New Economic Mechanism, Rezső Nyers. At the conclusion of the confer-
ence, the party criticized itself for avoiding the challenge of breaking 
promises. The former leadership had “misjudged the process of change that 
has taken place in the world economy,” party leaders now told the country. 
They had thought the challenges of “rolling back inefficient production” 
and “dismantling subsidies” were “avoidable.” But in a new lexicon that 
signaled the momentous change afoot, the party now assured the country 
it would foster a “socialist market economy” to solve the nation’s many 
challenges and bring about “socialist pluralism based on the leading role  
of the party” in politics to support the economic reform program’s 
implementation.59

What this rhetoric meant in practice remained to be seen. In June, the gov-
ernment passed a new freedom-of-assembly law that was supposed to en-
hance the ability of social groups to freely congregate and advocate for change. 
But which groups and what changes went unsaid. Society began to find  
out when, in late June, thousands of people gathered in Budapest to demon-
strate for two very different reasons: to commemorate the anniversary of the 
execution of Imre Nagy, leader of the country’s 1956 uprising, and to protest 
the Romanian government’s treatment of its Hungarian minority. The first 
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cause posed an existential threat to the legitimacy of the ruling party, while 
the second promised to use Hungarian nationalism to increase the govern-
ment’s popularity. Unsurprisingly, then, security forces violently cracked 
down on the Nagy commemoration, but they actively encouraged the protest 
against Romania. This was political pluralism stage-managed for public con-
sumption. As the West German embassy noted, Hungarians had now been 
given “certain civil liberties,” but those liberties were “precisely dosed” to 
serve the state’s purposes.60

As with all treatments, it was important to get the dosage of political and 
economic liberalization just right if communist Hungary was to return to 
health. But in 1988, this proved a greater challenge than the party’s reformers 
initially envisioned. On the economic front, officials wasted little time in 
molding the domestic economy on paper to conform to the performance cri-
teria the IMF had tied to the January standby agreement. In July, they de-
valued the forint yet again, and throughout the summer and fall, they crafted 
laws liberalizing the wage system and legalizing all forms of ownership. 
These efforts resulted in a new Law of Associations that began the privatiza-
tion of the Hungarian economy and opened the country to foreign invest-
ment in early 1989.61 In the fall of 1988, the government also announced plans 
to eliminate half the state’s consumer and producer subsides—some Ft 110 
billion—over the next three years. Opening the country to foreign competi-
tion through trade liberalization soon followed.62

But Hungarian officials ultimately proved better at talking about eco-
nomic discipline than actually imposing it. As always, the social and po-
litical side effects of reform worried policy makers in Budapest. Liberalizing 
wages meant running the risk of inflation, and liberalizing ownership, cut-
ting subsidies, and opening the country to foreign competition meant in-
viting mass unemployment. As Grósz told the IMF over the summer of 
1988, “If imports were liberalized half of Hungary’s industry would col-
lapse.” Though he thought this “would not be a major loss” from an eco-
nomic point of view, it “was not something one could let happen overnight” 
for political reasons.63 For this reason, Hungarian officials proved reluctant 
to see their policies through to their socially disruptive conclusion. Few 
enterprises were actually forced into bankruptcy, and unemployment re-
mained much lower than the 200,000 people that many officials feared 
would one day come.64 This saved Hungarian society from the worst social 
side effects of economic transformation but also left the IMF unimpressed 
and did little to alter the economy’s basic downward trajectory. Only one 
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point of economic reality changed substantially in 1988: the price level. In-
flation rose at an annual rate of 18 percent, while real wages declined by 10 
percent, creating deteriorating conditions among the working class that 
were ripe for political opposition.65

By late 1988, a growing list of opposition political parties stood ready to 
capitalize on the population’s discontent. As part of its attempt to build 
“socialist pluralism,” the party legalized the formation of new political 
parties in November 1988. The opposition’s ranks did not take long to fill 
out. A year after its first meeting at Lakitelek, the Hungarian Democratic 
Forum became an official party in the fall of 1988. Not long after, liberal 
opposition leaders formed the Alliance of Free Democrats, and the “his-
torical parties” that had only nominally existed during the period of one-
party rule stepped out of the communists’ shadow and began to cut an 
independent figure on the political scene. Last but not least was the League 
of Young Democrats, known as Fidesz, a band of student radicals led by a 
young spokesman, Viktor Orbán. Together, these new parties had little 
interest in playing the role of loyal opposition to the communist state, and 
they used the population’s growing material discontent to build power 
bases of their own.66 As an IMF official reported to Washington at the end 
of 1988, “Political liberalization . . . which was initially aimed at making 
relative austerity more easily tolerated, has brought to the surface de-
mands by various groups and interests, which the government is finding it 
difficult to resist as it seeks popular support.”67

Clearly, for those in the Hungarian leadership who had hoped to use a 
controlled political liberalization to legitimize austerity, the dosage of 
economic and political reform administered to Hungarian society in 1988 
had not been right. The party had not found the will or the way to impose 
enough austerity and structural adjustment to fix the domestic economy 
or resolve the country’s debt crisis, and it had let political reform progress 
far beyond its control. Most importantly, despite the country’s meager 
economic results and increasingly tumultuous politics, the reformers 
knew that the worst social effects of the economy’s restructuring were still 
to come.68

As the horizon of the country’s future darkened, Károly Grósz realized 
his political career would be best served by letting someone else take the 
fall for the mounting economic hardships. In November 1988, he resigned 
as prime minister (while retaining his role as party secretary) and handed 
the post to Miklós Németh. Upon assuming office, the young technocrat 

 EBSCOhost - printed on 2/8/2023 2:38 PM via . All use subject to https://www.ebsco.com/terms-of-use



250  T H E  E N D  O F  T H E  C O L D  W A R

believed his cardinal task was crystal clear. “My job,” he later recalled, 
“simply was to save the country from bankruptcy.”69 One of his first deci-
sions was to order the removal of the “Iron Curtain” barbed wire fence 
that separated Hungary from Austria and prevented Eastern Europeans 
from escaping to the West. This decision would have a profound effect on 
the end of the Cold War, but it was not motivated by Cold War consider-
ations in the slightest. Instead, Németh eliminated the fence as part of his 
broader effort to limit hard currency imports and craft an austerity budget 
that would conform to the IMF’s demands.70 As 1989 dawned, the pres-
sure to break promises was now directly driving political change in Hun-
gary and across the Cold War.

◆  ◆  ◆

In the history of Hungary’s democratic transition, the story of 
1989 is well known and widely shared. On January 28, Imre Pozsgay pub-
licly declared the events of 1956 to be a popular uprising rather than a 
counterrevolution, as the party had long maintained. This immediately 
threw the party’s legitimacy into question, and the leadership soon re-
sponded by announcing its openness to holding controlled multiparty 
elections through which it would still retain a leading role in the country. 
To pull off such a feat, the party would need to find partners among the 
opposition, so it immediately began searching for parties that might join 
it in a ruling coalition. Like Solidarity in Poland, the vast majority of the 
opposition forces had little interest in being used by the communists to 
legitimize unpopular policies, so in March they banded together to form 
the Opposition Roundtable to coordinate their negotiations with the 
Communist Party. Unable to divide the opposition, the communists were 
then forced to negotiate with the Opposition Roundtable at the National 
Roundtable, which opened in June and dragged on until September. All 
the while, popular protest grew in the streets, as a mass demonstration on 
March 15 drew 100,000 people to press for political change. The ideolog-
ical end of communism came on June 16, when over 200,000 people 
flooded the streets of Budapest to attend the reburial of Imre Nagy. No 
longer depicted as a traitor to his country, Nagy was now universally rec-
ognized, by both the opposition and the reform communists, as a national 
hero. Nagy’s veneration also served as the party’s repudiation, a fact made 
abundantly clear by the communists’ implosion as a political force over 
the remainder of the year. Wrangling over details delayed the elections 
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until the spring of 1990, but when they came, they were fully free and re-
sulted in the first noncommunist government in Hungary since the start 
of the Cold War.71

A historical inquiry focused on the coercion of creditworthiness does 
not contest the importance of the people or events that defined Hunga-
ry’s 1989. But it does uncover new causes and consequences of the polit-
ical transition that took place that year. Just like the Communist Party’s 
political liberalization efforts in late 1986, its halting embrace of multi-
party elections in 1989 served the ultimate purposes of legitimizing aus-
terity and allowing the party to escape blame for breaking promises. 
Regardless of the election’s outcome, its social, economic, and financial 
consequences had been determined long before a single vote was cast. No 
matter who won or lost the election, economic discipline would follow in 
its wake.

The history of January 28, 1989—the day Pozsgay shook the Hungarian 
political world with his reevaluation of the events of 1956—serves as an 
important example of the shift in perspective that comes with focusing on 
broken promises. At the same time Pozsgay was delivering his explosive 
statement on Hungarian radio, Károly Grósz was meeting with the IMF’s 
managing director, Michel Camdessus, on the sidelines of the World Eco-
nomic Forum in Zurich, Switzerland. If Pozsgay’s statement had enormous 
implications for Hungary’s past, Grósz’s meeting had equally large impli-
cations for the country’s future. Grósz had gone to Zurich to meet with the 
world’s financial elite and update Camdessus on his plans for Hungary. 
Ever since Fekete had raised the possibility of a three-year program with 
Fund officials in 1987, the Hungarian leadership had remained interested in 
negotiating one. But a three-year program—titled an Extended Fund Fa-
cilities (EFF) in the IMF’s vernacular—would come with more stringent 
structural adjustment and austerity measures attached to it, and IMF offi-
cials consistently doubted Budapest could deliver the wrenching domestic 
changes that would be required. Grósz came to Zurich to tell the managing 
director that his country would soon be ready. His government “would 
hope to move to an EFF for the calendar years 1990–92,” he said.72 IMF of-
ficials still had their doubts, but if Grósz could deliver enough domestic 
discipline to comply with the current standby agreement, perhaps a long-
term agreement could be worked out.73

One week later, Grósz was back in Budapest for the Politburo meeting 
at which the leadership decided to embrace multiparty democracy. It is 
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clear from the archival record that the country’s looming economic hard-
ship weighed heavily on their deliberations. Knowing full well what he 
had recently discussed with the IMF, Grósz set the terms of the discussion 
with cold political calculation. “I can picture the transition period in two 
phases,” he began. “The first phase would come to its end . . . at the end of 
1990. . . . The second phase would be the period between ’90 and ’95.” He 
continued, “The first phase . . . is going to be around the elections of 1990. 
The real test comes after the elections and not before them.” Grósz be-
lieved it would take some time for the population to weigh the merits of 
each political party. “The [economic] crisis period would be ’92–’93 when 
everyone is going to be weighed, and put in their places in the political 
structure, and that is when the MSZMP will be weighed as well—does it 
have a solution to the crisis, does it have a program to put an end to the 
crisis, and so on and so forth.” Rezső Nyers interjected that the transition 
“will only change the players in the crisis.” “That is it,” Grósz replied. “It 
will not be a solution to the crisis in itself.”

Imre Pozsgay accepted the introduction of a multiparty system because 
the party had “not managed to create pluralism along with the single-party 
system,” as they had envisioned back in May 1988 when they removed 
Kádár from power. Nyers attributed this inability to the fact that the eco-
nomic crisis had been more severe than previously thought. “I think in 
May we had been optimistic concerning the time and the manner of re-
solving the crisis. It can be seen that [the crisis] is deeper. I agree with com-
rade Grósz that . . . it will probably be by ’95 or the beginning of the ’90s 
that this crisis can be resolved, until then we are going to be a society man-
aging crisis, an economic crisis.” For this reason, Nyers believed elections 
needed to come soon. The political crisis, he said, “must not last as long as 
the economic crisis, because that would cause a collapse.” Building on the 
idea of Grósz’s two phases of transition, Nyers said that after the first phase 
was complete, “economic crisis management would go on.”

At this point, the party leadership’s vision for the elections was still not 
a completely free competition of political parties. Pozsgay argued, “We 
should aim at a hegemonic position . . . it should be guaranteed in the first 
round through some kind of .  .  . compromise and we should face open 
competition only in the second round.”74 Everyone else agreed on this 
strategy, and soon the party publicly endorsed multiparty elections.

Clearly, with the Hungarian Democratic Forum winning the 1990 elec-
tion, this vision of a hegemonic position within a multiparty system was 
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never realized. The opposition’s efforts between February 1989 and March 
1990 can be understood as a successful struggle to force the communist 
leadership to move the openly competitive elections up from 1995 to 1990. 
This was by no means a meaningless difference, but the struggle that 
transpired during 1989 was over the question of when, not whether, fully 
free elections would happen. As Grósz told Gorbachev in a meeting in 
Moscow, “Events in Hungary have lately accelerated. Their direction is ac-
cording to our intentions, while their pace is somewhat disconcerting.”75

For financial officials within the NBH, the Ministry of Finance, and the 
IMF, the importance of the election was of an entirely different order. 
Who won the election or whether it was fully free was immaterial. As 
Nyers had said to the Politburo, the vote would merely “change the players 
in the crisis.” Instead, the value of the election lay in the unique opportu-
nity it presented to legitimize the politics of breaking promises and agree 
to a three-year program with the IMF.

First, however, the country had to actually reach the election without 
falling into bankruptcy. At the start of 1989, relations between Budapest 
and the Fund were in the midst of yet another cycle of pressure and accom-
modation, with Hungary failing to meet a number of performance criteria 
in their standby agreement and Fund officials attempting to find ways to 
redefine the criteria so Hungary would not lose the market’s confidence. 
The particular reform measures at issue in 1989 do not need to be recounted 
here. In November 1989, an IMF official summed the year up nicely for our 
purposes. “1989 was a bad year for Hungary,” he wrote to the managing 
director. “This is due to the Government’s preoccupations with political 
developments at the expense of the management of the economy.”76 The 
reason was clear enough: 1989 had become an election year. Ministry of 
Finance officials told the IMF that Hungary’s proliferating political parties 
“generally agreed that the size of the state’s activities . . . should be reduced.” 
But “while Parliament generally endorses this idea in principle, it has failed 
to provide any specifics . . . . Nor have opposition parties articulated any 
specifics, given that it would most likely weaken their position in the up-
coming election.”77 With these electoral dynamics in play, it was clear to all 
involved that 1990 would be “a more important year” than 1989 for deliv-
ering economic discipline.78

In order to get the country to 1990, though, the IMF had to go to dra-
matic lengths to keep Hungary in the good graces of capital markets 
throughout 1989. After putting immense pressure on Budapest in 1987 and 
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1988 to undertake reforms, the Fund changed its tune to one of accommo-
dation in 1989 to ensure the success of the political transition. Everyone 
knew that one pessimistic sign from the Fund would cause an immediate 
financing crisis that would lead to the county soon becoming insolvent. 
Insolvency would harm the hopes of political reform or might dash them 
altogether, so with the encouragement of Western governments, the Fund 
bent its rules throughout the year to prevent a deterioration of Hungary’s 
creditworthiness.79 The most serious Hungarian transgression surfaced in 
November 1989, and the Fund worked to minimize the damage to the 
country’s creditworthiness. On November 20, Hungarian financial offi-
cials informed the IMF they had been continuously underreporting the 
level of their foreign debt by about 10 percent since the late 1970s. Under 
normal circumstances this was a serious offense, and Hungary could have 
faced stiff punitive action from the Fund. But upon learning of the under-
reporting, Fund officials’ immediate concern was to ensure that the news 
did not rattle the investors in Hungarian debt.80

Thus, the IMF’s effort to maintain nonmonetary cooperation with Hun-
gary was itself a form of financial assistance from the West. The mere fact 
of Hungary’s unbroken association with the institution kept global capital 
in Hungary when it was ready to run at the first sign of trouble. This was 
not a direct form of assistance from Western governments or global finan-
cial institutions. But it was the use of Western financial prestige, embodied 
in the institutional weight of the IMF, to prevent a financial crisis in Hun-
gary during the uncertain months of its political transition.

It was only a temporary reprieve, however. The IMF was only willing to 
hold the markets’ pressure for structural adjustment at bay until the elec-
tions were complete. Thus, by the summer of 1989, the attention of both the 
Fund and Hungarian officials turned to negotiating the reform package the 
new government—whatever its political stripes—would use its legitimacy 
to implement. This meant drafting a three-year EFF agreement. During a 
Fund visit to Budapest in August, Ferenc Bartha, now governor of the 
NBH, told the IMF that the government had already discussed a medium-
term program covering the three years out to 1992. A consensus had been 
reached, he said, on “reform measures tackling . . . the problems of owner-
ship, budgetary reform, monetary reform and decentralization of the 
banking system, development of a capital market and the restructuring of 
trade with the West and CMEA [Comecon] intended to foster the integra-
tion of Hungary in the world economy”—in other words, the entire 
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national economy. “It would be desirable,” he said, “to reach understand-
ings with the Fund on a medium-term agreement covering these issues 
which could be implemented by a government which would emerge from 
the pending elections.”81 In a later meeting, Hungarian officials told the 
Fund, “The program could only be approved after the pending elections,” 
but “whatever government emerged from the elections had little choice but 
to implement a program of market oriented reform, with a strict monetary 
regime and a reduction in the role of government.”82

This was bad news for Hungary’s nascent opposition movements. By 
the late 1980s, Hungary had a hard currency foreign debt of roughly $19 
billion and an annual budget deficit ranging from Ft 30 billion to Ft 60 
billion year to year. Until 1987, these figures were considered top secret 
and were restricted to senior leaders in the Politburo and a narrow section 
of the financial bureaucracy. Society at large had no understanding of the 
nation’s financial position. An important part of the political liberaliza-
tion launched in 1987 was informing the country of the nation’s real finan-
cial state. One newspaper described the population as “shocked” when the 
numbers were made public.83 Not one to sugarcoat a situation, Miklós Né-
meth told the country in a 1989 nationally broadcast interview, “The in-
terest burden, to mention only this, last year and this year amounts to 
$1.2–1.3 billion. . . . This is a burden to the country. And we have to accept 
this burden in order to maintain our solvency.”84

This conclusion went virtually unquestioned by all of Hungary’s new 
political parties. Two convictions defined the discussion about the national 
debt after it became a topic of public conversation in 1987: the debt was part 
of a global phenomenon, and the debt had to be repaid. In a 1988 article, 
“The State as Debtor,” Istvan Garamvolgi wrote, “This decade we have been 
witnessing the explosion of debt in most countries of the world .  .  . 
mounting national debt is a worldwide phenomenon.”85 János Kis, a prom-
inent member of the opposition Free Democrats, believed that the global 
nature of the debt problem made the future course of Hungarian develop-
ment easy to predict. “Let us not forget,” he wrote, that “Hungarian crisis 
processes emanate from Hungary’s Western financial dependence. In this 
respect Western creditors will exert pressure, [and] the International Mon-
etary Fund will offer package plans for the limitation of consumption.” The 
point of comparison for Hungary’s future was clear. “In brief: the West will 
mean to Hungary what the United States means to the masses of less fortu-
nate Latin American countries.”86
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Ironically, Kis’s party, the Alliance of Free Democrats, was both the 
most promarket political party and the only party to even consider asking 
the international community for debt relief. In an August 1989 article, 
Tamas Bauer and Marton Tardos, the party’s leading economists, wrote, 
“Hungary may be able to manage its current debt burden for quite some 
time. It can do so, however, only at the price of further increasing the 
frightening impoverishment of part of the populace.” Bauer and Tardos 
believed—and had the courage to say—that the Volcker Shock and Reagan 
financial buildup bore some responsibility for Hungary’s debt. It was “an 
unquestionable fact,” they wrote, “that high and unpredictably fluctuating 
interest rates were caused by budgetary deficits in certain Western coun-
tries.” Therefore, “the financial pressure choking the Hungarian economy 
cannot be lifted by granting credit alone.” Instead, “a reduction of the ac-
cumulated debt service” and “a reduction of interest” were required.87

With such views percolating in society, the NBH was not going to leave 
anything about the opposition’s economic and financial views to chance. 
Bank officials led a coordinated effort to ensure that all political parties 
viewed Hungary’s international debt obligations and plans for structural 
reform as unbreakable promises. In an August 1989 interview, NBH presi-
dent Bartha reported that he and his team had recently met with all 
leading opposition parties. He stated, “We tried to persuade them to in-
clude requirements for a strong central bank . . . in their demand, and told 
them to regard a tight money policy as a measure in the interest of the 
entire nation. We tried to convince them not to consider the rescheduling 
of loans and further increases in the indebtedness as passable.” The debt 
represented the accumulated actions of the nation’s past, Bartha believed, 
and the new government could not simply walk away from those actions. 
“We assume responsibility for the past,” he said.88

With the opposition’s views under control, there was just one problem 
left by the fall of 1989 for the financial policy makers of the NBH and the 
IMF: the elections kept getting pushed back due to pesky political quar-
rels, and the country was running out of money. After having initially 
been moved up to fall 1989, election day had since been moved back a 
number of times and was now planned for March 1990. At the end of Sep-
tember, Bartha projected that the country would face a financial crisis in 
early 1990 unless it received the three-year EFF. But with all the important 
structural adjustments postponed until a new government took power, 
the IMF would not grant the EFF until the perpetually deferred election 
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actually took place. Officials projected that the country would need to 
borrow $1 billion in the first quarter of 1990 and that without an EFF pro-
gram the NBH likely would not be able to find such funds.

This put in motion the endgame of Hungary’s communist period. In late 
1989, the European Community provided a $1 billion bridge loan to “tide 
Hungary over” until the spring election and made the loan contingent on 
the current communist government coming to terms with the IMF on yet 
another standby program before the election.89 When an IMF team ar-
rived in Budapest in December 1989 to negotiate the new standby, Fund 
officials gave up waiting for the elections and demanded that the current 
government take a series of steps immediately. The government needed to 
announce cuts in housing subsidies, increase interest rates, and provide “a 
list of enterprises against which liquidation procedures had been initiated.” 
Unless it took these measures by January, Fund officials told their Hun-
garian counterparts, the IMF would not agree to a financing program.90 
With no other option available, Hungarian authorities devalued the forint 
by 10 percent, increased interest rates, and passed a housing reform pro-
gram that increased the average rent by 35 percent in December 1989. In 
January 1990, the authorities cut enough subsidies and freed enough prices 
to institute a 10 percent increase in the consumer price level while also ac-
celerating the closure of loss-making enterprises.91 These rounds of brutal 
austerity caused László Kézdi, the Budapest pensioner we met in this 
book’s opening pages, to write his biting public letter to the Hungarian 
authorities.

In exchange for these broken promises, the Fund team agreed to submit 
the standby agreement to the IMF Executive Board before the March elec-
tion. To ensure that the new government upheld the standby agreement, 
however, the Fund made each batch of loans beyond the first “subject to a 
review which would ensure that the new government endorses the pro-
gram.”92 And so, one week before József Antall and the Hungarian Demo-
cratic Forum won the first free election in Hungary since the start of the 
Cold War, the IMF Executive Board approved an agreement that set the 
course of the Hungarian economy regardless of the election’s outcome.

In May, the managing director visited Hungary and met with Antall, 
the new prime minister. Antall told Camdessus that “the Government was 
determined to proceed with reform and that it would be done with appro-
priate speed but not overnight.” To which Camdessus predictably replied, 
“While the appropriate speed would have to be determined in light of 
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each country’s circumstances (including political and historical factors), a 
minimum critical mass was needed at the outset and there were costs to 
being too gradual.”93 Clearly, the pressure to break promises had not sub-
sided. Instead, the players had merely changed.

By November 1990, the Antall government had formulated its medium-
term reform program, titled the Economic Program of National Renewal. 
Hungarian officials told the Fund that “strengthening Hungary’s credit-
worthiness” was one of the primary goals of the program. “To this end,” 
they wrote, “the Government is placing great emphasis on privatization, 
the reduction of the role of the state in the economy, and the strength-
ening of market mechanisms.”94 After further rounds of negotiations, the 
Fund and the Antall government signed an agreement for a three-year 
EFF in February 1991. Almost four years after PlanEcon had published its 
warning about the financial crisis looming in Hungary, a Hungarian gov-
ernment had agreed to a long-term structural adjustment program aimed 
at maintaining the market’s favor. What PlanEcon and the rest of the 
world did not foresee in 1987 was that the Hungarian government signing 
the agreement would be the country’s first noncommunist government in 
over forty years.
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PUBLIC SURPRISES HAVE private histories. 
The fall of the Berlin Wall shocked the world on November 9, 1989, and 
people have debated the history of this stunning event ever since. Most 
often they have searched for its causes in the public histories of the time—
the mass protests, mass emigration, ideological crisis, and rhetoric of pro-
test that defined the final months of the German Democratic Republic 
(GDR). Nothing signifies this focus on public histories more than the 
widespread use of Albert O. Hirschman’s Exit/Voice/Loyalty model to ex-
plain the GDR’s collapse. Published in 1970, Hirschman’s book, Exit, 
Voice, and Loyalty: Responses to Decline in Firms, Organizations, and 
States, put forth a sociological model for explaining how people respond 
to declining performance in organizations. Hirschman posited that mem-
bers of an organization can respond to a decline in performance in three 
ways: leave the organization (Exit), protest to reverse the organization’s 
decline (Voice), or keep their behavior constant (Loyalty).1

In the summer of 1989, Hirschman’s model appeared to receive a real-
world test in the dramatic dénouement of East Germany. Beginning in 
May, East German citizens, fed up with the indefatigable deterioration in 
the performance of their government, sought to express their dissatisfac-
tion and chose Hirschman’s methods to do so. By the thousands, they left 

C H A P T E R  9

Exit, Violence, or Austerity
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the GDR and headed for Hungary, where, on account of austerity pres-
sures, Miklós Németh had dismantled the “Iron Curtain” border fence 
between Hungary and Austria and would soon open the border to East 
German emigration. As the Exit portion of Hirschman’s model suddenly 
appeared, the Voice component quickly followed. In September, groups of 
protesters gathered every Monday in Protestant churches in Leipzig and 
Dresden. At first called “peace meetings,” these gatherings soon grew into 
mass protests throughout the GDR calling for political and economic re-
form. With the pressures of Exit and Voice mounting as the Wall opened 
on November 9, it was only natural that observers drew connections be-
tween the forces at work in Hirschman’s model and the government’s ulti-
mate capitulation.2

This chapter flips Hirschman’s model on its head. Instead of focusing 
on the public choices available to the East German population, it is struc-
tured around the private choices available to the East German government. 
Exit, Violence, or Austerity: these were the three strategies of governance 
available to the East German communist party (SED) in 1989. As its citi-
zens fled to the West through Hungary and mounted protests on the 
streets of East German cities, the SED leadership could either officially 
sanction their emigration (Exit) or forcefully suppress the protests and 
restrict travel (Violence). Hanging over each strategy was the looming 
prospect of national insolvency and a default on the country’s debt to its 
Western creditors. In order to prevent such a development and maintain 
the country’s creditworthiness on international capital markets, the gov-
ernment estimated it would have to cut living standards by 25–30 percent 
in 1990 (Austerity). The East German leadership accepted Exit and hesi-
tated to use Violence because it viewed Austerity as the worst option and 
actively tried to avoid it. In choosing Exit, the leadership believed it could 
extract new loans from West Germany in exchange for opening its bor-
ders. In refraining from Violence, the leadership knew that if it cracked 
down on protesters in the streets, it would lose all access to the Western 
capital upon which the country heavily depended.

The leading historical accounts of the fall of the Wall and the collapse 
of the GDR stress the role of accident, contingency, and the power of local 
actors in bringing these stunning events to fruition.3 For fear of adding to 
the triumphalism that accompanied the Cold War’s end in the United 
States, they are also wary of any claim that Western hard power played a 
significant role in the GDR’s demise.4 While not denying the importance 

 EBSCOhost - printed on 2/8/2023 2:38 PM via . All use subject to https://www.ebsco.com/terms-of-use



Exit, Violence, or Austerity 261

of contingency and local actors, this chapter attempts to recover an un-
derstanding of the sources of Western power that influenced the collapse 
of the GDR without partaking in triumphalism. It focuses on the most 
important leverage Western political and financial institutions had in the 
late 1980s—money—and fully recognizes that this leverage more often 
than not produced consequences Western actors did not foresee or intend. 
With this leverage in focus, it becomes clear that the United States gov-
ernment indeed played only a minor role in the collapse of East Germany, 
but other centers of Western political and financial power—namely, the 
West German government of Helmut Kohl, the International Monetary 
Fund (IMF), and the global financial system—played critical roles in un-
dermining the GDR’s sovereignty, stability, and, ultimately, existence.

◆  ◆  ◆

Through the two billion-mark loans from the West German gov-
ernment in 1983 and 1984, East Germany returned to financial stability by the 
middle of the decade. To bolster the country’s creditworthiness, Alexander 
Schalck-Golodkowski, leader of the Kommerzielle Koordinierung (KoKo) di-
vision, and Günter Mittag, the SED’s chief economic official, decided to place 
the loans on deposit with Western banks instead of using them to pay for new 
imports. The actions of West German chancellor Helmut Kohl made it clear 
that the GDR had a new, very rich lender of last resort in place of the Soviet 
Union, and financial markets responded with enthusiasm. With hard cur-
rency in its bank accounts and a new Western financial umbrella to stand 
under, the GDR regained easy access to Western capital markets in 1984.

But with the financial crisis of the early 1980s fresh in their minds, 
Mittag and Schalck knew the country’s problems were far from solved. 
Most importantly, the debt level needed to recede if the country was to 
maintain its independence from the Federal Republic. To foster a sense of 
urgency in the bureaucratic ranks, Schalck and Deputy Finance Minister 
Herta König devised a financial model that fudged the nation’s finances to 
make the situation appear worse than it actually was. They hoped that by 
painting a dire picture, they could spur an increase in economic perfor-
mance, particularly in the all-important area of exports to the West. Even 
if the model did not do this, Schalck and König believed that it would still 
ensure the nation’s solvency by holding hard currency secretly in reserve.

This new Schalck/König model relied on one simple trick—altering in-
terest rates. During the GDR’s most dire months on the brink of bankruptcy 
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in 1982, it had been forced to borrow money on a short-term basis at a very 
high rate of interest.5 After the loans of 1983 and 1984, however, the GDR 
was once again able to get long-term loans from Western banks at lower in-
terest rates. The Schalck/König trick was simply to pretend that the loans 
had done nothing to lower the GDR’s borrowing costs. Then, when Gerhard 
Schürer, director of the State Planning Commission, went through his an-
nual process of devising the national economic plan, he would calculate  
the national debt based on the inflated interest rates provided by Schalck 
and König. From this one change, two vastly different pictures of the GDR 
economy emerged: one from Schürer and the other from Schalck and 
König.6

If knowledge is power, then the Schalck/König model significantly con-
centrated power in the German Democratic Republic. Because the model 
created a small circle of people with an accurate view of the economic  
situation—in the mid-1980s, likely only Honecker, Mittag, Schalck, König, 
and the Stasi head, Erich Mielke—it delegitimized any criticism of the 
economic situation from outside this small circle. Each year for the rest of 
the decade, Schürer and the planning commission produced the same 
wildly optimistic plans for exports and imports in order to make the debt 
recede on paper. And each year, when the numbers inevitably failed to 
materialize, Schalck and KoKo would step in with roughly 2 billion valu-
tamarks from the secret KoKo accounts to cover the remaining balance.7 
With no sense of the real economic situation and, for the moment, no real 
threat of insolvency if performance targets were not met, the East German 
nomenklatura resisted fundamental change, and Honecker refrained from 
applying pressure for reform.

As it ate away at the internal workings of the East German state, this false 
sense of security also fueled Honecker’s resistance to Gorbachev’s pere-
stroika and glasnost in the Soviet Union. The content of Honecker’s criti-
cism of Gorbachev’s reforms was both practical and ideological. Practically, 
Honecker believed—and indeed rightly foresaw—that Gorbachev’s attempt 
to modernize the Soviet economy would lead to significant shortages in the 
domestic supply of food and consumer goods.8 Ideologically, the implica-
tions of the politics of breaking promises that underlay perestroika contra-
dicted everything Honecker had been building under his hallmark initiative, 
the Unity of Economic and Social Policy, since the early 1970s.

Underlying Honecker’s criticism was a confidence grounded in his 
sense that the East German economy suffered from none of the ills hurting 
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the Soviet Union. In his view, economic problems did not exist in the 
GDR, and even if they did, any attempt to solve them would incite social 
unrest and damage the legitimacy of the SED. As long as he had the 
Schalck/König model’s assurances of solvency, he could afford to avoid 
the political risks associated with the reforms taking place in the Soviet 
Union, Poland, and Hungary.

◆  ◆  ◆

Although the Schalck/König model’s interest rate trickery gave 
the East German economy a great deal of leeway in meeting its perfor-
mance targets, it still relied on the achievement of one very hard economic 
fact: a significant annual export surplus. If the East German economy 
failed to produce more than it consumed, no amount of accounting de-
ception would save it from eventual insolvency. After the crisis years of 
1980–1983, the country’s Western trade performance had not met the ag-
gressive targets set by the State Planning Commission, but trade surpluses 
had comfortably been achieved, going from VM 647 million in 1981 to VM 
4.94 billion in 1985.9

Then the price of oil collapsed on world markets in the last two months 
of 1985. By that time, mineral oil refined from subsidized Soviet crude oil 
was the GDR’s most important export to the West, so the collapse in en-
ergy prices was particularly damaging to East Berlin. In 1985, the GDR 
earned VM 2.5 billion from its mineral oil exports to the West, but that 
number dropped to 1 billion in 1986 and 900 million in 1987.10

The oil price collapse quickly changed Schalck’s tune regarding the air-
tight assurances of national solvency he had been presenting in the Schalck/
König model. Before the price collapse, in mid-September 1985, he and 
König presented a confident update of their model to Mittag. The nation, 
they assured their boss, would still be solvent at the end of the decade.11 By 
March 1986, they were far more uncertain. Rather than assuming a VM 
4 billion annual trade surplus, as they had the previous year, they were now 
forced to assume an annual trade surplus of VM 1.2–2 billion. As they wrote, 
“Compared to projections submitted earlier there is a significant deteriora-
tion.” Instead of declining by 1990, the national debt would grow by VM 
4.4 billion to VM 31.6 billion. Such a development would leave the country 
open to the volatility of international capital markets, and one external shock 
from an unforeseen event might cause Western banks to stop lending to the 
GDR. Therefore, they believed a dramatic change in the country’s economic 
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performance was now necessary. If the rise in the debt was to be prevented, 
it was “essential” that “exports to the West receive a different status in the 
material distribution of the economy.”12

Since the early 1970s, Eastern Bloc states had been trying unsuccessfully 
to produce globally competitive goods by importing Western technology. 
So far, it had failed in every country in which it had been tried, including 
the GDR. But with the leadership unwilling to consider cutbacks in East 
German living standards as a means of balancing the nation’s books, 
growing the economy out of its debt problem was left as the only option. 
Therefore, in a series of Politburo meetings in May and June 1986, the lead-
ership decided to make another attempt at importing Western technology 
on credit. The East German microelectronics and computing industry 
would be one of the biggest recipients of these investments. As Silicon 
Valley began its ascent in the United States in the 1980s, the GDR 
leadership—and Mittag, in particular—believed the country could be 
the Silicon Valley of the socialist world.13

It fell to Schalck and Schürer to figure out exactly how to make this 
happen. Because KoKo maintained large hard currency deposits and good 
relations with Western banks, Schlack proposed that it take out the loans 
independently from the East German state. The imports, Schalck wrote 
the leadership, would “be provided to companies as interest-free credits” 
and would not “burden the balance of payments from 1986–1990.”14 Of 
course, KoKo would have to repay the loans at some point in the future, so 
the East German state would eventually have to pay them off. Under 
Schalck’s plan, the day of reckoning would not come until 1991, giving the 
technological investments time to generate the hard currency required to 
pay off the debt. Ghosts of the failure of this strategy during the 1970s in 
Poland, Hungary, and the GDR itself haunted the proposal, but with no-
where else to turn, Mittag and Honecker authorized the plan. Export 
growth to the West was now the only way the GDR could survive.

◆  ◆  ◆

Instead, the trade balance worsened. The export surplus of VM 
4.94 billion in 1985 fell back to VM 873 million in 1986 and turned to a VM 
1.03 billion trade deficit in 1987.15 That autumn, as the year-end trade deficit 
started to come into full view, Schalck and König realized for the first time 
that they could no longer ensure the solvency of the country over the 
coming years. Their model had always assumed at least a modest export 
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surplus, and the falling export performance made it clear that this assump-
tion was no longer tenable. They began to sound the alarm internally on 
impending insolvency. In October, they wrote to Mittag, “The inadequate 
development of internal economic productivity and efficiency, connected 
with an insufficient . . . reduction of imports has led to a constant growth in 
the debt of the GDR.” Higher debt meant higher interest payments. They 
informed Mittag that “five to six billion Valutamarks are necessary just for 
interest payments” every year. “This is the price that our republic must pay 
every year for the anticipated national income of future years. At the same 
time, this means that any trade surplus below 5 billion VM will lead to a 
further increase in debt.” They said they could “guarantee the solvency of 
the republic in 1990” but only if “the planned trade surplus is actually real-
ized.” “For the period after 1990,” they noted, “it is a matter of life and 
death that the improved performance of our economy . . . lead to an export 
surplus of 5 billion VM.” If this was not achieved, they told Mittag, “we see 
no possibility of securing the solvency of the republic in 1991.”16

Schalck made his newfound alarm even clearer at a working group of 
the country’s top economists and economic managers taking place the 
same week in October. “If the GDR does not achieve an export surplus in 
1987,” he told the group, “the creditworthiness of the country will be criti-
cally burdened.” Schalck told his colleagues that the GDR’s Eastern Bloc 
allies were already demonstrating in dramatic fashion that global capital 
markets no longer tolerated long periods of poor economic performance. 
“The example of Hungary, which for the past two years has not achieved a 
trade surplus, shows that the country’s credit rating has severely deterio-
rated and it can only receive government-guaranteed loans.” Because such 
loans came with conditions attached, Schalck concluded that “this way is 
not politically or financially viable for the GDR.”17 If the Hungarian experi-
ence showed the perils of trade deficits, the Polish experience showed the 
catastrophic consequences of insolvency. Schalck later recalled, “[General] 
Jaruzelski .  .  . conveyed to me very clearly that a state which is insolvent 
loses and must lose its political power, and therefore its maneuverability. It 
can then govern only through bayonets [and] martial law; Jaruzelski .  .  . 
did this, but without success.”18

The KoKo chief ’s transformation from a beacon of reassurance to a 
prophet of doom in fall 1987 was an important development. Because he, 
König, and Mittag had done such a masterful job hiding an accurate pic-
ture of the country’s finances from both domestic and international 
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audiences, there were very few people, either within the GDR or outside of 
it, that could issue a credible warning to Erich Honecker about the coun-
try’s approaching crisis. Schalck was one of the few who could, and after 
October 1987, he began to regularly warn that the country faced insol-
vency in the years to come. The illusions of security that his Schalck/
König model had provided Mittag and Honecker from 1983 to 1987 were 
gone. Any continued resistance to beginning a process of economic re-
form now rested not on confidence in the nation’s long-term solvency but 
instead on fear of the political instability reform would bring.

◆  ◆  ◆

Gerhard Schürer may not have known the country’s complete 
financial picture, but by spring 1988, he could see the writing on the wall. 
This caused him to break his silence. In preparation for a Politburo 
meeting in early May, he composed a proposal to fundamentally change 
the country’s economic direction. “Our conclusion must be,” he wrote, 
that “each object, no matter how important it is,” must be confronted with 
“the harsh economic conditions of the world market.” The head of the 
State Planning Commission foresaw no way that his institution would be 
able to repay Schalck for the recent hard currency loans because he foresaw 
no way that East German industries would be able to produce globally 
competitive exports.

Schürer saw only one remaining option to ensure the country’s  
solvency—austerity. Although he believed in the state’s mission to provide 
the working class with a high quality of life, he recognized that “the bene-
fits for the population from the state budget for housing, price supports, 
fares, education, health, culture, sports and recreation” were far outstrip-
ping the country’s ability to pay for them. Schürer believed the party could 
no longer afford to insulate the population from the discipline of the world 
market.19 In sending the document directly to Honecker, Schürer later re-
called, he wanted to make it clear: “Our republic is going broke.”20

Schürer’s proposal was the most direct challenge to the Unity of Eco-
nomic and Social Policy—and, by extension, Honecker’s leadership—
since its implementation in the early 1970s. Honecker forwarded it to 
Mittag and asked him to formulate a response for discussion in the Polit-
buro. Mittag went straight to the point. Schürer’s proposal would “call 
into question . . . the Unity of Economic and Social Policy,” and his “sug-
gestions for price changes” to consumer goods, rents, and energy were 
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connected with issues of “significant mass appeal.”21 With regard to the 
recent attempt to borrow hard currency to improve the country’s com-
puter industry, Mittag held to the position that the only way out of the 
current impasse was export growth, which required investment in the 
latest technologies.22 The choice between Schürer and Mittag boiled down 
to a difference of belief in the ability of the East German economy to com-
pete on the world market. Schürer believed it could not. Mittag believed it 
had to. After the Politburo discussed the two positions, Honecker sided 
with Mittag and directed his comrades to find a way out of the crisis 
without implementing austerity.

The Politburo meeting began six months of fruitless discussions within 
the leadership about how to move forward. Despite the threat of looming 
insolvency, Honecker maintained the strict limits he had set on economic 
reform. Because the capitalist countries had high unemployment, growing 
poverty, and deteriorating living conditions for the working class, Honecker 
believed the generous East German social system was “very advantageous” 
and needed to be maintained. “We must always keep the improvement of 
the workplace and living conditions of the workers in mind,” he said. It nat-
urally followed that consumer prices should not be increased. The general 
secretary believed recent events in Poland, where the government’s 1988 
price increases had spawned widespread strikes, confirmed his point of 
view. He told his comrades, “Countries where price spirals were set in mo-
tion find themselves in a deep crisis. Comrade Jaruzelski told [me] that his 
decision to increase prices was wrong and that they are now looking at other 
options.”23

Thus, by September, Honecker could at once declare that “the decisive 
issue” was “the problem of ensuring the solvency of the GDR” while also 
pointing to its neighbors as evidence that price increases and austerity mea-
sures were not viable solutions.24 He concluded, “All countries that have 
begun the price-wage spiral have then gone bankrupt, see Poland [and] 
Hungary—in Czechoslovakia, the same thing looms.” The GDR could not 
“go the Romanian way” of imposing draconian austerity, Honecker said, 
because “the situation with the FRG [Federal Republic of Germany] does 
not allow for it.” As long as West Germany remained an economic and con-
sumerist juggernaut, the GDR could not break its promises to East German 
citizens.25 Politburo member Harry Tisch summed up the nature of the 
country’s economic problems with precision: “Our people want social secu-
rity, safety, job security, and education from us and the department stores of 
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the FRG.”26 Through the end of 1988, the leadership chose not to discipline 
those desires, and the debt to the West continued to grow.

Schürer sensed that the situation was growing dire. In February 1989, 
he approached Egon Krenz, heir apparent to Honecker, about over-
throwing the general secretary on the grounds that he had run the country 
into financial ruin. “A reduction in the debt is impossible” with Honecker 
leading the country, Schürer told him. But not yet feeling a sense of dire 
urgency, Krenz declined to remove his boss.27 He too could not contem-
plate imposing austerity. “For me it is no question whether the Unity of 
Economic and Social Policy will continue,” Krenz said. “It must be con-
tinued, because it is socialism in the GDR!”28

If the experience of Poland and Hungary demonstrated that price in-
creases and austerity measures were unpopular, it also showed that com-
munist leaders avoided implementing austerity until they had no other 
choice. With its creditworthiness still intact and its borders still secure 
through the spring of 1989, the East German leadership still had choices, 
so it collectively chose short-term stability over long-term solvency. Events 
along the Hungarian border would soon change these choices, but the pri-
orities of the East German leaders remained unchanged until the end: 
they would choose any path—including even opening the Berlin Wall—if 
it allowed them to avoid the implementation of austerity.

◆  ◆  ◆

By the late 1980s, the border fortifications separating Hungary 
from Austria and the broader West had become dilapidated. The electronic 
signaling system along the border, meant to alert the guards to any at-
tempted crossing, regularly sounded false alarms due to gusts of wind or 
wild animals. It needed to be modernized. In the fall of 1987, the head of 
the border guard wrote a report for the Hungarian Interior Ministry de-
tailing the system’s failings and annual cost, as well as estimating the costs 
of a system renovation. In a country with an annual budget deficit of 30 to 
60 billion forints, the report’s numbers detailed an unwelcome prospect: 
the annual cost of the system was 42–50 million forints, and a renovation 
would cost 1.2 to 1.5 million forints per kilometer along a 366-kilometer 
border.29

As we have seen, when Miklós Németh became Hungarian prime min-
ister in the fall of 1988, dealing with the pressures of IMF-mandated aus-
terity was his first order of business. As Németh went through the 
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country’s books line by line, he looked for areas to cut. When he came 
across the line item detailing the annual cost of the border security system, 
he “unceremoniously” drew a line through it. Andreas Oplatka has written, 
“Today, looking back on the success of the border opening, it would no 
doubt be easy and tempting for Németh to say that he made his decision” 
as a reform politician “thinking in European dimensions.” But “the former 
prime minister openly and frankly says the opposite. He admits that at the 
time it was all about cost savings.”30 Németh still needed the rest of the 
leadership’s approval for this decision, so in February 1989, he went to the 
Politburo with a report detailing the costs of modernizing the border secu-
rity system. As Oplatka has concluded, this “financial factor was particu-
larly convincing.” After hearing of it, “no one opposed the dismantling.”31

Having gained the assent of the party, Németh moved on to seek the next 
level of authorization in the Eastern Bloc’s chain of command: the Kremlin. 
On March 3, 1989, he arrived for his first visit with Mikhail Gorbachev. The 
two leaders touched on many subjects, ranging from the status of Soviet 
troops in Hungary to the merits of a multiparty democratic system to the 
challenges of Hungarian economic reform. Eventually, Németh broached 
the issue of border security: “We have decided to gradually do away with the 
electronic signaling system between now and January 1, 1991.” Gorbachev 
hesitated and then responded, “I see, frankly, no problem.”32 Surprised at 
the ease of the acquiescence, Németh returned to Budapest resolute in his 
decision to move forward with the dismantling of the border fence.

Initially, dismantling the fence drew little public attention. It gained in-
creasing notice, however, after the Hungarian and Austrian foreign minis-
ters, Gyula Horn and Alois Mock, held a symbolic wire-cutting ceremony 
before TV cameras and newspaper reporters on June 27. Immediately the 
image of the two foreign ministers was published across Western Europe 
and thus beamed into East Germany through West German television. 
East German citizens began to travel to Hungary in the hope they would 
be allowed to cross the Austrian border.33 Many holed up in the West 
German embassy in Budapest (and to a lesser extent in Prague and 
Warsaw), believing that the West German government would eventually 
pay the GDR for their release to the West, as it had done many times before 
for East German political prisoners stuck in East German jails. By July, the 
Exit had begun.

In August, local civil society groups in the town of Sopron along the 
Austrian border began organizing what would eventually be billed as the 

 EBSCOhost - printed on 2/8/2023 2:38 PM via . All use subject to https://www.ebsco.com/terms-of-use



270  T H E  E N D  O F  T H E  C O L D  W A R

“Pan-European Picnic.” Set for August 19, the picnic would celebrate Hun-
garians’ new freedom of travel by allowing residents to freely cross the 
border into Austria for three hours during the afternoon. Hearing of the 
plan and sensing political opportunity, Imre Pozsgay worked with Aus-
trian royal Otto von Hapsburg to raise the plan’s profile as an interna-
tional symbol of European détente. In the run-up to the picnic, Németh 
nervously endorsed the event as a means of testing how the Soviet Union 
would react to a complete, if temporary, opening of the border. On the 
afternoon of August 19, roughly 2,000 people crossed the border under 
the picnic plan, while around 600 East Germans used the temporary 
opening to flee across the border. In the days to come, both became global 
news, a sign of the evaporating barriers between East and West.34

Against the backdrop of a worsening economic situation, this event put 
further pressure on Németh to permanently solve the refugee problem. In 
retrospect, he concluded that he spent the summer of 1989 consumed with 
the country’s struggle “to remain solvent.” Hungary “could not avoid price 
increases and austerity measures,” he remembered. “We had to comply 
with the tough conditions of the IMF, which we were not able to do de-
spite our best efforts.”35 These pressures forced Németh to view the East 
German refugee problem through the lens of his own country’s economic 
future.

The flood of East German refugees who followed in the wake of the 
picnic spurred Németh to a final decision. The choice was between either 
sending the refugees back or opening the Austrian border for all East Ger-
mans to cross freely. The prime minister began by weighing his country’s 
commercial relationship to the two Germanys. He asked his team if there 
was any economic damage the GDR could inflict on Hungary if he acted 
against East German interests. They came up with nothing.36 In contrast, 
the economic benefits of a good relationship with Bonn were obvious—
the Kohl government held the keys to Hungary’s fortunes in Western Eu-
rope and, along with the United States, determined the country’s fate in 
the IMF. This was enough to convince Németh. On August 22, he con-
firmed his decision to open the border to Austria with the highest ranks of 
the leadership and immediately requested an emergency secret meeting 
with Kohl to inform him.

On August 25, Németh and his closest advisors departed for Bonn 
under the utmost secrecy. When they landed, they boarded a helicopter to 
fly to Gymnich Castle outside of Cologne, where Kohl and West German 
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foreign minister Hans-Dietrich Genscher secretly waited. After a discus-
sion of the precarious Hungarian economic situation, Németh announced 
that the Hungarian government had decided to open its border to Austria 
for East Germans. Kohl, with “tears in his eyes,” thanked the prime min-
ister for his decision and asked what kind of financial compensation he 
wanted in return. Németh proudly responded, “We do not sell people.” 
This was an allusion to the mercenary Romanian and East German prac-
tice of selling the emigration of their dissident, German, and Jewish pop-
ulations to West Germany in exchange for a substantial amount of hard 
currency. Németh, at least officially, wanted no part of such a practice. 
Instead, he asked for Kohl’s assistance in bringing Hungary closer to the 
European Community. Kohl readily agreed and added that the Federal 
Republic would compensate Hungary for any retaliation carried out by its 
socialist “brother countries.”37 The meeting concluded with both sides 
agreeing to work together to coordinate the logistics and timing of the 
border opening. On September 10, the Hungarian government opened the 
border to the 7,000 East Germans now waiting to leave for the West.38 Ac-
cording to one Hungarian estimate, 600,000 East Germans followed suit 
in the weeks to come.39

If there was no quid pro quo in fact, there was certainly one in percep-
tion. In the weeks after their meeting, the Kohl government granted the 
Hungarians a DM 500 million loan in support of “a reform process of 
pan-European importance” and in recognition of the Hungarian decision 
“against closed borders, and for the free movement of all citizens.”40 The 
Hungarians delayed signing the loan until mid-December to perpetuate 
the appearance of independence, but it fooled nobody. In a meeting on 
October 7, Honecker and Gorbachev discussed the loan and lamented 
Hungary’s betrayal of socialism in exchange for money. Gorbachev folded 
the news into a broader explanation of the disintegration of the Socialist 
Bloc going on around them: “The West promises great gifts of grace 
[Gnadengeschenke] in exchange for renouncing positions.”41

Why did the Hungarian government decide to dismantle the Iron Cur-
tain and open its border for East Germans? Among the many reasons is 
that its leadership had lost the ideological conviction to defend the GDR’s 
repressive brand of socialism. As prime minister, Németh had to think in 
terms of the Hungarian national interest, and the financial power of the 
West and the economic weakness of the East significantly shaped his 
choice. In the broadest sense, Németh and his closest advisors believed the 
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country’s future lay in Western Europe. They had been trying to establish 
ties with the European Community for almost a decade, and they now 
hoped to gain access to the European Economic Community and the fu-
ture European Common Market. The West German government would 
ultimately decide whether and when this happened. Kohl did not even 
have to mention the retaliatory power he could wield if the Hungarians 
chose to send the refugees back to East Germany. The fate of the Hun-
garian economy, and with it the political fortunes of Németh and all the 
reform communists, depended on the good graces and financial power of 
Bonn. This broader financial context pushed the Hungarian government 
to permanently open the Exit option.

◆  ◆  ◆

At the Warsaw Pact’s summit in Bucharest, Romania, in early 
July 1989, Gorbachev publicly renounced the Brezhnev Doctrine.42 Al-
though this only made public what he had been telling his Eastern Bloc 
allies in private since 1986, its official enshrinement arrived to the great 
consternation of Honecker and Krenz. Adding injury to insult, Honecker 
fell ill at the conference and had to fly home early for medical treatment. 
Although his condition initially stabilized, the general secretary was 
forced to have surgery in mid-August and take a leave of absence until the 
end of September.

Honecker’s illness paralyzed the East German leadership’s response to 
its deteriorating domestic and international circumstances. The week 
after Hungary opened its border, the GDR worked with the Czechoslovak 
government to end East German travel to Hungary all together. But the 
Exit movement was now in full bloom, and emigrants continued to leave 
undeterred. Instead of traveling all the way to Hungary, they now simply 
stopped in the West German embassy in Prague, where thousands were 
camped out in miserable conditions by the end of September. As Hon-
ecker finally returned to work at the end of the month, he agreed to strike 
a deal with the West German government. He would “expel” the East 
Germans in the Prague embassy from the GDR (thus retaining nominal 
control over who got to leave the country) while also allowing them to 
travel to the West. From September 30 to October 1, the refugees traveled 
by night on trains from Prague through the GDR to the Federal Republic. 
On October 3, Honecker made a last-gasp attempt to shut down the Exit 
option by completely closing the GDR’s borders.
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This decision only served to enrage the domestic protest movement 
now gaining steam. Since the spring of 1989, a small group of dissidents 
had been using the peace prayer service held in the Nikolai Church in 
downtown Leipzig every Monday to organize protests against the regime. 
By September 18, hundreds of Leipzig residents had joined in, and the next 
week, the protesters began to take to the streets and call for reform. On 
October 2, roughly 10,000 people set out to march around the city’s ring 
road, and security forces dispersed the crowd with clubs, dogs, and shields. 
As the trains carrying a last group of refugees from Prague rolled into the 
Dresden train station on October 4, an estimated 20,000 protestors sur-
rounded the station and blocked the tracks until police forcibly dispersed 
them. Then, in the days leading up to the SED’s celebration of the fortieth 
anniversary of the GDR on October 7, countless protests in cities 
throughout the country were put down with force.

The increasing boldness of the protests and the state’s harsh response 
set the stage for the climactic protest in Leipzig on October 9. Since June, 
when Deng Xiaoping and the Chinese leadership had ordered security 
forces to shoot protesters in Tiananmen Square, it had been an open ques-
tion among East German citizens and foreign observers whether Hon-
ecker and the SED leadership would do the same in the GDR. Why the 
East German leadership did not choose Violence owes to a complex inter-
play among domestic and international factors.

The country’s precarious financial position played a key role. Schalck had 
been keeping Krenz informed about the real state of the country’s financial 
situation for many years before 1989.43 Honecker had been grooming Krenz 
since the 1970s to be his successor, and given Honecker’s advanced age, it 
made sense to keep Krenz informed. It is thus very likely that a memo in 
Schalck’s papers dated September 18, 1989, was seen by Krenz as well as 
Mittag and Mielke.

The document—and the myriad unrecorded and informal conversa-
tions Schalck surely had with leading officials at the time—laid out in sig-
nificant detail the GDR’s financial dependence on the capitalist West and 
suggested how it affected the country’s political sovereignty. Schalck 
stated that in contrast to the previous year’s urgent demands for a trade 
surplus in 1989, the country would, in fact, run a VM 2.5 billion deficit. 
Despite this horrific economic performance, Schalck and his team had 
successfully prevented capitalist banks from questioning the GDR’s cred-
itworthiness by refusing to publish information on the nation’s financial 
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position. But the continued flow of capital, Schalck now wrote, hung by a 
thread.

The country’s solvency now depended on whether the “annual bor-
rowing of 8–10 billion VM can actually be secured,” he wrote. “Such a 
credit volume is an extraordinarily large sum for a country like the GDR, 
which means we are highly dependent on capitalist banks to maintain our 
solvency.” He continued, “The particularly high risk of dependence lies in 
the finance credits that are indispensable for us. Maturing principal and 
interest payments can only be made through finance credits.” Like the 
Hungarians in 1987, Schalck now told the leadership that the country’s sol-
vency depended on the continued inflow of Japanese capital. “Currently 
more than 75 percent of finance credits come from Japanese banks. Should 
the Japanese government no longer allow the further granting of loans, for 
example, if the United States blackmails the Japanese government due to 
its credit boycott policy, there is no way to cover the shortfall in loans 
through banks in other countries.” Beyond American blackmail, Schalck 
explained that there were other factors that would influence the readiness 
of capitalist banks to keep lending money to the GDR. These included “the 
impact of political factors on the lending willingness of capitalist banks, 
and the position of the governments of countries such as Japan and the 
FRG, which has a signaling effect on banks in other countries.”44

It is impossible to know precisely how this memo affected the leadership 
(which, at this point, was still without Honecker due to his leave of absence), 
but it is clear that discussion of the financial situation continued as the pro-
tests grew in the streets. Ten days after Schalck’s memo, on September 28, all 
the leading economic state officials—Schalck, Schürer, König, Minister of 
Foreign Trade Gerhard Beil, and President of the State Bank Werner Polze—
composed another extended memo examining the nation’s financial posi-
tion. Sounding the alarm, they noted that “we already are significantly 
dependent on capitalist banks to meet our payment obligations of principal 
and interest as well as to implement our yearly import plan.” The “extraordi-
narily high sum” of VM 8–10 billion needed to “be mobilized annually from 
approximately 400 banks at any one time.” This mobilization was growing 
increasingly difficult because “capitalist banks set country limits for their 
credit orientation toward socialist countries, just as they do for developing 
countries. Due to the already high debt, banks are not willing to significantly 
increase this limit for the GDR.” The GDR’s access to credit markets in the 
years to come, the authors warned, was “largely dependent” on “the impact 
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of political factors on the lending willingness of capitalist banks and the po-
sitions of the governments of countries such as Japan and the FRG, which are 
among the most important creditors of the GDR.” Even if the country man-
aged to keep the markets’ favor, it would still need to double its exports in the 
next five years while holding imports constant. Such export growth would 
have been unprecedented in the history of the GDR.

Nevertheless, any deviation from these surpluses would certainly lead 
the country into insolvency, the authors warned, which would have dire 
consequences. “Assuring the solvency of the Republic without conditions 
is the crucial prerequisite for the political stability of the GDR and further 
economic development.” This was because “failure to meet upcoming re-
payment obligations on loans or untimely payment of interest would lead 
to the total cessation of credit granted by capitalist banks. With this, no 
more loans would be available for the GDR’s imports.” Just as Schalck had 
drawn lessons from Hungary’s example two years earlier, the economists 
now urged the leadership to look to Poland to see the disastrous results of 
failing to maintain solvency. “Poland,” they wrote, “has received no new 
loans from capitalist banks since its cession of payments in 1981.” The 
Polish example showed that the world of finance had become more de-
manding of debtors. Debt rescheduling agreements with few or no condi-
tions attached “no longer exist,” the economists wrote. “For years now, 
debt rescheduling agreements with capitalist banks have only been con-
cluded with the involvement of the IMF.”

East German leaders saw the IMF as an organization hell-bent on dis-
mantling socialism. The economists believed the history of socialist coun-
tries’ relationship with the IMF in the 1980s only provided new, disturbing 
evidence to support their conviction. They wrote, “The prerequisite for a 
possible debt restructuring is the fulfillment of conditions that have been 
issued by the IMF.” From the experience of other socialist countries, it was 
clear these conditions would include: “the renunciation of the state’s right 
to intervene in the economy (example of Poland); the reduction of subsi-
dies with the intention to abolish them (examples Poland, Yugoslavia, and 
Hungary); [and] the liberalization of imports from Western countries, that 
is, the renunciation of the state’s ability to determine its import policy.” In 
other words, dealing with the IMF would mean the forced repeal of so-
cialism. This led the group to one overarching conclusion: “Therefore, the 
issue of assuring the solvency of the Republic is to be granted the highest 
political and economic priority.”
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Here, just as in Hungary and Poland, the coercion of creditworthiness 
was at work. The economists proposed the government adopt unpopular 
domestic policies that would invite social unrest in order to maintain the 
country’s international creditworthiness. The current financial situation 
made the following policies “necessary,” they wrote: “a systematic change 
in the basic proportions between accumulation and consumption . . . ; a 
reduction of societal consumption—and if that is not enough—also indi-
vidual consumption; and the development of industrial export sectors, 
including the redistribution of labor for the benefit of . . . export-critical 
branches within industries.”45 Put simply, maintaining solvency would re-
quire the hallmarks of the politics of breaking promises—price increases, 
cutbacks in social benefits, and labor mobility—as well as the continued 
support of the country’s Western creditors.

Schalck reiterated this last point in a memo to Krenz four days after the 
October 9 protest in Leipzig. Although the memo was written after that 
fateful day, it almost certainly put ideas already floating through the two 
men’s minds on paper rather than proposed something completely new. 
“The attitude of the FRG government and the business circles of [the] Fed-
eral Republic influence the attitude of the other states and Japan toward 
the GDR to a large degree,” Schalck wrote. We must take “the political and 
economic influence of the FRG, especially in the European Community 
and also in relation to financial circles and credit markets outside Europe 
very much into account.”46 Thus, if it was not written plainly on a docu-
ment to be found in the archives, it was certainly plain for Egon Krenz to 
see that if he chose to use violence against protesters in Leipzig or else-
where, the country would soon be insolvent. Insolvency clearly meant one 
thing: a repeat of the Polish experience in the 1980s, a prospect no one in 
the leadership, particularly Krenz, welcomed.

What Krenz, rather than Honecker, believed in the early days of October 
is important because by October 9 the overthrow of Honecker had been set 
in motion. Honecker held on to power long enough to celebrate his coun-
try’s fortieth birthday on October 7. But by the next day, the plot to bring 
him down had finally begun to take shape.47 Honecker issued orders to all 
local leaders and security forces to prepare “measures” to prevent future 
“riots” “from the outset.”48 But when decision time came the following day 
in Leipzig to put down the protest or let it go on, the party’s acting leader 
there, Helmut Hackenberg, called Krenz, not Honecker, because he had al-
ready heard that Krenz had begun planning Honecker’s overthrow.49
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Neither the country’s financial weakness nor Krenz’s scheming against 
Honecker were known to the East Germans who gathered that day. To 
them, the East German state remained a mass of repressive instruments 
that could be and would be used against citizens who spoke out in dissent. 
This did not stop roughly 70,000 of them from gathering outside Nikolai 
Church after the Monday peace prayers and bravely circling the ring road 
that surrounded the city center. The ring road had become the weekly 
battleground between protesters and the security forces. As the protesters 
began to make their way around, Hackenberg made his call to Krenz to 
report that the protest was far larger than anyone had predicted and ask 
what he should do. Krenz told him he would call him back. According to 
accounts of personnel at the scene, it took him a half hour or forty-five 
minutes to call back, by which time Hackenberg had individually decided 
not to disperse the protesters without a firm order from East Berlin—and 
Krenz, in particular. The next morning, the consequences of the previous 
evening were clear: the protest immediately became a symbol of the 
growing power of the people in the GDR, who had lost their fear of the 
state’s power of repression.50

In taking so long to call back, Krenz ultimately did not decide how 
events unfolded that night, but a more decisive leader would have. The rea-
sons for his hesitance in calling back are unclear, but the reasons for his 
hesitance to use violence were manifold. He has always claimed to have 
had a deep personal conviction to not use force, and Gerhard Schürer con-
firms this conviction in his memoirs.51 In addition, by the fall of 1989, Gor-
bachev had made his support for nonviolence well known and had officially 
renounced any Soviet willingness to intervene in allied countries to defend 
socialism.52 The country’s international financial position added yet an-
other reason for restraint. If the leadership had implemented a “Chinese 
solution,” they well understood that national insolvency, the politics of 
breaking promises, and the Polish experience would follow. They stopped 
short of Violence, then, because they feared Austerity.

◆  ◆  ◆

Krenz’s official move against Honecker came at the Politburo 
meeting on October 17.53 The next day, at a meeting of the broader SED 
Central Committee, Honecker announced his resignation due to “health 
reasons” and asked the committee to elect Krenz as the new general secre-
tary. Upon his official election, Krenz gave a speech defining the direction 
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he intended for the country. He announced what he called “the Turn”—
die Wende. As he launched his Wende, Krenz clearly felt constrained  
by the nation’s economic and financial circumstances. On the day the 
Berlin Wall opened, he told the Central Committee, “The balance of  
payments . . . puts limits on us; it prevents us from making political deci-
sions that would be necessary.” He continued, “Every day new facts become 
apparent that affect our economic situation. And without the economy 
nothing else works.”54

To solve the country’s economic problems, Krenz turned to the problem 
of Exit. Even before he had officially overthrown Honecker, Krenz had 
developed a draft of new travel regulations to allow East Germans to travel 
to the West and asked Schalck to review it for its financial implications. 
Schalck responded on October 13 with a proposal to essentially trade the 
controlled opening of the Berlin Wall for hard currency. “The decisions 
and principles laid out in the draft are of seminal importance in order to 
continue socialist development in the GDR and improve the attractive-
ness of our society. At the present time, we see no other solutions,” Schalck 
noted. Furthermore, he told Krenz, the government should expect “a sig-
nificant pent-up demand in East German travel to the West, particularly 
to the FRG but especially also to West Berlin.” Schalck assumed at least 
five million East German citizens would want to travel to West Germany 
in the first year and a further five million would want to travel to West 
Berlin. All of this would cost the East German state money it did not 
have—DM 300 million in the first year, according to Schalck’s calcula-
tions. “Immediately after a decision on and before the publication of the 
regulations, I think it would be absolutely appropriate to obtain through 
informal talks a reasonable financial contribution from the FRG govern-
ment to enable this policy, which the FRG has sought for a long time,” he 
wrote. Schalck envisioned a lump-sum contribution of DM 300–500 mil-
lion from the FRG to fund East German travel. He believed this would 
solve the immediate travel problem; the government could then return to 
the travel issue in the mid-1990s, presumably after solving its looming 
debt problems. He concluded, “At a later date (possibly the middle of the 
1990s) we should examine to what extent opportunities exist to provide 
GDR citizens an amount in foreign currency every three years . . . for trav-
eling abroad in the West.”55 Krenz held a meeting with the rest of the lead-
ership on October 16 to discuss the travel question, and the group adopted 
Schalck’s strategy.
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In pursuit of this objective, Krenz sent Schalck to Bonn on October 24 to 
open “informal discussions” with the FRG about new forms of coopera-
tion. Schalck later wrote, “For the past two to three years, it was clear to me 
that the GDR was headed toward an economic confederation with the 
FRG. Only with West German financial power could the GDR be pre-
served. I certainly knew better than most of my comrades that the eco-
nomic and financial support would come at the price of significant political 
changes.” As he left for Bonn, he wrote, “I still hoped that the price would 
not be self-sacrifice.”56 He described his orders from Krenz for the negotia-
tions: “I should explore the possibility of closer economic cooperation, 
while upholding [the GDR’s] socialist system. Meanwhile, it was clear that 
travel would be unlimited—it was only a matter of time. I thought prag-
matically of the costs associated with this for the GDR. New border cross-
ings and an expansion of transit routes [would] increase the need for hard 
currency. I knew that we did not have the money for this. One had to get 
the Federal Republic to pay, through a packaged deal if necessary: money 
in exchange for expanded travel.”57

Schalck’s first meeting took place with Rudolf Seiters and Wolfgang 
Schäuble, senior ministers in the Kohl government. Schalck attempted to 
stand by his orders to increase cooperation while also upholding the 
GDR’s socialist system. He told Seiters and Schäuble that it was “the firm 
intention” of the party leadership to implement “extensive renewals and 
reforms” through “a comprehensive dialogue with all levels of society.” 
But, he maintained, “the socialist system of the GDR is not up for debate” 
and “the SED will continue to play the leading role . . . in the process of 
renewal.” He then informed Seiters and Schäuble that the GDR would be 
implementing a new travel law that would dramatically expand the for-
eign travel of East German citizens, particularly to West Germany. In 
view of the “clear additional economic burdens” such a law would impose 
on the GDR, Schalck told Seiters that the two sides should find “shared 
solutions” to the problem. In sum, he said that the SED leadership foresaw 
the possibility of raising inter-German relations to “a new level” as long as 
it was based on “the principles of equality, regard for sovereignty, and 
non-intervention” in each other’s internal affairs.

Seiters and Schäuble responded with questions and concerns of their own. 
First and foremost, they told Schalck that officials in the Federal Republic 
“observed with great attention and also with concern the economic develop-
ment of the GDR in recent years.” They were concerned “particularly about 
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the effectiveness of the GDR economy and the growth in debt.” Because any 
new forms of cooperation between the two states would require West 
German money, they would only be justifiable “from the standpoint of the 
Federal Republic if the GDR thought through important questions in its eco-
nomic policy” and took decisions that increased “the efficiency in the 
economy.” To the Kohl government, “it would be necessary, for example, to 
cut subsidies and take steps to ensure the international competitiveness of 
East German companies.” Lastly, because they anticipated that East German 
travel laws would stress the capacities of West Berlin, both sides should ex-
plore “in what ways the interests of West Berlin” could be addressed “in 
other areas.”58 With the first hints of conditionality lingering in the air, the 
two sides parted ways to consult with their respective governments.

Krenz was furious upon reading Schalck’s detailed report. To him, the 
intentions of the Kohl government were now obvious. As he wrote in his 
memoirs, “It is not about their ‘brothers’ and sisters’’ freedom of move-
ment at all. Bonn is not interested in whether or not East Germans can 
travel. Bonn wants everything; Bonn wants the GDR.”59

Two days later, on October 26, Kohl and Krenz spoke for the first time 
by phone. After an exchange of greetings, Kohl said he had high hopes for 
Krenz’s announced Wende. In particular, he told the general secretary that 
he believed resolving three issues was “especially important”: a new law on 
the freedom to travel, an amnesty for political prisoners arrested during 
the recent demonstrations, and “a positive solution” to the question of ref-
ugees. “If one can connect your name with a generous step,” Kohl said, “it 
will not only have a very considerable effect here [in the FRG], but also in 
the GDR.” This was politely veiled conditionality, and Krenz saw it for was 
it was. He replied, “A turn [Wende] does not mean upheaval [Umbruch].” 
He informed Kohl that the SED leadership had made the decision “under 
the complete sovereignty of our country” to implement a new travel law. 
However, the law would bring “considerable additional economic burdens” 
with it for the GDR, which he hoped the FRG could cover. He pressed Kohl 
for the earliest possible agreement on financing the law, but the chancellor 
refused to discuss any specifics or make a clear declaration of financial 
support. Instead, he played for time and committed to making Seiters and 
Schäuble available for further discussions.60

Schalck, who sat next to Krenz during his conversation with Kohl, 
wrote in his memoirs that “something decisive happened during this 
phone call.” He wrote, “Up to that point, the Federal Republic had simply 
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followed the events in the GDR attentively, [but] now Kohl presented de-
mands for the first time”—new rules for the freedom of travel in East Ger-
many, an amnesty for political prisoners, and a positive resolution to the 
embassy refugee crisis.61 “That, and not November 9 [when the Wall fell], 
was for me the key situation. That was the Wende. On the same day we 
came up with a package of measures to implement the points raised by 
Kohl. From that moment on, the Federal Republic ruled the GDR.”62 In 
the days that followed, the Interior Ministry and the Stasi began drafting 
the new travel law.63

A key component of Krenz’s Wende was to make the real economic situ-
ation of the country clear to the full Politburo and Central Committee. In 
late October he tasked Schürer, Schalck, and the other economic leaders 
with writing a comprehensive report on the economy for discussion at the 
Politburo meeting on October 31. The report, “An Analysis of the Eco-
nomic Situation of the GDR with Conclusions,” served as a stinging indict-
ment of Honecker’s Unity of Economic and Social Policy and an urgent call 
for change. “The debt to the West has grown since the 8th Party Congress 
[when the Unity policy had been announced] to such a level that it calls 
into question the solvency of the GDR.” Higher domestic consumption 
than domestic production had caused “debt to the West to grow from 2 bil-
lion VM in 1970 to 49 billion VM in 1989.”64

The economists made plain that the debt now left the country com-
pletely dependent on Western capital. In their words, “1989’s planned hard 
currency income can only cover about 35% of the hard currency pay-
ments.  .  .  . 65% of the payments must be financed through bank credits 
and other sources.” For a country like the GDR, this was unusual and 
precarious. They continued, “In the analysis of a country’s creditworthi-
ness it is internationally assumed that the debt service ratio . . . should not 
be more than 25%. 75% of [the money received from] exports should be 
available to pay for imports and other expenses. Based on its hard cur-
rency exports, the GDR has a debt service ratio of 150%.” They outlined 
the implications of this position for the domestic economy. “If we are to 
prevent the debt from rising in 1990, . . . [it] would require a reduction in 
consumption by 25–30%.” An export surplus of VM 2 billion would have 
to be achieved in 1990, and this number would have to grow to VM 11.3 
billion in 1995 merely to keep the debt level stable.65

If this did not happen, the economists told the Politburo, the penalties 
would be stiff. “The consequences of imminent insolvency would be a 
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moratorium (debt restructuring), in which the International Monetary 
Fund would determine what must happen in the GDR,” they concluded. 
The IMF would “demand that the state renounce its right to intervene in 
the economy, the re-privatization of companies, the restriction of subsi-
dies with the aim of abolishing them entirely, [and] the renunciation of 
the state[’s right] to determine import policy. It is necessary to do every-
thing to avoid going down this path.”66

What did they propose for the years ahead? “The basic task of the new 
economic policy lies in bringing output and consumption back into agree-
ment.” The country could “only consume domestically what is available 
after the deduction of the necessary export surpluses.” Furthermore, wage 
increases would need to be connected to higher performance, prices 
would need to be raised and subsidies would need to be cut, and the plan-
ning and administrative mechanisms of the state would need to be re-
duced at all levels. The politics of breaking promises lay ahead.67

To soften the burden of breaking promises, they proposed the govern-
ment look for ways to expand cooperation with as many Western countries 
and companies as possible: “It is essential for the assurance of solvency in 
1991 to negotiate with the government of the FRG at the appropriate time 
about 2–3 billion VM in finance credits above current credit lines.” They 
ruled out “any idea of reunification with the Federal Republic or the cre-
ation of a confederation.” But they also recommended that the SED make 
clear to the FRG that “conditions could be created” in the years to come 
that would make “the currently existing form of borders between both 
German states superfluous.”68 This last line was struck from the version 
published after the Politburo meeting because of its political sensitivity, but 
its erasure did not eliminate the fact that leading state officials were now 
considering ransoming the opening of the Berlin Wall for loans from West 
Germany in order to extend the GDR’s existence.69

Krenz recalled his reaction to the document: “The biggest problem of the 
analysis for me is the debt to capitalist countries.” He noted the particular 
challenge this posed to the GDR: “Is that state bankruptcy? Not at all. A state 
does not go bankrupt if it has debts. Otherwise the majority of the countries 
in the world would have to perish or would have perished long ago. Our 
problem is that we have debts to a political adversary who is working towards 
the liquidation of the GDR. This is the real danger.” The looming 25–30 per-
cent reduction in consumption convinced him of the proposal’s urgency. He 
stated, “With their warning about the ‘un-governability of the GDR’, the 
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authors of the document emphasize just how existentially necessary it is for 
the GDR [to implement] a fundamental change in its economic policies.” The 
SED needed to implement this transformation because the authors made 
clear that it was necessary “to exclude the dictates of the International Mon-
etary Fund from the GDR.” He also noted that the economic analysis was 
“connected with far-reaching political conclusions,” most importantly the 
suggestion that the current borders between the two German states could be 
slowly dismantled. Such a change would clearly require the consent of the 
Soviet Union, Krenz wrote, but he nevertheless believed the “Analysis” 
should be put to the Politburo unaltered on October 31 for discussion.70

In times of crisis, it had been a forty-year tradition for the leader of the 
GDR to seek refuge in Moscow’s protection. Krenz was no different, and 
so, on November 1, he flew to the Soviet capital for his first meeting with 
Gorbachev. He believed Soviet economic, rather than military, support 
was the key to his country’s survival. “If we are unable to raise the neces-
sary economic cooperation with the Soviet Union to a higher level, the 
renewal of our society will remain a dream,” he wrote. Packing Schalck’s 
and Schürer’s “Analysis” in his briefcase, he knew it would “be a crucial 
point of [his] talks in Moscow.”71

Gorbachev had long been urging the SED, and particularly Honecker, to 
undertake political and economic reforms, but with Krenz now in power, 
the merits of reform were a settled issue. Instead, the issue at the heart of 
the November 1 meeting was resources, specifically whether the Soviet 
Union could increase its economic support to its most important ally in its 
time of greatest need. Krenz quickly steered the conversation to his first 
priority—the economy. It was, for him, “the decisive problem.”72 He told 
Gorbachev that by the end of 1989, East Germany’s debt would reach $26.5 
billion, or VM 49 billion; he also said that the country would have $5.9 bil-
lion in income in 1989 with which to pay $18 billion for debt service and 
imports. This would leave the GDR with a $12.1 billion shortfall, which 
meant the GDR would have to take out new loans from Western banks and 
governments.73 Krenz said, “Our job is to maintain solvency. If the Interna-
tional Monetary Fund gets a say in [our affairs], it will be bad for us.”74 
Through a variety of sources, Gorbachev was well briefed on the state of 
the GDR economy. Nevertheless, he was “astonished” to learn of these 
numbers and asked whether they were precise because “he had not imag-
ined the situation to be so precarious.” Krenz confirmed that they were and 
told Gorbachev that if the standard of living was based “exclusively on the 
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country’s own production,” it would have to be lowered “by 30% immedi-
ately.” This, he said, “was not politically feasible.”75

For Gorbachev, this was now a familiar refrain; he had heard variations 
of it from Hungarian and Polish officials in recent years. He told his East 
German counterpart that he had to come clean with the population and 
confront them with the nation’s economic reality. The SED leadership, he 
told Krenz, “had to find a way to tell the population that it had lived be-
yond its means in the last few years.”76 The Soviet Union would do its best 
to meet the raw material deliveries it had already committed to in the 
1986–1990 Five-Year Plan, but it could provide nothing above and beyond 
this.77

To fix the GDR’s economy, Gorbachev therefore told Krenz to look to 
the West. This, he said, was what Hungary and Poland had done. “They, 
after all, had no choice in this matter,” Gorbachev said. “It was often asked 
what the USSR would do in this situation. But it could do very little in 
economic terms. It was an absurdity to think that the Soviet Union could 
support 40 million Poles.” In Hungary, “Comrade Kádár was given an ul-
timatum by the IMF in 1987; in case of non-compliance with the nu-
merous demands, a suspension of the loans was threatened.”78 These two 
statements appear to have sent a clear and lasting message to Krenz. In his 
memoirs, he quoted these words exactly and then wrote, “I understand 
Gorbachev as follows: You cannot expect additional economic assistance 
from the Soviet Union, but don’t let it come to joining the International 
Monetary Fund under any circumstances. Help yourself, as best you 
can!”79 After four hours of conversation and a comradely lunch replete 
with vodka toasts to the future of socialism, Krenz boarded his plane for 
the GDR with the weight of such thoughts on his shoulders.

He returned to a country in free fall. Under the threat of strikes from 
workers, the government decided on November 1 to repeal its earlier deci-
sion to close its borders to the Eastern Bloc. Immediately, the refugee 
problem resurfaced, as 4,000 East Germans filled the West German em-
bassy in Prague once more. Fearing a spillover destabilization, the Czecho-
slovak leadership pressured East Berlin to fix its travel regulations quickly. 
To make matters worse, the Federal Republic’s permanent representative to 
the GDR informed the SED that the West German mission in East Berlin 
would soon reopen, two months after closing for “renovations” (in fact, it 
had closed to prevent refugees from filling it as they had the embassies in 
Prague and Warsaw). Its reopening would surely mean a massive refugee 
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crisis in the heart of the GDR. As pressure from east and west mounted, it 
also surged on the streets of the capital. On November 4, an estimated half 
a million people flooded Alexanderplatz in East Berlin to demand reform.80 
Continuing the chant first used in Leipzig weeks earlier, “Wir sind das 
Volk!” (We are the people!), they dared their leaders to take their slogans 
about democracy seriously and demanded a say in their country’s future.

Amid the public upheaval, Schalck quietly traveled again to Bonn for 
another conversation with Seiters and Schäuble. This time he arrived with 
the more concrete offer that the GDR was “prepared to implement gen-
erous regulations for travel between the capital of the GDR and West 
Berlin via newly opened border crossings” as long as the Federal Republic 
was prepared to cover the “significant financial and material costs.” Ad-
ditionally, he informed his interlocutors that the GDR was seeking “long-
term loans up to ten billion VE [accounting units, most likely DM]” over 
the next two years that would be “paid back over a period of at least ten 
years” to support new forms of cooperation, such as “joint ventures and 
equity investments” from West German companies. On top of the DM 10 
billion, Schalck said his government “saw the necessity of discussing ad-
ditional lines of credit in hard currencies that could begin in 1991 and 
total DM 2–3 billion annually.” This would be required “to meet the de-
mands” of new levels of cooperation. The KoKo chief made it clear, in 
short, that if the Wall was going to be bought and sold, its price was going 
to be extremely high.

But while Schalck’s price had increased, so too had the Federal Repub-
lic’s. Schäuble told Schalck that much depended on Krenz’s upcoming 
speech to the East German Central Committee on November 8. Krenz 
would have to make clear “the credibility of the Wende course” and would 
need to appoint “credible and new people” to implement the announced 
reforms. “A fundamental problem in this context,” Schäuble said, “was Ar-
ticle 1 of the GDR constitution, which guaranteed the leading role of the 
Marxist-Leninist party.” Schäuble “strongly advised” that the SED make it 
clear that it was willing to allow a “peaceful transition supported by all 
political, social and religious organizations” and to constitutionally change 
“the leading role of the SED into a constructive, consensus-building coop-
eration with all democratic forces in the interests of socialism and the 
GDR.” He also told Schalck that the “state border with West Berlin” should 
be made “more permeable” and that the West German government con-
tinued to assume the GDR would “decisively dismantle its subsidies” to the 
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economy. In closing, Schäuble suggested “urgently once again, that Gen-
eral Secretary Krenz take up the ideas expressed [in this meeting] in his 
speech. Otherwise Chancellor Kohl would not be able to justify in the 
Bundestag financial assistance from West German taxpayers.”81

Schalck went straight to Krenz upon returning to East Berlin. In his memoir, 
Krenz termed the demands made at their meeting “blackmail.”82 Schalck ex-
panded further, “Diplomatically it was an outrage [Ungeheuerlichkeit]—an in-
terference in the internal affairs of the GDR. Historically, it was consistent. For 
the West German government, there were no internal affairs of the GDR any-
more. Due to the political upheavals and the desperate economic situation of 
the GDR—I brought to the conversation a demand for credit in the amount of 
10 billion Deutsche Marks—the internal affairs of the GDR had become 
intra-German.”83

While Schalck met with Seiters and Schäuble, East German newspapers 
published a preliminary draft of the new travel law in hopes of appeasing 
the population’s demand to leave the country. It failed spectacularly. Most 
importantly, the law still required East Germans to obtain a visa before 
being allowed to exit, which could be denied at the state’s discretion. Even 
if a citizen received a visa, the law provided no commitment on behalf of 
the state to finance foreign travel with hard currency. Because Schalck had 
not yet secured from the FRG a means of paying for East Germans’ foreign 
travel, the government still had no way to pay for all the travel that was to 
come. Clearly, this was no sign of progress, and more than half a million 
people jammed the streets of Leipzig the same day in protest.84

That evening, after learning of the Leipzig protest and receiving a re-
port from Seiters and Schäuble about their conversation with Schalck, 
West German policy makers met to discuss their next move. The docu-
ment prepared for the discussion noted that the conversation with Schalck 
showed that “the new government [in the GDR] seeks a fundamental re-
structuring of the economy . . . but would like to avoid fundamental re-
forms of the political structure.” In particular, the GDR leadership did not 
appear “open to a restriction of the SED’s monopoly on power and to con-
cessions in the direction of pluralism.” Instead, “they expect massive fi-
nancial and material support from us for their restructuring efforts and 
simultaneously our renunciation of efforts to work towards a change in 
the political system.” However, the enormous scale of Schalck’s financial 
request also made clear that “the GDR—at least in the short and medium 
term—does not expect to obtain the necessary amounts of economic 
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assistance from anyone other than us. The alternative would, in fact, be a 
policy of austerity.”85 This left the FRG in a powerful negotiating position, 
and the Kohl government knew it. After being briefed by Seiters and 
Schäuble on their meeting, Kohl decided the time had come to set firm 
preconditions for his government’s financial support.

The next day, Seiters called Schalck to transmit a message directly from 
Kohl for Krenz. The chancellor told Krenz he needed to “declare publicly 
that the GDR is prepared to guarantee that opposition groups will be per-
mitted and affirm that free elections will be held within a period to be 
announced if the GDR wants to receive material and financial assistance 
from the FRG. This applies also to the financial arrangements regarding 
travel.” The message continued, “It should be noted that this path is only 
possible if the SED relinquishes its claim to absolute power.” The party 
“should be prepared to work on equal terms, and in consensus, with all 
societal forces, churches and religious communities to discuss a true re-
newal, with the goal of achieving democratic socialism.” Seiters told 
Schalck that if these conditions were met, “the Chancellor thinks a great 
deal can be achieved and every option can be explored.”86 Krenz again 
called this “blackmail” and “a crude attempt to interfere in the internal 
affairs of the GDR.” But he saw no alternative. “Once again it is clear how 
constrained my political freedom of movement is,” he wrote. “Ultimately, 
everything depends on the economy.”87 The next day, Kohl further in-
creased the pressure by publicly announcing these conditions during his 
“State of the Nation” address.88

With their first attempt at publishing a new travel law proving to be a 
disaster, the Politburo reconvened on November 7 to work out a new policy. 
Because their Czechoslovak comrades were now threatening to close their 
border with the GDR if the government did nothing to stop the flow of 
emigrants, the leadership decided to immediately put into effect the por-
tion of the travel law allowing East German citizens to permanently emi-
grate. As they moved on to preparations for the upcoming meeting of the 
Central Committee, the Politburo handed responsibility for drafting the 
revised law to the Interior Ministry and the Stasi.

At this point, it is worth reflecting on where the GDR was headed on 
November 8, the day before the Wall opened in dramatic and accidental 
fashion. The country’s financial position and the Soviet Union’s inability 
to provide extra economic support had driven the leadership to embrace 
four policy positions. First, financial dependence on the West was not the 
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only factor restraining the leadership from using violence, but it was an 
important one. Second, Krenz and the Politburo had not endorsed an un-
controlled opening of the Berlin Wall, but they had endorsed a strategy of 
trading opening the Wall in return for hard currency. Third, this strategic 
choice and the anticipated financial shortfall of the early 1990s had led the 
leadership to negotiate with the Federal Republic as a means of avoiding 
insolvency and negotiations with the IMF. The leadership’s choice to ne-
gotiate with the FRG was therefore a strategic decision based on its belief 
that the FRG’s demand for the freer movement of people posed a smaller 
risk to the GDR than the IMF’s demand for austerity and structural ad-
justment. Exit was safer than Austerity. Finally, the protests in the GDR 
drove the Kohl government to expand its conditionality in the early days 
of November beyond the freer movement of people to include demands 
for a complete reform of the East German economy and a renunciation of 
the SED’s one-party state. As part of his Wende, Krenz had shown a vague 
inclination to couple political liberalization with economic reform, but by 
November 7, the Federal Republic’s conditionality left him with no choice 
but to implement this strategy.

In other words, even before the Berlin Wall fell, the GDR’s circum-
stances were already pointing the country down the path recently taken by 
Poland and Hungary. The opening of the Wall may have been accidental, 
but the collapse of the country was not. By the afternoon of November 9, 
that collapse was a historical certainty, one that derived from the potent 
combination of emigration, demonstration, and Western financial le-
verage. What remained to be determined—and what the opening of the 
Wall decisively influenced—was how and how fast the GDR collapsed.

◆  ◆  ◆

On the morning of November 9, officials from the Interior 
Ministry and the Stasi met to draft a revised travel law. Their orders from 
the Politburo were to immediately authorize permanent emigration from 
the GDR to the FRG and—crucially—West Berlin as well. After seeing the 
reaction to the first draft law, Gerhard Lauter, the senior Interior Ministry 
official at the meeting, felt that allowing permanent emigration but not 
temporary travel would only stoke popular resentment, so he rewrote the 
law to immediately authorize both permanent and temporary travel. All 
historical evidence suggests that he received no direction from his supe-
riors to make this change, and it certainly did not conform to Krenz’s and 
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Schalck’s strategy of leveraging freer travel to gain more hard currency. 
Thus, it stands as a decisive moment of contingency in which a local actor 
altered the trajectory of his nation. Nevertheless, as Lauter himself would 
later say, it was a change in how fast policy would be implemented, not a 
change in policy itself. In explaining his mindset that morning, he said, 
“We still had the task ahead of us to put forth a draft of the travel law in 
1989 that would bring about the freedom to travel. In principle, November 
9 could also have been December 21, and then it would have happened le-
gally and not been surprising. We had all of this in the back of our 
minds.”89 Lauter’s group sent the new law up the bureaucratic chain of 
command, where it reached Krenz by noon on November 9.

Since he had overthrown Honecker in mid-October, Krenz had placed 
all his hopes for the renewal of the SED and the launch of an economic re-
form program on the Tenth Meeting of the Central Committee, set to take 
place November 8–10. The first day and a half had not gone according to 
plan, as the meeting had gotten bogged down in endless debates about the 
reorganization of the party leadership. In midafternoon on November 9, 
Krenz interrupted the meeting to gain approval of the revised travel law. 
“Comrades! . . . You are aware that there is a problem that wears on us all: 
the question of exit [from the GDR],” he said.90 The general secretary read 
the full draft of the new law to the committee, and eager to get back to what 
they considered bigger issues, the members had only minor tweaks to sug-
gest. The draft was quickly approved, and Krenz gave it to Günter Schabowski 
to announce at a press conference to be broadcast live on East German 
television and covered by international news outlets that evening.

As the press conference came to a close, Schabowski announced the 
travel law revision almost as an afterthought. Haltingly, he told the world, 
“We have decided today (um) to implement a regulation that allows every 
citizen of the German Democratic Republic (um) to (um) leave the GDR 
through any of the border crossings.” After a barrage of questions burst 
forth, Schabowski decided it would probably be a good idea to read the 
precise law. “Applications for travel abroad by private individuals can now 
be made without the previously existing requirements. . . . The travel au-
thorizations will be issued within a short time. . . . Permanent exit is pos-
sible via all GDR border crossings to the FRG.” Asked when the regulation 
would come into effect, Schabowski looked down at his papers and found 
the word “immediately.” He answered, “That comes into effect, according 
to my information, immediately, without delay.” And what about West 
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Berlin? “Does this also apply for West Berlin?” someone asked. Skimming 
the document again, he found the words, “Permanent exit can take place 
via all border crossings from the GDR to the FRG and West Berlin, re-
spectively.” Well, then, what about the Berlin Wall? “What is going to 
happen to the Berlin Wall now?” someone asked. Here, at the logical but 
unresolved end point of the past four weeks of negotiations over trading 
the freer movement of people for hard currency, Schabowski realized he 
had no answer and quickly ended the press conference.91

As word spread that the government’s new law allowed all citizens to 
travel or emigrate immediately through any border crossing, East Ber-
liners took to the streets to test out the new reality. They began showing 
up in droves at crossings in the Wall demanding to be let through. Be-
cause the travel law was, in fact, not supposed to go into effect until the 
next day (despite its talk of “immediately”), the border guards were caught 
completely unprepared. For five and a half hours after the press confer-
ence, tension and confusion reigned while the guards tried to seek clarifi-
cation. Receiving none by 11:30 p.m., Harold Jäger, the officer on duty at 
the Bornholmer Street crossing, accelerated the course of his country’s 
history and ordered his subordinates to open the gates to the thousands of 
East German citizens pressing to get across. Within an hour, the Berlin 
Wall had fallen.92

◆  ◆  ◆

Five days after the Berlin Wall opened, Schalck and König 
wrote to Schürer to tell him they had been lying to him about the debt for 
the past eight years. “The debt is actually 12.6 billion VM lower than you 
previously thought,” they wrote. Detailing the secret accounts KoKo and 
the Ministry of Finance had maintained since the 1970s to store extra hard 
currency, they told Schürer the actual debt at the end of 1989 would be 
roughly VM 38 billion, or $20.6 billion. Despite the difference, they main-
tained that the billions of deutsche marks stored in their accounts were 
still “not enough to solve the liquidity problems arising in 1991/92.”93

Nine years later, the German Bundesbank was not so sure. In 1998, the 
bank went back to examine the GDR’s balance of payments situation in 
the 1970s and 1980s. It discovered that even Schalck—keeper of the coun-
try’s financial secrets—did not accurately understand his country’s finan-
cial position. Rather than $20.6 billion in debt, the Bundesbank found 
that the GDR in fact only had $10.8 billion in debt at the end of 1989.
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East German leaders believed they confronted a financial reality in 
1989 that threatened the existence of their regime, but it was in many ways 
a false reality. In retrospect, all the numbers cited in this chapter turned 
out to be inaccurate. The GDR’s financial position in 1989 was so threat-
ening only because its leaders believed it was. The real financial picture, 
although not without problems, was much less foreboding. The Exit/Vio-
lence/Austerity dynamics derived their power from a socially constructed 
reality built on faulty foundations, but they were no less powerful for it. 
Social constructions derive their power precisely from their ability to de-
termine what is real and what is not.
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IN THE DAYS after the Berlin Wall fell, West 
German chancellor Helmut Kohl did everything in his power to temper 
his dreams of German unity. The scenes of East Germans crossing into 
West Berlin and West Germans standing atop the Wall were joyous signs 
that a better, freer life for all Germans might take shape. But a politician of 
Kohl’s stature and experience needed no reminder that his nation’s fate 
did not ultimately lie in German hands. Since the defeat of Hitler’s armies 
in 1945, it had been the victorious powers of the Second World War—the 
United States, Soviet Union, Great Britain, and France—that held legal 
jurisdiction over German lands, and it had been the world’s two super-
powers that held ultimate control over the so-called German question. 
The Cold War had begun in the late 1940s because neither the Soviet 
Union nor the United States was willing to let the totality of German 
power fall into the other’s hands, and over four dangerous decades, both 
sides had threatened the world with nuclear annihilation to prevent the 
delicate balance of power in the heart of the European continent from 
changing.

Jubilant though it was, the fall of the Berlin Wall had not altered this 
well-worn reality. The Soviet Union still maintained 380,000 troops on 
East German territory. Under any theory of politics, narrative of history, 
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or tenet of ideology, the Kremlin had no reason to retreat from German 
soil, at least not without extracting significant concessions from the West. 
Moscow’s right to determine Germany’s fate was both the ultimate prize 
for its victory over Nazism and its ultimate security guarantee against fu-
ture Western aggression. Kohl, therefore, tried to be realistic about the 
prospects for change. “It would take five or ten years to achieve unity,” he 
told his close aide Horst Teltschik. “Even if unity was not achieved until 
the end of this century, it would still be a historic stroke of luck.”1

He need not have been so modest. Eleven short months later, on Oc-
tober 3, 1990, the chancellor stood in front of the Brandenburg Gate in 
Berlin surrounded by throngs of citizens to celebrate the unification of 
their country. Rather than being a long and tortured affair, the process of 
unification had been surprisingly quick and easy. And rather than making 
concessions to facilitate the Kremlin’s agreement, Kohl and his allies in 
the Bush administration had gotten everything they desired: quick and 
peaceful unification, the promised removal of all Soviet armed forces 
from German territory, and the accession of the newly unified Germany 
to the North Atlantic Treaty Organization (NATO). Their victory had 
been complete, and the global balance of power had peacefully and funda-
mentally shifted in the West’s favor.

How could this process unfold with such speed and amity after decades 
of rancor and danger? History tells us that changes in the balance of power 
are usually violent and destructive occurrences, so the reunification of 
Germany stands out as an anomaly. In accounting for the stunning turn 
of events, scholars and former policy makers have largely focused on the 
agency of diplomatic elites and the contingency of the diplomatic pro-
cesses that led to German unity. If not for men like George H. W. Bush 
and Helmut Kohl, and their deputies James Baker and Horst Teltschik, 
these authors claim, German unification may not have happened at all or 
may not have unfolded on Western terms.2

This chapter takes a different view. The actions of Western diplomatic 
elites and processes of international statecraft were indeed important fac-
tors in German unification, particularly in consolidating Western govern-
ments behind the goals of perpetuating NATO and keeping a united 
Germany fully integrated into the alliance. But the ultimate causes of the 
peaceful shift in the balance of power did not lie in the West. They lay, 
instead, in two aspects of Eastern political economy: the collapse of the 
East German state and economy after the fall of the Berlin Wall and 
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Mikhail Gorbachev’s unwillingness to implement the politics of breaking 
promises in the Soviet Union.3 These were the causes propelled unification 
forward with such shocking speed, and these were the sources of the 
Kremlin’s precipitous turn to pliability on the German question after de-
cades of intransigence.

Consider the view from Gorbachev’s Kremlin. Given that neither he 
nor any other leading Soviet official wanted to use violence in Central Eu-
rope, Gorbachev would have needed to implement two policies with sig-
nificant economic consequences to resist German unity.4 First, he would 
have had to divert substantial resources from the Soviet economy to pre-
vent the collapse of the German Democratic Republic (GDR). The fall of 
the Berlin Wall transformed German unification from an intractable geo-
political impasse into an immediate economic challenge. The unrelenting 
march of hundreds of thousands of East German citizens westward cre-
ated a sieve in the East German economy and society. Only governments 
that could slow this exodus and arrest the economic collapse had the 
power to determine the speed and direction of events. The West German 
government obviously held such power; if the Soviets had wanted to  
resist the rush to German unity, they would have needed to exert such 
power too.

Second, Gorbachev would have had to impose the politics of breaking 
promises in the Soviet Union. Because of the collapse in world energy 
prices and Gorbachev’s failure to impose economic discipline in the first 
five years of perestroika, by early 1990 Western banks would only lend to 
Moscow with the support of their governments. This meant that the 
Kremlin’s access to hard currency depended on the political opinion pre-
vailing in Western capitals. If Gorbachev had meaningfully resisted German 
unity on Western terms, Western goodwill would have quickly evaporated, 
and Moscow would have lost all access to global capital markets. Out of 
pure financial necessity, the politics of breaking promises would no doubt 
soon have followed.

Gorbachev, therefore, faced a choice between supporting the Soviet so-
cial contract at home and securing the Soviet empire abroad. To save the 
empire abroad, the Soviet leader would need to impose economic disci-
pline at home; and to avoid imposing economic discipline at home, he 
would need to give up the empire abroad. He would either need to disci-
pline or retreat. Throughout the process of German unification, Gor-
bachev consistently chose to retreat from abroad to minimize economic 
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discipline at home. As long as he did so, Western policy makers were 
pushing against an open Soviet door in Central Europe in late 1989 and 
1990. Unless the Soviet leader was willing to break promises at home, 
there was no plausible alternative to Washington’s and Bonn’s most ardent 
desires: a peaceful Soviet retreat from the European continent and a 
united Germany in NATO. Without economic discipline in the Soviet 
Union, German reunification on Western terms was inevitable.

Dealt the winning hand by history, West German and American policy 
makers played it skillfully. Alone among Western leaders, George H.  W. 
Bush fully supported Kohl’s drive for German unity as long as the West 
German chancellor promised to keep Germany in NATO and American 
troops in Germany. Kohl was happy to make this deal, and the Americans’ 
support steeled his conviction as he aggressively used the tools of the priva-
tized Cold War to seal German unity. Kohl well understood the leverage 
hard currency and credit market access gave him in East Germany and the 
Soviet Union, and he used it to great effect. To win the hearts and minds of 
the East German population, he offered them unlimited access to the 
scarcest good the GDR had known: the deutsche mark. And to secure So-
viet acquiescence, he offered Gorbachev over DM 20 billion in grants and 
loans to facilitate the Soviet Army’s departure from German soil and the 
Kremlin’s acceptance of a united Germany in NATO. On October 3, 1990, 
Germans united and the Cold War ended—not with a bang, but with a 
checkbook.

◆  ◆  ◆

“History left us with good cards,” Kohl told Bush after the 
Berlin Wall fell. “I hope with the cooperation of our American friends we 
can play them well.”5 Kohl and Bush had plenty of reasons to like their 
hand. The capitalist perestroika that had unfolded in the West since the 
Volcker Shock at the turn of the 1980s had left the Western world in a re-
surgent economic position, and Western governments maintained a sta-
bility and self-confidence born of renewed material prosperity. The biggest 
beneficiary of this renewal was the Federal Republic of Germany (FRG). 
Perhaps Bush summarized Bonn’s economic position best when he told 
Kohl simply, “You’ve got deep pockets.”6

Mikhail Gorbachev’s Soviet Union, by contrast, found itself by the au-
tumn of 1989 in economic free fall. Four years into Gorbachev’s tenure in 
the Kremlin, his unwillingness to impose economic and financial discipline 
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on Soviet society had left the country mired in socioeconomic crisis. Short-
ages of basic goods were mounting, and the population’s patience with re-
form was waning. Worst of all—and as was true with all instances of the 
politics of breaking promises—the solution to the country’s economic prob-
lems appeared to be politically impossible. “What is the solution?” Soviet 
premier Nikolai Ryzhkov rhetorically asked the Politburo in February 1989. 
“Price increases? But this means social tension that threatens perestroika.”7

Even without price increases, social tension in an economy of profound 
shortage was not long in coming. In July 1989, a wave of strikes involving 
over 170,000 miners broke out across the country. The miners walked off 
the job in protest over declining living and working conditions and only 
returned to work after the Kremlin partook in a new round of promises to 
improve housing, work environments, and the supply of food. How these 
promises could possibly be kept given the prevailing economic crisis was 
anyone’s guess, but the strikes served as a warning of the resistance that 
would greet any attempt to impose economic discipline.8 Gorbachev, like 
Ryzhkov, was at a loss for what to do but urgently aware that something 
must be done. “We have a year, maximum two” to fix the economy, he told 
the Politburo at the end of June. “Otherwise, we’ll have to resign.”9

If prices were left untouched, only the world market could fill the 
yawning void between supply and demand in the economy. By the start of 
1989, however, this too was becoming problematic. A burgeoning hard 
currency crisis had begun to compound the domestic economy’s litany of 
foibles. This was a novel development for the Kremlin. Though its allies 
had dealt with severe sovereign debt problems throughout the 1970s and 
1980s, the Soviet Union’s vast natural resources had allowed it to avoid any 
significant dependence on Western capital. But the oil price collapse of 
1985–1986 and the economic reforms of the early years of perestroika had 
not been kind to Moscow’s balance of payments (see Figure 10.1 for the 
decline in Soviet hard currency energy export earnings). By early 1989, 
serious questions had emerged on global capital markets about the Soviet 
Union’s creditworthiness. In March, Yuri Moskovskii, president of 
Vneshekonombank, the Soviet foreign trade bank, wrote to Ryzhkov, “The 
growing debt of the Soviet Union is increasingly becoming the object of 
close attention and speculation in the Western press.” As a result, he con-
cluded, banks had recently “shown a more cautious attitude towards pro-
viding untied loans [i.e., loans not connected to a specific trade or 
investment project] to the Soviet Union.”10
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The problem was not the absolute level of Soviet debt but rather the 
dramatic rate of its increase. Soviet net hard currency debt increased 150 
percent from $16 billion to $40 billion between 1985 and 1989.11 To the 
gatekeepers of the world’s capital, this appeared to signal that the Kremlin 
had lost all control of its own balance of payments. One Western banker 
likened Soviet enterprises’ explosive demand for imports to “children on a 
shopping spree.”12

By the summer of 1989, the sound of Moskovskii’s alarm had risen to a 
fever pitch. On August 12, he again wrote Ryzhkov, this time with a much 
more urgent warning. Global capital holders, he warned, had begun to adopt 
a “wait and see policy” in their lending to the Soviet Union because the “the 
USSR’s credit risk is already considered to be increased.” He assured Ry-
zhkov that the bank was doing everything in its power to raise more funds 
on global capital markets, but problems were beginning to mount. Global 
capital holders’ doubts were “already adversely affecting practical results.”13

Against this backdrop Gorbachev traveled to Bonn in June 1989 for his 
first visit to West Germany. From his earliest days in the Kremlin, Gor-
bachev had hoped to build a strong relationship with the Federal Republic, 
and he had always seen economics as the foundation of that relationship. 
Speaking to the Politburo in July 1986, he had declared that economic re-
lations were “the most important part” of the Soviet–West German 
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Figure 10.1 Soviet hard currency energy export earnings.
Data source: Central Intelligence Agency, Soviet Energy Data Resource Book, May 1990, CIA Online Reading Room, 
accessed February 20, 2020, https://www.cia.gov/library/readingroom/docs/DOC_0000292332.pdf, 7.
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relationship, and he encouraged his comrades to explore joint ventures, 
economic cooperation, and loans with West German firms.14 Over the 
next three years, the two sides further developed their economic relation-
ship, including a DM 3 billion loan from Deutsche Bank to the Soviet state 
in 1988.15 As the Soviet Union’s domestic crises became acute, Gorbachev’s 
desire to tap the wellspring of West German economic power grew in 
equal measure.16 Kohl and the West German business community stood 
ready to oblige. In their first bilateral meeting, Kohl told Gorbachev, “The 
Federal Republic is aware of its role as your country’s largest Western eco-
nomic partner. We are ready to expand our cooperation.”17

Gorbachev returned home to a country where cooperation was ever more 
elusive. The political reforms of glasnost and perestroika had opened the 
way for the Soviet Union’s many peoples to rekindle their national identity, 
and by 1989, nationalist movements from the Baltics to the Caucasus were 
pushing for independence. Gorbachev attempted to craft a response to the 
nationalists’ challenge at a special Central Committee Plenum on Nation-
alities in September. But even as he tried to forge a new political foundation 
for Soviet unity, he remained committed to the belief that the economy 
would ultimately determine perestroika’s fate. “If we could take the tension 
out of the consumer market, a lot would clear up,” he told former West 
German chancellor Willy Brandt in October. “If social tension continues to 
grow and living conditions continue to deteriorate, then any match can suf-
fice. That is why the fate of perestroika depends on how we manage to untie 
these knots: the market and finances.”18

As the crisis in East Germany reached its crescendo in early November, 
the trials of the outer empire and the travails of the domestic social con-
tract converged on the crowded agenda of the Soviet Politburo. On No-
vember 1, Egon Krenz shocked Gorbachev with the news that the GDR 
was $26 billion in debt to the West (even if it actually wasn’t). Two days 
later, the Politburo learned it would have to import an additional thirty-
six million tons of grain from abroad just to make it through the rest of 
1989. Ryzhkov gave voice to the widespread dismay in the chamber. “Why 
can’t we feed ourselves? From year to year we buy more and more abroad, 
and the situation is getting worse!” At the same meeting, they addressed 
the deteriorating situation in the GDR. Gorbachev admitted that the So-
viet Union’s resource constraints left no choice but to cooperate with the 
Federal Republic on German issues. The Soviet domestic crisis was too 
severe to even contemplate saving East Germany on their own.19
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A week later, on the same day the Berlin Wall fell, the overlapping eco-
nomic and nationality crises within the Soviet Union dominated the Polit-
buro agenda. Everyone agreed that improving the economy was the only 
way to save perestroika and the union, but they tiptoed around the issues 
that stood the best chance of delivering improvement: price reform and the 
introduction of free markets. “We can’t let go of prices,” Gorbachev re-
peated yet again. As for the market, it would eventually be necessary, but 
“if we immediately ‘introduce’ it today, all the people will go out and sweep 
away the government.” Ryzhkov agreed, noting that the introduction of a 
free market between the union’s republics “would mean chaos” that threat-
ened the very core of the union itself. In other words, breaking promises 
was the quickest route to the failure of perestroika and the collapse of the 
union, and therefore, it could not be done. Instead, Gorbachev declared 
that “emergency measures” should be taken to “reduce the severity of the 
financial situation and reduce social tension.”20

Reducing social tension would no doubt require access to global capital 
markets, which was hanging by a thread. By November, the Soviet banking 
system lacked enough hard currency to pay the country’s entire import 
bill, and soon Soviet bankers were informing the leadership that the 
country had amassed 2 billion rubles in arrears to foreign companies.21

The country’s domestic social contract and international creditworthi-
ness had now become fully intertwined. If the Kremlin’s credibility on 
global capital markets faltered any further, its standing with the Soviet 
people would swiftly falter too, and the union itself would be in grave 
danger. As the fall of the Wall removed all constraints from the movement 
of East German citizens, the precarious yet powerful relationship between 
the world’s capital and the Soviet people imposed new constraints on 
Gorbachev’s every move.

◆  ◆  ◆

The fall of the Berlin Wall unleashed the full power of Eastern 
Bloc peoples to determine their own destiny. In the weeks following No-
vember 9, the dominos of Communist Party rule fell in quick succession 
in Czechoslovakia, Bulgaria, and Romania. On the same night the Wall 
fell, leading members of the Bulgarian Communist Party removed the 
country’s long-time leader, Todor Zhivkov, in a palace coup. His replace-
ment, Petar Mladenov, hoped to stabilize communist rule by charting a 
path of one-party reform, but the Bulgarian people had other ideas. Mass 
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protests began in Sofia in mid-November, and in mid-December, Mlad-
enov announced that the Communist Party would abandon one-party 
rule.

Events moved even more quickly in Czechoslovakia. When riot police 
violently suppressed a student demonstration in Prague on November 17, 
hundreds of thousands of Czechoslovaks took to the streets in the days 
that followed to demand the Communist Party’s ouster. A mere seven 
days later, General Secretary Miloš Jakeš resigned, and his successors 
tried in vain to chart a reformed communist path. Here, too, the people 
showed little patience for the authorities’ plans and continued to demand 
radical political change. Without a turn to Soviet-sponsored violence, 
their efforts could not be stopped, and the regime soon collapsed. In mid-
December, the first noncommunist government since the 1940s took its 
seat in Prague, and on December 29, the great Czech playwright and dis-
sident Václav Havel was elected president of the country.

History’s course took a more violent, but no less speedy, path in Ro-
mania. On December 16, the country’s Hungarian minority in the town of 
Timișoara began protesting the eviction of a dissident pastor, László Tőkés. 
Their efforts were met with violent repression, and over the coming days, 
many answered this violence with rioting in the streets. On December 21, 
Nicolae Ceaușescu tried to reestablish his preeminence over the nation 
with a speech to adoring masses in Bucharest, but few Romanians still 
adored him. The crowd unexpectedly interrupted the dictatorial ruler with 
boos and jeers, and protests quickly spread throughout the capital. Ele-
ments of the army soon began supporting the protesters, leading to violent 
clashes with those who still supported the regime. Ceaușescu and his wife 
fled the capital early on December 22 but were quickly caught and arrested. 
On Christmas Day, 1989, they met a grisly end, as a hastily convened tri-
bunal tried and convicted them of numerous crimes and had them sum-
marily executed by firing squad.

As the dominos of the Soviet empire fell around them, East Germans 
did not wait passively for history to come to them. They too realized the 
power that now lay in their hands, and they set about using their voices 
and feet to alter the trajectory of their nation. The opening of the Wall 
turned the previous stream of East Germans heading westward into a ver-
itable flood. In November alone, 130,000 East German citizens decided to 
permanently emigrate to the FRG.22 Those who stayed behind were no less 
decisive for their immobility. Protesters continued to turn out by the 
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hundreds of thousands, and a mere four days after the fall of the Wall, 
they quickly added a call for unification, “Wir sind ein Volk” (We are one 
people), to their persistent demand for democratic recognition, “Wir sind 
das Volk” (We are the people).23 Collectively, those who left and those who 
stayed spurred the precipitous collapse of the East German economy and 
state, which, in turn, became the driving force behind the rush to unifica-
tion. As such, they—more than any diplomat or world leader—constituted 
the most potent force in the Cold War during late 1989 and early 1990.24 If 
any government, East or West, also wanted to play a role in deciding the 
future of the GDR, it would now have to win the East German people’s 
hearts, capture their minds, and control their feet.

This inconvenient truth applied with greatest force to the East German 
communist government itself. Party leader Egon Krenz did not last long 
in a country of open borders and free assembly. His best efforts to distance 
himself from the cruelties and corruptions of the Honecker era fooled no 
one, and in early December, the party forced him to resign as part of a 
rushed attempt to gain legitimacy in the eyes of the population.

This left the creaking ship of state in the hands of Hans Modrow, the 
Dresden party chief. Unlike Krenz, Modrow came by his reformist sympa-
thies sincerely, and he fully understood the scale and nature of the chal-
lenge he faced: to impose the politics of breaking promises in a system 
losing its legitimacy and workforce with astounding speed. As Modrow 
wrote in his memoirs, he had long campaigned from his seat in Dresden to 
revise the GDR’s ruinous price subsidies and build a socialist economy that 
prioritized “companies’ profitability” and individuals’ “personal responsi-
bility.”25 Once in office in Berlin, he believed that the “true fate of the GDR” 
lay in revising its “price and subsidy system.”26 But like every politician in 
both East and West who had tried to break promises, he found that “the 
more we dealt with it [the issue of subsides] in government, the clearer the 
challenge associated with it became.”27 To successfully meet that challenge, 
the new East German leader concluded he would need time, popular sup-
port, and external financing, three things in frightfully short supply after 
the fall of the Wall.

Modrow knew better than to begin his search for external support in 
Moscow. Since the oil cutbacks of 1981, East German officials had experi-
enced little more than a decade of disappointment in their economic deal-
ings with the Kremlin. So, like the emigrants he aimed to stop, Modrow 
turned west. On November 17, he called for a “treaty community between 
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two sovereign states” to formalize the West Germans’ support for the GDR. 
His was a vision very similar to the one Krenz had tried to project in his 
secret negotiations with Bonn before the fall of the Wall—willing to take 
the Federal Republic’s money, but highly resistant to accepting any condi-
tions that might infringe on East German sovereignty. Even in the early 
days after the fall of the Wall, East German sovereignty was already a 
flimsy foundation on which to resist the financial power of the Federal Re-
public. But until the West Germans called the question on East German 
statehood and publicly projected a path to unity, the fiction of airtight East 
German sovereignty could persist.

Providing such a path was the purpose of Helmut Kohl’s famous Ten-
Point Plan. Speaking to the Bundestag on November 28, the chancellor de-
clared that his government would henceforth aim to “develop confederative 
structures” between the two German states with the eventual aim of “cre-
ating a federation.” He provided no timeline for the creation of these struc-
tures but rather conditioned them on the existence of “a democratically 
legitimized government in the GDR.” In the meantime, future economic 
aid to the GDR would only come if the country “opens itself up to Western 
investment, if it creates conditions for a market economy and enables pri-
vate economic activity.” Conscious of the leverage implicit in his words, the 
chancellor hastened to add that these stipulations were “not preconditions” 
but rather “plainly and simply the objective requirement if assistance is to 
have any chance of taking hold.” And conscious of the provocation to the 
bipolar Cold War order implicit in his proposal, Kohl made it clear that 
any move toward a united Germany would happen in conjunction with ef-
forts to deepen European integration, overcome the division of Europe, 
and build—in Gorbachev’s phrase—a “common European house.”28

The world was none too soothed. To prevent the ten points from being 
leaked by his ministers or watered down by his allies, Kohl did not inform 
anyone except the Bush administration of his plans.29 This made his 
Bundestag speech an unwelcome surprise for leaders on a continent with 
dark memories of powerful German leaders launching unilateral initia-
tives to unite the German people. For Margaret Thatcher in London and 
François Mitterrand in Paris, Kohl’s actions raised the prospect that a 
united Germany might make a habit of not consulting with its allies and 
neighbors. Given Germany’s expansionist history, who knew where that 
could lead. Would a united Germany pay anything more than lip service 
to the project of European integration? Would it remain committed to 
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NATO? Would it accept the postwar borders that had given roughly 20 
percent of its territory in the east to a rebuilt Poland? Thatcher and Mitter-
rand were eager to find out, and until they had answers, they committed 
themselves to resisting Kohl’s unilateral rush to unity.

Only the Americans appeared to be untarnished by the scars of history. 
Alone among world leaders, George H. W. Bush welcomed the prospect of 
a unified German nation.30 He steadfastly believed that the fount of Euro-
pean security during the Cold War had been the presence of American 
forces in Germany under the institutional umbrella of NATO. As long as 
Kohl was willing to support the perpetuation of those foundational secu-
rity structures in the emerging post–Cold War world, he would have the 
American president’s full support. The chancellor gave these assurances 
in a phone call with Bush the day after his announcement of the ten 
points, and the two leaders were off and running.31

Under the cover of American diplomatic support and the East German 
people’s unrelenting destruction of their own state through demonstra-
tion and emigration, Kohl stymied the fledgling French and British at-
tempt to slow or resist German unity. London and Paris could not hope to 
match Bonn’s financial power to control the collapse of the GDR, so they 
were powerless to alter the root cause of the drive to unity. And without 
the Americans on their side, they could not mount a meaningful diplo-
matic challenge to Kohl’s plans. Mitterrand was quicker to see this stub-
born reality than Thatcher, but eventually both fell in line.32

Responsibility for resisting German unity therefore returned to the 
same place it had always been: the Kremlin. Like every other world leader 
not in Washington, Gorbachev had been forced to learn of Kohl’s “objec-
tive” requirements for aid and “stabilizing” plans for confederative struc-
tures from the news. He saw them as anything but disinterested statements 
of self-evident facts. “These are ultimatums that have been put to an inde-
pendent and sovereign state,” he thundered to West German foreign min-
ister Hans-Dietrich Genscher. A cascade of questions followed to signal 
the fundamental issues at stake. “A confederation presupposes unified de-
fense and foreign policy,” Gorbachev fumed. “Where will the FRG be 
then? In NATO? In the Warsaw Pact? Or will it perhaps become neutral? 
And what does NATO mean without the FRG? Have you thought every-
thing through?”33

No, the West Germans had not. But given the Soviets’ situation, Kohl and 
his government had guessed they did not need to. Their preponderance of 
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power to determine the broad course of unification was coming clearly into 
view. They knew, for instance, that the supply situation in the Soviet Union 
was “very critical” and that Gorbachev was “critically reliant on external 
support.” And they concluded, as did Gorbachev, that the general secre-
tary’s popularity was “diminishing among the [Soviet] population due to a 
lack of material results.” The relevant consideration, therefore, was not what 
the Soviet Union might do to stop unification but rather what the nations of 
the West should do economically to help Gorbachev remain in power.34 In 
such a situation, Gorbachev would no doubt noisily protest the pace of 
change in East Germany, but he was unlikely to take drastic measures to 
stop it. “Recourse to the armed forces would be inconceivable,” the West 
German permanent representative to East Berlin wrote in early December, 
because “the GDR cannot expect outside help.”35

The only outside help the East Germans could expect—and, indeed, 
would absolutely need—was that of global capital markets. As the full scale 
of reforming the East German economy became clear, policy makers in 
Bonn quickly realized that even the deep coffers of the Federal Republic 
could only cover a small sliver of what would be required to reform the 
GDR. To have any chance of successfully reforming, the GDR would need 
private capital, and lots of it. “Economic cooperation with the GDR . . . is 
essentially concerned with the question of how billions of deutsche marks 
worth of capital can flow from the Federal Republic to the GDR,” an in-
ternal West German strategy document noted in early December. Relying 
on private capital made breaking promises within the GDR an absolute 
necessity. The memo noted that a number of “requirements for private cap-
ital” would need to be included in any East German economic reform: a 
credible announcement of market-based reforms and monetary discipline, 
legal conditions for the participation of private capital in East German 
companies, and an investment protection agreement that would guarantee 
the right to transfer profits out of the country. These would all be needed 
because “by far the largest part of the GDR’s capital needs would have to be 
provided by private western investors.”36

But breaking promises was best done in an environment of political 
legitimacy, and events in the GDR continued to confirm that Modrow’s 
government had none. In the weeks after Kohl’s ten-points announce-
ment, East Germans on the ground continued to set the pace of change. 
Every day, some 2,000 people left for the West, and every week, protests in 
Leipzig, Dresden, and East Berlin drew over 100,000 calls for German 
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unity. In response, the communists attempted to save themselves through 
great feats of political cannibalism. In early December, the entire Polit-
buro and Central Committee resigned, the party jettisoned the name So-
zialistiche Einheitspartei Deutschland (SED) in favor of “the Party of 
Democratic Socialism,” and Modrow’s government arrested every leader 
of the old guard it could get its hands on.37 The tumult reached such a 
roaring pitch that outside observers began to doubt that any government 
could have a significant influence over the course of events. “The pace and 
direction of the revolution in the GDR will be dictated by the people of the 
GDR,” the British ambassador wrote on December 6, and “influenced, if 
at all, by the FRG.”38

Kohl reached a similar conclusion when he landed in Dresden for a 
meeting with Modrow on December 19. Officially, he had come to Dresden 
to talk about money. Modrow wanted a lot of it—DM 15 billion in 1990 
alone to cover the government’s bills and support the flagging economy. As 
always, Kohl came ready with conditions that would need to be imple-
mented before aid of this magnitude would follow. Specifically, the corner-
stones of democratic governance and neoliberal economics—a law ensuring 
free elections and a legal framework to allow and protect foreign invest-
ment in the GDR—were prerequisites for aid. These remained bogged 
down in the GDR’s tumultuous politics, so the chancellor maintained that 
he could not provide the substantial aid Modrow wanted until conditions 
on the ground reflected his demands.39 The two sides agreed to continue 
negotiations, and Kohl departed to address an adoring crowd of 100,000 
East Germans in central Dresden about the promise of German unity.40

Here, again, the West’s power of omission was at work. In order for 
events to continue going his way, the West German chancellor did not 
need to provide any aid. After all, the people crossing the inter-German 
border were headed in his direction, and the thousands that gathered in 
central Dresden were chanting to join his country. Like Western creditors 
before him, Kohl could wait for conditions on the ground to conform to 
his demands before releasing the purse strings.

◆  ◆  ◆

Gorbachev had no such luxury. If he wanted to influence the 
course of events in Germany, he would have to intervene quickly and mas-
sively to prevent the collapse of the GDR. After Gorbachev’s piqued reac-
tion to Kohl’s ten points, Soviet leaders continued to send menacing signals 
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about their potential for action in Germany. In December, Foreign Min-
ister Shevardnadze reminded the international community that the Four 
Powers had “at their disposal a considerable contingent of armed forces 
equipped with nuclear weapons on the territory of the GDR and the FRG.”41 
The implicit threat was lost on no one. However, as the Soviet leadership 
had already concluded in Poland in 1981 and experienced in Afghanistan 
throughout the decade, military intervention carried its own enormous 
material costs—costs they had been unwilling to bear for many years. The 
fall of the Berlin Wall had not altered this basic unwillingness.42

Therefore, if Soviet leaders had wanted to mount an actual threat to 
Kohl’s plans for unity, they would have had to do so through economic 
means. They would have had to reinforce their empire’s basic purpose in 
Eastern Europe since the oil crisis of 1973: to insulate socialist states from 
the pressure of breaking promises. Such reinforcements would have re-
versed more than a decade of Soviet foreign policy that had sought to 
lessen the material burden of empire, but desperate times called for des-
perate measures. In the context of late 1989 and early 1990, insulating the 
GDR from the pressure to break promises would have required the adop-
tion of three economic policies: the imposition of economic discipline 
within the Soviet Union to lessen the country’s import dependence and 
divert resources to the GDR, the willingness to forgo all Western eco-
nomic aid to the Soviet Union to maximize Soviet diplomatic leverage 
and maneuverability on the German question, and the delivery of in-
creased and subsidized amounts of energy, hard currency, and other 
goods to the GDR. Saving the GDR from the politics of broken promises, 
in short, would have required imposing that same politics within the So-
viet Union.

Gorbachev wanted no part of such a strategy. Rather than imple-
menting these three policies, he pursued their exact opposite to preserve 
his foremost priority, perestroika. Since his first days in office, Gorbachev 
had always viewed his foreign policy as a means to the domestic end of 
transforming and strengthening the Soviet Union. Though his circum-
stances had significantly deteriorated by the end of 1989, this guiding light 
had not. “To be or not to be—1990 will be decisive for perestroika,” he told 
the Politburo on January 2, 1990. “First of all, we need to take care of sta-
bilizing the economy.”43

The economy, as ever, needed discipline. Government economists told 
the leadership that incomes across the country had risen 40 percent faster 
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than consumption in 1989, a sure sign Soviet citizens were caught in an 
inflationary spiral shackled to fixed prices that were too low.44 In 1989, 
the military had remained stubbornly resistant to budget cuts, total price 
subsidies had reached a ruinous record of 93 billion rubles, and the budget 
deficit had remained dangerously high at 8.5 percent of GDP.45 To return 
the economy to health, advisers recommended balancing the budget  
and generally implementing “measures to strengthen discipline in the 
economy.”46

Gorbachev—reacting to the perennial challenge of imposing discipline 
with his perennial political instinct to avoid it—recognized the need for 
reform but saw no political path to pursue it. Separatist emergencies in 
Lithuania and Azerbaijan, mass protests on the streets of Moscow, and 
bitter feuding between reformers and hard-liners in the leadership domi-
nated Soviet politics in the early months of 1990. Amid the tumult, Gor-
bachev could not find the personal will or political consensus to take 
immediate action in the economy. Instead, he delegated the task of devel-
oping a comprehensive economic reform plan to Ryzhkov and focused his 
attention on the perpetually changing vectors of the Soviet political scene.47 
This left the country’s plummeting economic trajectory unchanged and left 
no resources available for the tasks of imperial maintenance. “We have no 
grain and we have no foreign currency,” Ryzhkov concluded in February. 
“The situation is hopeless.”48

If there was hope, it was in the West. Rather than pivoting toward aus-
terity to resolve the Soviet Union’s economic crisis, Gorbachev pivoted 
westward. Even as he was trying to resist the West Germans’ rush to unity, 
he confirmed West German projections of his internal weakness by re-
questing emergency food aid. Kohl and his team sensed an opportunity to 
improve “the climate of relations” with Moscow. They snapped into action 
to find Gorbachev as much food aid as possible. Later that night in a con-
versation with his close advisors, Kohl concluded that gestures like food 
aid contributed “more to security in Europe than new weapon systems.” 
In light of the gesture’s evident power, he vowed to “help Gorbachev 
comprehensively.”49

The same Soviet circumstances that drove Kohl to help Gorbachev com-
prehensively also prevented Gorbachev from helping Modrow even mod-
estly. The continued flow of subsidized oil to the GDR would have been the 
sine qua non of any serious Soviet defense of East Germany. Instead, at the 
final meeting of Comecon on January 9–10, 1990, the Kremlin not only 
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failed to support the GDR, but it pulled the plug on the entire economic 
edifice of its empire. Ryzhkov, who headed the Soviet delegation, at last re-
solved the tension between allied stability and Soviet national interest by 
demanding full payment for Soviet raw materials in hard currency. After 
almost two decades of internal debate over the merits and demerits of sub-
sidizing their empire, the Soviet government had finally and definitively 
chosen to cut the empire free. For Modrow, who headed the East German 
delegation, the implications were plain to see. “What had previously looked 
like an alliance could not be maintained,” he later wrote. “My conclusion 
was .  .  . that only an orientation towards the Federal Republic was a real 
alternative for us.”50

Paying for Soviet oil in hard currency would make survival in East 
Berlin difficult enough, but not receiving Soviet oil at all would make it 
simply impossible. This soon became the GDR’s fate. By the end of 1989, 
Soviet oil production had stagnated so much that the Kremlin struggled 
to meet its delivery commitments to its few remaining allies. In January 
1990 alone, the GDR received 508,000 fewer tons of oil than had been 
agreed to with the Soviets. This put the country on pace for a roughly 30 
percent drop in Soviet oil deliveries in 1990, a development that would, 
Modrow plaintively concluded, have “huge negative consequences” for 
all facets of economic and political life in the GDR. “Can we count on 
help [with oil]?” he asked Gorbachev and Ryzhkov directly in a meeting 
at the Kremlin at the end of the month. “This is a very difficult problem 
for us,” Ryzhkov replied. “Oil production has dropped by 17 million tons. 
We are in a difficult position.” Modrow returned to East Berlin empty-
handed, with only his thoughts of a westward orientation to keep him 
company.51

The Soviet choice between the empire abroad and the social contract at 
home was therefore desperate but real. Saving the empire—or even 
slowing its dissolution—would have required significant economic disci-
pline at home, while avoiding discipline at home required relinquishing 
the empire abroad. For Gorbachev and the rest of the Soviet leadership, 
the choice was clear. Rather than impose discipline domestically, refrain 
from accepting Western aid internationally, and increase material support 
for the GDR in its hour of need, they did the exact opposite in the hope of 
preserving perestroika. This choice—to prioritize the domestic Soviet 
economy and the well-being of the Soviet people over the maintenance of 
the empire—was not a radical departure from recent Soviet priorities but 
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rather a continuation of them. By 1990, the circumstances had changed, 
but the principle remained the same.

It is little wonder, then, that when Gorbachev finally convened a key 
group of Soviet leaders on January 26 to discuss policy on German unity, 
no one even mentioned the idea of saving the GDR. “The SED’s days are 
numbered,” KGB chairman Vladimir Kriuchkov said. “We have to start 
getting our people used to a reunification of Germany.” The process was 
“unstoppable,” Ryzhkov seconded. “We cannot maintain the GDR. All bar-
riers have already been torn down. Their economy is destroying them. . . . 
Preserving the GDR is unrealistic.” On this, everyone agreed.

Where opinions differed was on how best to accomplish what Gorbachev 
called “the most important thing”: to prevent a united Germany from re-
maining in NATO. The exchange of views went round and round for four 
hours, and a number of priorities emerged. First, it was important to “drag 
the process out” as long as possible, Gorbachev said, to provide time for do-
mestic and international adjustment to the new state of affairs. Second, it was 
important for the Soviet military to begin to plan their retreat from German 
territory. There were over 300,000 troops in the GDR, 100,000 of them offi-
cers with families. This made the impending retreat as much a challenge to 
the Soviet economy as it was to the country’s international prestige. “We have 
to put them somewhere!” Gorbachev’s aide Anatolii Cherniaev exclaimed to 
his diary. In the meantime, however, “nobody should expect a united Ger-
many to join NATO,” Gorbachev said. “The presence of our armed forces will 
not allow that. And we can withdraw them if the Americans also withdraw 
their armed forces.”52

Gorbachev’s line of thinking had formed the backbone of the Cold War 
balance of power: the Soviets and Americans both had troops in the two 
Germanies, and neither side would retreat unless the other did as well. For 
over four decades, this line of thinking had perpetuated peace among the 
great powers but also precluded progress. And even at this late hour in the 
Cold War, this line of thinking evidently still held sway over the minds of 
men in the Kremlin and remained the circle the Western leaders had not 
yet been able to square. How could they get the Soviets to go home while 
allowing the Americans to stay right where they were? The Cold War 
could not come to a definitive end without an answer, so Western policy 
makers turned their attention to this question in February 1990. Their 
answer—a two-pronged approach that involved making reforms to NATO 
to give the alliance a nonmilitary visage and paying the Soviets to leave 
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Europe and accept Germany in NATO—proved to be a strikingly suc-
cessful final act in the privatized Cold War. Its success depended on an 
unprecedented state of Soviet affairs: bankruptcy.

◆  ◆  ◆

The first act of paying the Soviets to leave was not directed at 
the Soviets at all. It was, instead, directed at those East Germans on the 
street who continued to set the pace of change. The dawn of a new year 
had done nothing to slay the twin-headed hydra of emigration and dem-
onstration destroying the GDR from within. Indeed, the pace of change 
had only quickened. Emigration, which had shown signs of plateauing at 
the end of 1989, picked up in early 1990 as 1,500 people left permanently 
for the West every day.53 Calls for political reform grew in strength and 
urgency, and the socialist economy began to lose all purchase on the 
minds of East Germans. After transitioning their calls for democratic rec-
ognition to demands for German unity, protesters now simply demanded 
a currency worth something. “If the DM doesn’t come to us,” they began 
to warn, “we’ll go to it.”54

Realizing he could no longer even pretend to govern without the sup-
port of the people, Modrow moved up the date for the country’s first free 
elections from May to March and asked the country’s nascent opposition 
roundtable to form a “Government of National Responsibility” with him in 
the interim. As the state’s authority collapsed around him, the East German 
leader took to hoping the GDR could simply make it to the March elections 
without descending into complete chaos. In talks with West German offi-
cials in early February, Modrow began to darkly warn that “he could not 
exclude collapse and chaos within two weeks.”55

It fell to Bonn to prevent the worst from happening. Modrow continued 
to plead for DM 15 billion to stabilize the country until the election, but 
Kohl remained skeptical that more deutsche marks in the hands of com-
munists would solve the GDR’s problems.56 Instead, he and his ministers 
began to heed the calls of the East German people and contemplate put-
ting the deutsche mark directly in their hands.57 Since the fall of the Wall, 
policy makers had always viewed an economic and monetary union be-
tween the two German states in which the deutsche mark would become 
the official currency of both countries as an eventual step on the road to 
unity. But like everything else, this idea took on new urgency as the col-
lapse of the GDR accelerated and East German elections moved ever 

 EBSCOhost - printed on 2/8/2023 2:38 PM via . All use subject to https://www.ebsco.com/terms-of-use



Discipline or Retreat 311

closer. By early February, Kohl was ready, as he recalled in his memoirs, 
“to provide an unusual, even revolutionary response to unusual, even rev-
olutionary events in the GDR,” and on February 6, he announced his in-
tention to begin negotiations on a currency union immediately.58

It was a decision of monumental importance. West German politics, 
East German politics, and the waning international politics of the Cold 
War would never again be the same. First, much like his announcement of 
the ten points in November, Kohl’s announcement of the currency union 
bolstered the chancellor’s bona fides as the preeminent West Germany 
politician fighting for unification. As he jostled with his political rivals in 
Bonn for position in the national elections approaching at the end of 1990, 
this reinforcement of his image as the chancellor of unity paid enormous 
political dividends.59

Large though it was, this boost in Kohl’s political fortunes was nothing 
compared to the gains his allies made within the GDR. The day before the 
currency union announcement, Kohl had launched a coalition of East 
German political parties—the Alliance for Germany—to stand in the elec-
tions now set for March 18. The conventional wisdom held that Kohl’s left-
leaning rivals, the Social Democratic Party (SDP), would hold a natural 
electoral advantage in the socialist GDR. But the commitment to currency 
union immediately gave Kohl’s Alliance an unmatched calling card—a 
new politics of making promises—to run on in the approaching election. 
The Alliance’s election platform called for exchanging East German marks 
into deutsche marks at a one-to-one ratio for at least some of each East 
German’s savings. The exact arrangement would not be decided until after 
the election, but the one-to-one offer began to paint a rosy picture of eco-
nomic life in a united Germany.

During a month of campaigning across the GDR, Kohl finished the 
picture off with the glossy veneer of the Federal Republic’s welfare state. In 
a newly united Germany, he told swelling crowds across the country, pen-
sions would be protected, the social safety net would soften the shocks of 
adjustment to the market, and living standards would soon reach the 
levels of the FRG. To make this vision a reality as quickly as possible, the 
chancellor and his East German allies also committed to uniting the two 
countries through Article 23 of the Federal Republic’s constitution. Rather 
than spend tedious time forging a whole new German state and constitu-
tion, Article 23 would allow the FRG to simply take over the GDR.60 Many 
observers decried this as a new Anschluss in the Hitlerite tradition, but 
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East Germans liked what they heard, and on March 18, they delivered 
Kohl a surprising and resounding victory. The Alliance won 48 percent of 
the vote, and the head of the East German Christian Democratic Union 
(CDU), Lothar de Maizière, became the GDR’s new prime minister. The 
mandate for change within the two German states was now undeniable.

But there were still those 380,000 Soviet troops, as well as the prickly 
matter of Germany’s relationship to NATO. Here, too, Kohl’s announce-
ment of the deutsche mark’s impending extension to the GDR proved to 
be of enormous consequence. The reason was subtler than the public poli-
ticking of political campaigns but no less fundamental. As Gorbachev had 
told the Soviet leadership in January, the troops were supposed to be the 
Kremlin’s ultimate trump card in the negotiations over a united Germa-
ny’s military status. But in order to station troops in East Germany, the 
Soviet Union had to pay them, and in order to pay them in a GDR run on 
the deutsche mark, the Kremlin would need mountains of hard currency 
it increasingly did not have. Unless Kohl was willing to pay the Soviets’ 
bills—he was, but only if they were leaving—the military anchor of the So-
viet empire would turn into an albatross on the Soviet budget as soon as the 
currency union was implemented. In one fell swoop, Kohl had accomplished 
with deutsche marks what four decades of Western military policy had not: 
he had made the Soviet military position in Central Europe untenable.61

The Americans did not want this opportunity to go to waste. As the 
process of unification accelerated in early 1990, so too did American efforts 
to secure their own position in Europe through NATO. “This is a rare pe-
riod in which we can seek to achieve a fundamental shift in the strategic 
balance, particularly in Europe,” National Security Advisor Brent Scow-
croft wrote to President Bush at the start of the year.62 This shift would be 
for naught, however, if the administration did not find a way to perpetuate 
its own power on the continent. “We are entering the end-game of the Cold 
War,” Scowcroft continued a month later, and “when the end-game is over, 
the North Atlantic Alliance and the U.S. position in Europe [must] remain 
the vital instruments of peace and stability that we inherited from our pre-
decessors.”63 Germany was the anchor of the American presence in Eu-
rope, so bringing a unified German state into the alliance was of paramount 
importance. But it would not be enough. The times were changing, and if 
NATO was to survive, it would have to change with them—or at least ap-
pear to do so. And this meant giving its military structure a new semblence 
of political purpose. “European security is increasingly being seen as more 
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a political problem than a military one,” American officials concluded. 
“Accordingly, NATO must respond by enhancing its political role.”64

This was the message US secretary of state James Baker brought to 
Moscow in early February. Important details of the Western powers’ posi-
tion on Germany’s membership in NATO remained in flux. Baker, for in-
stance, assured Gorbachev that the alliance’s jurisdiction would not expand 
to cover East German territory, only to later backtrack on this commit-
ment.65 But his overriding message for the Soviet leader was a clear and 
tough sell: American forces should remain on the continent because they 
were a “force of stability,” a united Germany should join NATO because it 
would be less dangerous as an ally of Washington than as an independent 
power in the heart of Europe, and the alliance itself would no longer 
threaten the Soviet Union because it would become “far less of [a] military 
organization” and “much more of a political one.” This was, in so many 
words, a request that the Soviets forget the Cold War and trust the Ameri-
cans. “Neither the president nor I intend to extract any unilateral advan-
tages from this process,” Baker assured his hosts.66

Gorbachev, to say the least, remained unconvinced. Hollow assurances 
of benign intent—particularly when they were obviously contradicted by 
the very proposals he was supposed to accept—did nothing to change his 
thinking. But he figured that a long path of diplomatic maneuvering lay 
ahead, so it was not worth fighting Baker on the details (something for 
which he would later be criticized). During Baker’s visit, both sides agreed 
to establish a “two-plus-four” forum composed of the two German states 
and the Four Powers to work through the diplomatic and security aspects 
of German unification. This would be the forum, Gorbachev thought, for 
the Kremlin to state its views and exert its leverage. For now, therefore, it 
was only worth stating what appeared to be obvious. “It goes without 
saying,” Gorbachev told Baker, “that a broadening of the NATO zone is 
not acceptable.”67

Of more immediate concern was the prospect of German monetary 
union. Gorbachev had the opportunity to discuss Kohl’s new proposal 
when the chancellor arrived in Moscow on Baker’s heels. Gorbachev wanted 
to know when would it happen. “I cannot answer this question,” Kohl re-
plied. “If I had been asked about it at the end of December, I would have re-
plied that such a transition would take several years. . .  . But now I’m not 
being asked. People decide everything with their feet.” As a result, Kohl 
said, it could probably begin “in a few weeks, perhaps in a few months.” 
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Neither openly acknowledged the significance of this prospect, but Gor-
bachev allowed himself to gesture at it obliquely. Unification raised an ex-
tensive “catalog of questions,” he said as their conversation came to a close. 
“You are planning to introduce the deutsche mark in the GDR. But we have 
our armed forces there, and their pay is tied to the other mark. Here we have 
something to think about.” Kohl answered with the same veil of ambiguity. 
“We will not shy away from any questions,” he assured Gorbachev.68

This was not a throwaway line for the West German chancellor. He and 
his team had thought seriously about how they could and should use their 
economic leverage to shape the Kremlin’s decision-making. On the eve of 
his travels to Moscow, Kohl received a memo from his foreign policy aide, 
Teltschik, laying out the geopolitical rationale for economic support for 
Moscow. “Fundamentally, it is important to make clear to the SU [Soviet 
Union] that . . . a united, economically strong . . . Germany is a more inter-
esting partner than the GDR in decline.” Only through economic integra-
tion with the West, Teltschik projected, would the Kremlin “support 
comprehensive security structures.”69 Among friends, Kohl put the point 
more bluntly. Germany’s NATO membership “may end up being a matter 
of cash,” he told President Bush and Secretary of State Baker when he met 
them at Camp David in late February. “They [the Soviets] need money.”70

They did indeed. But this was not a perennial condition of Soviet af-
fairs. Throughout the Cold War, the Kremlin had not conducted a merce-
nary foreign policy, and its two decades of generous energy subsidies to 
Eastern Europe was proof enough that Soviet leaders did not usually think 
of their national security interests as simple “matters of cash.” The Soviet 
drive for money was instead a condition unique to the spring of 1990 and 
a product of the Kremlin’s loss of creditworthiness on global capital mar-
kets. Private capital holders had shut the door on the Kremlin, and this 
gave Western governments power to shape Soviet decision-making in ways 
they previously could not. Germany’s NATO membership became a “matter 
of cash” because, quite simply, the Kremlin had nowhere else to get it.

Soviet bankers had done their level best to keep Moscow’s lines of credit 
open as long as possible. While the Wall was falling and the Cold War 
order was collapsing throughout Eastern Europe, the Kremlin’s money 
men had traveled the world to hunt vigilantly for new sources of capital. 
From November 1989 to April 1990, they took fifty-four trips to the beating 
hearts of global finance. In the boardrooms of Goldman Sachs and Chase 
Manhattan in New York, Morgan Grenfell and National Westminster 
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Bank in London, Deutsche Bank and Commerzbank in Frankfurt, Dai-
Ichi Kangyo Bank and Fuji Bank in Tokyo, and the sovereign wealth fund 
of Kuwait, Soviet bankers attempted to breathe new life into capitalists’ 
souring image of perestroika’s communist renaissance. Time and again, 
the banks turned them away. Moskovskii, president of the foreign trade 
bank, reported in April 1990 that his officials could no longer issue 
bonds or take out syndicated loans because there had been a “constant 
strengthening of foreign creditors’ negative attitude toward the provision of 
funds . . . to the Soviet Union.” Soviet officials had partially compensated 
for this drop in foreign confidence by increasing borrowing on a short-term 
basis, and 50 percent of the new money flowing into the Soviet Union came  
in the form of short-term interbank deposits. But these could be withdrawn 
at a moment’s notice, leaving the country “dangerously dependent” on the 
whims of far-flung, foreign, and fickle financial institutions.71

Soviet officials well understood that the danger in dependency lay in the 
Western political conditionality that would surely accompany a loss of 
market access. In late February 1990, the Soviet leadership asked Gosbank 
officials to study the government’s options as it confronted global capital’s 
dwindling confidence. Officials reported back in April that the prospects 
were not pretty. Rescheduling the country’s debt was not a palatable choice 
because it would inevitably lead the Kremlin into the hands of the Interna-
tional Monetary Fund (IMF). Officials wrote, “As the experience of coun-
tries forced to take this path in the eighties (Mexico, Brazil, a number of 
Latin American countries, as well as Poland and Yugoslavia)” shows, .  .  . 
the postponement of paying off external debt has adverse economic and 
political consequences.” Therefore, in the opinion of the bank, resched-
uling the country’s debt was “an unacceptable measure that could inflict 
economic and political damage on an unpredictable scale.” Borrowing di-
rectly from Western governments was little better. “External borrowing at 
the intergovernmental level [is] fraught with great material and political 
damage to our country,” they wrote. As a general rule, they continued, bor-
rowing from other governments “significantly limits the sovereignty of the 
borrowing country.” Soviet borrowing from Western countries was bound 
to be even worse because the attachment of “tough political conditionality” 
to the loans would be “inevitable.” Such borrowing should “only be used as 
a last resort when no other sources of foreign currency are available.”72

By April, the time for financial last resorts arrived at the very moment 
the question of Germany’s membership in NATO was coming to a head. 
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On the domestic front, Soviet officials reported that the country was now 
behind on its payments for imports of everything from bread to medi-
cine.73 Foreign companies were withholding deliveries until payment ar-
rived, so the foundations of the Soviet social contract were now under 
severe threat. Foreign banks left no doubt about what they would need 
before extending any further credit. “Private capital will not risk coming 
here in any form,” a Deutsche Bank representative told Politburo member 
Alexander Yakovlev on April 4, “without guarantees and support from . . . 
governments.”74 Therefore, banks recommended that the Kremlin appeal 
directly to European governments. In another meeting with Deutsche 
Bank on April 27, the bankers told their Soviet counterparts that if the 
Soviet request came from a leading official like Ryzhkov, Shevardnadze, 
or Gorbachev himself, Western governments would likely be supportive. 
Desperate for money and unable to find it, Soviet bankers sent word of this 
idea up the bureaucratic ladder to the highest levels of the leadership.75

At the same time, hard-line members of the party and foreign policy 
elite pressed Gorbachev to maintain a firm line on what remained of the 
German question. In early April, the prevailing Politburo opinion was one 
of obstinate resistance to any inclusion of Germany in NATO. “It is illusory 
[for the US] to believe that under pressure the USSR would put up with an 
effective Anschluss of the GDR, with the breakdown of the military polit-
ical balance in the centre of Europe,” the group said in its guidance for 
Shevardnadze’s ongoing negotiations with the Americans. “The President 
[Bush] should be told clearly that we cannot agree to see the united Ger-
many in NATO.”76 On April 18, the leading Soviet expert on German af-
fairs, Valentin Falin, wrote to Gorbachev urging that the West Germans 
not be spared from a more pugnacious approach. Washington and Bonn 
knew that Moscow’s “freedom of maneuver” was “currently extremely lim-
ited” and therefore believed they could press their “long-standing claims to 
the maximum without the risk of a serious confrontation.” They were an-
gling to present the Soviet Union with a “fait accompli” on Germany’s mil-
itary status that it would not be able to resist or refuse. Falin encouraged 
Gorbachev to disabuse them of these dangerous notions. “You have to use 
every effort to show the Europeans and especially the Germans that their 
hopes can be betrayed once more,” he wrote. The “prerequisite for success,” 
he told Gorbachev, was “firmness.”77

One of the conditions to which Moscow would adhere most firmly was 
its economic relationship with the GDR. Soviet officials feared the harm 
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that would befall their economy if a unified Germany chose not to trade 
with the Soviet Union at the same level as the GDR. The day after Falin’s 
memo to Gorbachev, the Kremlin demanded in a memorandum to Bonn 
that the Federal Republic assume the GDR’s economic obligations to the 
Soviet Union.78 This played right into Kohl’s strategy for shaping Soviet 
decision-making through economics. At a meeting with the Soviet am-
bassador to Bonn on April 23, the chancellor not only agreed to cover the 
GDR’s economic obligations to Moscow but also expressed interest in 
signing a new treaty with the Kremlin that would place the two countries’ 
economic cooperation on a “comprehensive and long-term basis” after 
unification was complete.79 The ambassador dutifully reported Kohl’s vi-
sion back to Moscow.80

By late April, then, the choice between discipline at home and retreat 
from abroad had arrived on Gorbachev’s desk in the form of two different 
piles of memos laying out two widely divergent policies. In one pile, Soviet 
bankers warned him that the country was on the verge of losing all access 
to hard currency unless he made a direct appeal to Western governments 
for state-sponsored loans. Soviet diplomats in Bonn reported that Kohl 
had all but confirmed his willingness to support such loans. Soviet finan-
cial officials knew this appeal would invite Kohl and the broader Western 
coalition to attach political conditions to the loans, but it was a risk they 
felt the country had to take. Without hard currency, the government 
would not be able to import the food and medicine that comprised the 
foundation of the Soviet social contract, and economic discipline would 
soon follow.

In the other pile, party hard-liners and foreign policy officials urged 
Gorbachev to stand firm in resisting Germany’s inclusion in NATO. They 
warned him that the country’s security and prestige were on the line. Un-
less he disrupted Western governments’ machinations on the German 
question, the Soviet Union would be presented with a fait accompli and 
forced to accept a united Germany in the Atlantic alliance. The balance of 
power would irrevocably shift in the West’s favor, and the Soviet Union’s 
380,000 troops would retreat under a cloud of humiliating geopolitical 
defeat. If he chose, instead, to stand his ground, he would lose the good-
will of Western governments and be forced to impose austerity domesti-
cally, but at least he would salvage the nation’s pride and security on the 
international stage. It was now up to Gorbachev to choose between these 
two dreadful options.
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In early May, he chose retreat over discipline. In the Politburo on May 3, to 
appease the hard-liners, he still blustered about stonewalling German mem-
bership at all costs. “Do not let Germany into NATO and that’s that!” he 
roared.81 But the next day he sent Shevardnadze to Bonn for the first foreign 
ministers’ meeting of the “two-plus-four” with a secret request for massive 
new West German loans. In a meeting with Kohl, Shevardnadze reaffirmed 
his government’s resistance to German membership in the alliance, but he 
“did not rule out that a compromise could be found.” As a discreet signal of 
the Kremlin’s growing flexibility, Shevardnadze encouraged Kohl to meet 
with Gorbachev in Moscow in July, after the upcoming Communist Party 
congress. He did not broach the topic of loans until the very end of their 
meeting, and the issue was so sensitive that it was not recorded in the official 
minutes. Shevardnadze made it clear that the request came directly from 
Gorbachev himself, and he did his best to put the patina of pride on his sup-
plication. “Because the Soviet Union is a rich country, there is no risk with 
such loans,” he said. But the Federal Republic’s willingness to grant the loans 
was nevertheless “important.” Recognizing the sensitivity of the request, 
Kohl agreed to address the issue himself as soon as he possibly could.82

Few officials in either Bonn or Moscow knew of Shevardnadze’s re-
quest, but those who did understood its political importance. The Soviet 
ambassador to Bonn, Yuli Kvitsinskii, recalled feeling “very displeased.” 
Sending the foreign minister to Bonn “and having him beg for money,” 
Kvitsinskii later wrote, “meant that, whether we wanted it or not, we indi-
cated a connection between the solution of the German question and the 
granting of credit.”83 For precisely this reason, Kohl’s aide Teltschik was 
elated. “Quick help for the Soviet Union,” he wrote, “the second time this 
year after the food aid in January, could improve the climate and also be 
helpful in solving major political problems.”84

The Soviets soon followed Shevardnadze’s meeting with a formal re-
quest for DM 20 billion in loan guarantees, and Kohl met with leading 
West German bankers on May 8 to discuss it. Collectively, they concluded 
they could not provide DM 20 billion in guarantees, but they could fund 
DM 5 billion and work to get other countries to contribute as well. So as 
not to embarrass Gorbachev, Kohl believed this needed to be discussed 
with the Soviet leadership in private, so he sent Teltschik and the bankers 
on a top-secret mission to Moscow.85

On May 14, the entire Soviet leadership stood ready to discuss the dire 
state of the Soviet economy with their West German guests. In morning 
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meetings with Ryzhkov, Shevardnadze, Moskovskii, and Kvitsinskii, Telts-
chik and the bankers heard about the Kremlin’s economic and financial 
problems in “great detail.”86 Ryzhkov confided that it was not the union’s 
many past and present economic problems that concerned him, but rather 
its coming hardships. Over the previous few months, he had been hard at 
work evaluating plans for the country’s transition to a market economy, 
and under any reform scenario, economic hardship for the Soviet popula-
tion was inevitable. This hardship would only increase if Moscow could 
not access global capital markets, so Western governments’ loan guaran-
tees could play the vital role of softening the blow of the market transition. 
The country had “to go through a very complicated stage,” he told the West 
Germans. “It was during this time that the USSR needed help to keep the 
situation stable.” The transition to the market could be done without “out-
side help,” but then the government would “have to lower the standard of 
living of the population and restrict imports.” They wanted to do this 
“under no circumstances” because “it could destroy all the hope that people 
place in perestroika.”87 The more access to hard currency the government 
had, the fewer promises it would need to break, and Ryzhkov was intent on 
breaking as few as possible.

Teltschik lent a sympathetic ear, but he had come to Moscow for a very 
particular purpose: to tie the granting of West German loans to a satisfac-
tory resolution to the German question. In his memoir, Teltschik recalled 
making clear to Ryzhkov and Shevardnadze that the West German gov-
ernment saw its financial support “as part of the overall package, which 
should help to solve the German question.”88 The Soviets received the 
message loud and clear. Kvitsinskii remembered that the West Germans’ 
attempt to link their financial support to the German question “was not to 
be overlooked.”89

After lunch, Gorbachev tried in vain to keep the two issues separate. 
Perhaps sensing the leverage the meeting implied, he began his conversa-
tion with a distinction he hoped would hold up under pressure. “It would 
not be acceptable for the Soviet Union to be dependent, especially politi-
cally,” he said. “On the other hand, everyone in this world is interdepen-
dent.” The Soviet Union had abundant resources with which to repay its 
debts, he assured his guests. All it needed was “oxygen in order to survive 
two or three years.” He was particularly concerned that “the financial sit-
uation” did not allow the government “to fully develop social programs.” 
If he could use Western government-sponsored loans to improve the 
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social situation, that would “open up great prospects for not letting market 
prices out of control.” He did not launch into an extended critique of Ger-
many’s potential membership in NATO, but he nevertheless maintained 
that a solution should be found to Europe’s many security issues in which 
“nobody’s security interests are diminished.” Perhaps the best solution, he 
speculated, would be for both alliances to dissolve.90

Kohl saw things differently. After Teltschik returned to Bonn, Kohl told 
his advisers, “The message to Gorbachev must be that the federal govern-
ment would help if it had been made clear beforehand that the two-plus-four 
talks would be successfully concluded.” He “could not vouch for loans on 
such a scale, if no consideration was linked to that.”91 On May 22, he made 
this message explicit in a letter to Gorbachev announcing his willingness to 
issue DM 5 billion in loan guarantees. Such an amount was “a considerable 
political effort on the part of the Federal Government,” he wrote. Therefore, 
“I link it with the expectation that your government, will do everything in 
the same spirit as part of the two-plus-four process to bring about the neces-
sary decisions that will enable the issues at stake to be resolved construc-
tively.” He asked Gorbachev to confirm that this arrangement would work 
for him and committed himself to work on the Soviets’ behalf to campaign 
for loan guarantees from other Western governments.92

News that Gorbachev was now looking for Western governments to 
sponsor loans quickly made its way to Washington. When Baker arrived 
in Moscow in mid-May, the Soviet leader gave him the same basic pitch 
about needing oxygen that he gave Teltschik and the West German 
bankers.93 The secretary of state reported to Bush that Gorbachev would 
“hit you up” for credits when the two leaders met in Washington at the 
end of the month.94 The administration therefore spent the last week of 
May debating what the National Security Council called “the $20 billion 
question”: should the United States essentially pay for a peaceful change in 
the global balance of power? Should it pay Gorbachev to leave Central 
Europe?95 Scowcroft was crystal clear about the historic stakes in a memo 
to the president on May 29:

This is—and you should view it as such—a strategic choice about whether 
economic assistance is a direct and expeditious means by which to secure 
the victory of the West in the Cold War by obtaining the unification of Ger-
many in NATO and the withdrawal of the Soviet military from Central and 
Eastern Europe. . . .
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When one thinks of the extraordinary amount of money that we have spent 
in forty-five years to contain Soviet communism, $20 billion to secure its 
final demise in Europe is less daunting. If—and it is a big if—Gorbachev 
were willing to take these terms, financial assistance could in effect seal the 
armistice in the Cold War on our terms.96

Amazingly, the rest of the administration had no interest. Even the 
prospect of winning the Cold War—the organizing principle of all US for-
eign policy since the 1940s—was not a big enough development to justify 
opening the American checkbook. For a US government that had grown 
accustomed to imposing stringent conditionality on all manner of debtor 
countries in the 1980s, it appeared there were still many more political 
conditions for the Kremlin to meet. There were the ongoing problems 
with Lithuania. Leaders in Vilnius had declared independence from the 
Soviet Union in March, and Gorbachev had responded with an oil and gas 
embargo meant to coerce them back to the negotiating table. Add to that 
the Soviet Union’s continued support for the eternal bugaboo of America’s 
Cold War politics—Fidel Castro’s Cuba—and the administration saw no 
geopolitical way or reason to justify aiding the Soviet leader.97

Beyond politics, there was still the dismal state of the Soviet economy. 
Gorbachev had been unable or unwilling to impose the kind of discipline 
that market reform required, and the US Treasury was not in the habit of 
supporting half-hearted socialism. “The Soviets seem to lack any sense of 
the true magnitude of reforms that are required,” Treasury secretary 
Nicolas Brady wrote Bush on May 24.98 The United States would expect 
something “along the lines of an IMF austerity program” in exchange for 
any aid, and Gorbachev had given no sign this was something he could 
deliver.99 Only once the socialist perestroika really started to resemble a 
capitalist perestroika would US economic conditionality be met. So, for 
reasons of both politics and economics, the Bush administration had little 
more than a “purely symbolic” trade deal to offer Gorbachev when he ar-
rived in Washington.100

Lucky for the Americans, Gorbachev was not conditioning the with-
drawal of Soviet troops and his acceptance of Germany in NATO on a 
precise amount in Western loans. The circumstances did not give him 
that luxury. His gambit was instead one that sought to extract as much 
economic gain as possible from decisions he believed he would eventually 
have to make anyway.101 In his secret meeting with Teltschik and the 
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bankers, Gorbachev discussed his determination to carry out domestic 
economic reform as follows: “If you ask whether or not we [will] go the 
path we have chosen without Western support, there is only one answer: 
we will, and no one will stop us.” But without the support of the West, he 
added, his domestic political opponents could “sabotage” perestroika by 
“increasing tensions in society and discontent among the working 
people.”102 Whether it was DM 5 billion or $20 billion, Western financial 
support would only aid this campaign to ward off perestroika’s many 
saboteurs.

So too would cutting costs in East Germany. By mid-May, German 
monetary union had been set for July 1, which meant that the burden of 
stationing Soviet forces there was about to skyrocket. The East German 
government put the cost at DM 1.25 billion just for the remainder of 1990 
when they presented Soviet officials with a bill for that amount in mid-
June. The Kremlin knew sums this large were nowhere to be found, so at 
the end of the month, the Politburo instructed all organs of the Soviet 
government to prepare for negotiations with both German states on fi-
nancial and economic issues. Their goal should be “reducing to the min-
imum Soviet expenditures in foreign currency to pay for the stay of the 
Soviet group of forces on the territory of Eastern Germany in 1991.”103 It 
was time to cut losses and make for the exits.

Of course, Western leaders did not know this yet, and the West Ger-
mans were not about to take any chances. On June 9, Gorbachev re-
sponded with vague affirmation to Kohl’s letter linking the DM 5 billion 
in loans to cooperation on the German question. His letter was light on 
specifics, but it reaffirmed his interest in meeting with Kohl in July, which 
gave West German officials confidence that they could “expect something 
in return” for the loans.104 In the meantime, they thought it wise to con-
tinue to up their offer. In June, they signed an agreement with Moscow to 
cover the DM 1.25 billion cost of stationing Soviet troops in the GDR 
through the end of 1990 and allowed Soviet troops stationed in the GDR 
to exchange their savings from East German marks to deutsche marks at 
the favorable rate of two to one.105 At the end of the month, they finalized 
DM 5 billion in loan guarantees to keep Moscow financially afloat. The 
route of retreat back to Moscow would be a difficult one for the pride of 
the Soviet Army, but at least it would be gilded in hard currency.

The Americans would not partake in the gilding, but they were happy 
to lead the second half of the Western strategy to keep the United States in 
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Europe: NATO reform. Since Baker had first attempted in February to 
convince Gorbachev there was nothing to fear from an alliance that would 
become a “political” organization, American officials had rounded out the 
picture with a series of policy proposals meant to make the West’s bur-
geoning military superiority appear less threatening. When Baker visited 
Gorbachev in May, he presented him with a list of nine reforms to that 
effect. Beyond reforming NATO into a political organization, they ranged 
from limiting the size of the German armed forces to establishing a formal 
transition period after unification that would allow Soviet forces to with-
draw from eastern Germany before NATO moved in.106 In June, Shevard-
nadze strongly hinted that a reformed NATO would be an easier sell to the 
Soviet people, so all eyes turned to an alliance summit in London sched-
uled for early July.107

Washington and Bonn left nothing to chance. When the allies con-
verged on the British capital, they were presented with a communiqué 
crafted by the two governments with the Soviet public in mind. It stated 
that NATO and the Warsaw Pact were no longer adversaries and prom-
ised that NATO would never “be the first to use force.” It committed to 
replacing the risky Cold War military doctrine of “flexible response,” 
which had sought to deter a Soviet conventional attack through the pros-
pect of nuclear escalation, with a policy that made nuclear weapons “truly 
into weapons of last resort.” Conventional forces in both East and West 
would be dramatically reduced through the ongoing Conventional Forces 
in Europe (CFE) process, and the NATO troops that remained on the con-
tinent would be reorganized into multinational units. As the Warsaw Pact 
changed (and soon melted away), the nations that comprised it, including 
the Soviet Union, would be welcome to send diplomatic representation to 
NATO headquarters in Brussels. The alliance would not budge on its 
foundational goals—keeping the United States’ military in Europe and 
bringing a united Germany into NATO—but it aimed to make these bed-
rocks appear less menacing.108

◆  ◆  ◆

For Gorbachev, these changes were enough, or at least the best 
to be hoped for, as he pursued his primary goal of transforming the Soviet 
Union. When the party congress opened in Moscow, he and Shevard-
nadze parried attacks on their foreign policy with the crutch of a reformed 
NATO. The new-look Atlantic alliance had paved the way for “a safe fu-

 EBSCOhost - printed on 2/8/2023 2:38 PM via . All use subject to https://www.ebsco.com/terms-of-use



324  T H E  E N D  O F  T H E  C O L D  W A R

ture for the entire European continent,” they told the Soviet press.109 Many 
of their comrades stridently disagreed, but with Boris Yeltsin rising in 
Russia as a nationalist challenger to the union’s core, party members saw 
Gorbachev as the best hope for holding the country together and dutifully 
reelected him general secretary.110

Gorbachev was now free to pursue the two most politically difficult 
tasks on his agenda: discipline and retreat. As the German question came 
to a head in the summer of 1990, so too did the Soviet domestic debate over 
how to transition to a market economy. Policy makers and the public alike 
were well aware that the move to a market economy would imply economic 
discipline of many kinds, making it an extremely difficult political issue for 
the Soviet leadership. Ryzhkov’s mere mention in May 1990 of a planned 
increase in the price of bread had set off a wave of panic buying among 
consumers and a chorus of derision among politicians. The prime minister 
had hastily retracted his proposals for further study, and he and Gorbachev 
had publicly committed to providing a new plan for the country’s market 
transition by September. Thus, when Helmut Kohl arrived in Moscow on 
July 14 with hopes of resolving the German question once and for all, the 
search was on inside the Kremlin for the most politically feasible way to 
achieve the politically impossible task of transitioning to the market.

Both Soviet and West German policy makers knew that German money 
could be decisive in meeting this challenge. As Kohl and his team de-
parted Bonn on July 14, Finance Minister Theo Waigel informed the 
chancellor that the Soviets had already burned through the DM 5 billion 
in guaranteed loans. This gave them hope that their continued financial 
assistance could finally seal the deal on a German settlement.111

Gorbachev did not make them wait long for a breakthrough. At Kohl 
and Gorbachev’s first meeting on July 15, the chancellor proposed the 
terms of their debate: he needed a plan for Soviet troop withdrawal from 
Germany and Gorbachev’s assent to Germany’s membership in NATO, 
and, in return, he would be willing to limit the size of Germany’s armed 
forces and offer further economic support for Moscow. Gorbachev, in 
turn, wanted to ensure that Germany would accept its border with Poland 
and forswear the development of biological, chemical, and nuclear 
weapons. Kohl had already affirmed both these positions and had no 
problem affirming them once again.

Then the diplomatic and legal ballet began. Gorbachev granted that a 
united Germany could join NATO but stipulated that “NATO’s structures” 
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should not extend to East German territory while Soviet troops were still 
there. The troops’ presence, in turn, would be extended for three or four 
years on the legal basis of their current rights of occupation. Kohl saw both 
promise and problem in this proposal. He had gained the long-sought So-
viet recognition of Germany’s right to join NATO, but he could not con-
sider Germany fully sovereign while Soviet troops continued to occupy the 
country. More to the point, he could not ask the German people to fund 
their own occupation by a foreign power. Far better, he thought, if Moscow 
renounced its Four Power rights at the moment of unification, along with 
the other Western countries, and the two sides negotiated a separate agree-
ment to address the Soviet troops’ presence. If the Soviets granted Ger-
many complete sovereignty, Kohl told Gorbachev that he looked forward 
to providing funding for the withdrawal and resettlement of the Soviet 
Army and signing a broad treaty of cooperation. With little leverage of his 
own, Gorbachev gave way to the chancellor’s vision.112

As a sign of the two parties’ growing goodwill, Gorbachev had invited 
Kohl to travel with him to his hometown of Stavropol in the Russian Cau-
casus. So, on the afternoon of July 15, the two leaders and their senior ad-
visors headed south. In the mountain village of Archys outside the city, 
the diplomatic ballet continued as the two sides wound their way toward 
final agreement. Gorbachev and Shevardnadze tried in vain to get the 
West Germans to agree that NATO’s military structures would never ex-
tend to the GDR. Kohl was willing to prohibit NATO’s nuclear weapons 
and foreign troops from ever being stationed on East German territory, 
and he offered to cap the German army at 370,000 soldiers, but he de-
manded that NATO’s full structures extend to the former GDR once the 
Soviets left. Gorbachev once again gave way.113

If this was as good as the diplomatic deal was going to get for the So-
viets, Gorbachev thought it was time to talk money. His deputy, Stepan 
Sitarian, laid bare how German monetary union had destroyed the Soviet 
position in East Germany. He did so through the only Soviet product as 
valuable around the world as the deutsche mark—oil. He stated, “The 
maintenance of Soviet armed forces in the GDR currently costs the equiv-
alent of 6 million tons of oil. If no changes are made, the stationing of the 
Soviet troops in the future will cost the equivalent of 17 million tons in 
DM.” This was as much as the Kremlin had annually supplied to the entire 
GDR, he said, so clearly some significant form of compensation would be 
required. Kohl offered to sign a “transfer agreement” to cover the Soviets’ 
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additional costs associated with the introduction of the deutsche mark 
and the challenge of resettling troops in the Soviet Union. Financial offi-
cials from both sides could surely work out the details, he thought. The 
two leaders could instead focus on the big picture—a comprehensive 
treaty that would give Soviet-German relations “a new quality” and make 
unification “profitable for both sides.” With assurances of future financial 
compensation, Gorbachev agreed, and the two leaders went out to tell the 
world of their accord.114

Soviet leaders did what they could to dilute the optics of selling their em-
pire for hard currency, but the reality proved difficult to avoid. Since June, 
Cherniaev had been warning Gorbachev to avoid the appearance that “the 
German[s] quickly won him over with loans,” and after the July summit, he 
maintained that “it is not the bait (loans) but the fact that it is pointless to 
resist” that caused Gorbachev to give in. Others in the Soviet leadership rec-
ognized that the futility of opposition and the allure of loans were not op-
posing, but rather mutually reinforcing, forces. “We cannot stop the 
unification,” Shevardnadze told his aide when asked on the plane ride back 
from Stavropol why Gorbachev had quickly given in to Kohl. “In addition, 
our economic situation and nationalities situation are catastrophic. . . . It is 
either: return to the cold war, or: peace in Europe.” If the Kremlin gave Eu-
rope peace by granting the Germans unity, then perhaps the Germans 
would continue to keep the Soviet economy afloat. “Five billion marks from 
[the] Germans are saving us from bankruptcy,” Shevardnadze continued. 
“Ryzhkov warned that in half a year we would be bankrupt.”115

The West Germans had saved the Soviet Union from financial catas-
trophe, and now Soviet leaders hoped they would also ease the country’s 
transition to the market. While the West Germans celebrated Kohl’s 
breakthrough and rushed to finish unification by autumn, the debate 
within the Soviet leadership over the speed and scope of transitioning to 
the market reached a fever pitch. In late July, Gorbachev formed a team of 
academic economists and government policy makers to build a consensus 
on the shape of market reform. No one doubted that the move to the 
market would require that promises be broken and discipline imposed. 
But how many promises and how much discipline remained open ques-
tions whose answers depended in part on whether the Soviet Union main-
tained access to global capital markets. Under various reform scenarios, 
officials projected consumer price increases of 50–150 percent, unemploy-
ment numbers ranging from twenty-five to seventy million people, 
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declines in real wages of 10 percent over five years, and a fall in output of 
12–15 percent in 1991. Economic growth would not return until 1994 or 
1995.116 Losing access to hard currency would only sharpen the severity of 
the blows to the Soviet economy and society. “A binding external con-
straint,” Gosplan officials concluded, “would reduce the availability of im-
ported inputs, and so reduces output further still.”117 As Gorbachev and 
Ryzhkov had recognized since the spring, access to hard currency was not 
required to carry out market reforms, but it was required if they wanted to 
smooth the treacherous politics of reform by lessening the coming blow to 
Soviet living standards.

The riches of retreat from Germany were just the lifeline they needed. 
Against the backdrop of the market reform debate, Soviet policy makers 
began calculating just how many deutsche marks the transfer agreement 
with Bonn should include. When the two sides reconvened for negotia-
tions in late August, the Soviets demanded close to DM 20 billion to cover 
the stationing, transport, and resettlement of their troops. The West Ger-
mans had come to the meeting with the meek sum of DM 5–6 billion in 
mind, which left a gaping hole between the two sides that only Kohl and 
Gorbachev could close.118

For the two leaders, talking about money proved to be much more con-
tentious than talking about NATO. On September 7, Kohl called Gor-
bachev to increase the West German offer to DM 8 billion. Gorbachev told 
him emphatically that such an offer was a “dead end.” As a warning shot 
across the German bow, he mentioned the upcoming final round of the 
“two-plus-four” negotiations, where Bonn would still need Moscow’s 
formal approval before Kohl’s dreams of unity could be realized. Given 
the paltry West German offer, he wondered aloud if he should tell She-
vardnadze to withhold Soviet approval. Kohl got the message, and he told 
Gorbachev he would call him back after “think[ing] things over again.”119

After a desperate search of every last inch of the state’s coffers, he called 
back on September 10 with an offer of DM 12 billion. The tension of unmet 
expectations hung on the phone line. Gorbachev dropped all pretense that 
the money would be used to pay for the troop transition and appealed to 
the coming challenges of transitioning to the market. “You know that the 
situation in our country is very difficult,” he told Kohl. “We need to deci-
sively correct the economic situation. . . . I am in a very difficult position 
and cannot bargain. . . . I think 15–16 billion [deutsche] marks will still be 
found.” Kohl was also at the end of his leash. “I don’t want to haggle. My 
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proposal is reasonable and realistic,” he responded. “The new stage” in 
Soviet-German relations that would come after German unity was com-
pleted, he assured Gorbachev, would be full of material benefits for the 
Soviet Union. Right now, however, all he could offer was DM 12 billion.

Gorbachev had built the entirety of perestroika’s foreign policy on a 
foundation of trust between East and West, but now, in the breach, he could 
show none toward Kohl’s rosy vision of the future. “I don’t know what to tell 
you,” he told the chancellor heavily. “Maybe we have to think about going 
back to the beginning or extending the deadlines.” He absolutely could not 
budge; the challenge of breaking promises awaited him at home. “We are 
now compiling a list of stabilization measures” for the economy, he said. 
“Among other things, tough measures are planned with regard to internal 
processes. I am in a difficult position and you have to see it.” After five years 
of concessions to Western interests, Gorbachev was now making a final 
stand in the hope of softening the coming blow of discipline at home.

Kohl realized the contest of wills was his to lose, and he reached for a 
loan to bridge the gap between his means and Gorbachev’s ends. What if 
he added an interest-free loan of DM 3 billion? he asked Gorbachev. That 
would bring the Kremlin’s total access to hard currency from the deal to 
DM 15 billion. Gorbachev, at last, had gotten what he needed. “I shake 
your hand, Mr. Chancellor,” he said, and the deal was done.120

The final steps of German unification and the end of the Cold War were 
not long in coming. On September 12, the foreign ministers of the six “two-
plus-four” countries signed a final agreement in Moscow, and the four vic-
torious powers of the Second World War gave up their rights to determine 
Germany’s destiny. On October 3, Kohl celebrated with throngs of German 
citizens in front of the Brandenburg Gate as the Federal Republic absorbed 
the GDR and a united Germany took its place among nations. A month 
later, on the one-year anniversary of the fall of the Berlin Wall, Gorbachev 
and Kohl signed bilateral treaties regulating the removal of Soviet troops 
from Germany by 1994 and inaugurating a hopeful new era of bilateral 
cooperation. A week after that, the signing of the Treaty on Conventional 
Armed Forces in Europe on November 17 in Paris enshrined the Soviet 
military retreat from the European continent and the end of the Cold War 
conventional arms race.121 The problem that had inaugurated the Cold War 
as a geopolitical conflict—the United States’ and Soviet Union’s militarized 
disagreement over the postwar fate of German power—had been defini-
tively resolved.
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All the while, the challenge of breaking promises in the Soviet Union 
went unmet. After months of deliberation, Gorbachev delayed the transi-
tion to the market yet again in the fall of 1990 until the eternally elusive 
political consensus could be built around the necessity of reforms. Cher-
niaev wrote in his diary in mid-September 1990 that Gorbachev continued 
“asking everyone for money and loans” so that he could defer the chal-
lenge of economic discipline to yet another day.122

The Cold War might end in defeat. The balance of power might shift to 
the east. And the Soviet Army might retreat back to Moscow. But for the 
man inside the Kremlin, the political costs of those historically unprece-
dented developments were nothing compared to the herculean task of 
breaking promises to the Soviet people.
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“IT IS POLITICS that follows economics and 
not vice versa,” Gorbachev told the Lithuanian Communist Party in Jan-
uary 1990 during an abortive bid to keep the nation from leaving the So-
viet Union.1 Evidently, the general secretary retained the foundational 
causal precept of Marxism, even as he jettisoned innumerable legacies of 
Marxism-Leninism. There was no way the Lithuanians would leave the 
union, he thought. It made no economic sense. The tiny Baltic state im-
ported most of its energy from the rest of the Soviet Union, and all its 
economic links ran through Moscow. Nationalist pride might momen-
tarily surge, but eventually politics would follow economics.2

It did not take long for the Lithuanians to prove him wrong. When they 
declared their independence three months later, they did so for a range of 
historical, ethnic, and nationalist reasons that belied pure economic moti-
vation. They took only a moment’s pause when Gorbachev changed their 
economic calculus by imposing an oil and gas embargo in April 1990, and 
they persevered through violent intimidation in 1991 to achieve the inde-
pendence forcibly denied them ever since the Red Army beat back Hitler’s 
eastward march and reoccupied the Baltic states in 1944.

Lithuania’s drive to independence is only the most proximate of count-
less episodes in the historical record that make a mockery of the breezy 

Conclusion
The Triumph of Broken Promises
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simplicity of Gorbachev’s dictum. There is, of course, no universal and 
ironclad relationship between economic causes and political effects, so it 
is incumbent upon anyone who would propose a relationship between a 
particular set of economic causes and a particular set of political effects to 
justify the reasons for doing so and specify the exact nature of the causal 
relation.

This book has been one such attempt at justification and specificity. It 
has argued that the economic forces unleashed by the 1973 oil crisis ulti-
mately brought the Cold War to a peaceful end and gave rise to the neolib-
eral global economy of the late twentieth century. Those economic 
forces—oil, finance, and economic discipline—exerted such a profound 
effect because they fundamentally altered the nature of the competition 
between democratic capitalism and state socialism. The Cold War began 
as a competition between democratic capitalist and state socialist govern-
ments to harness the forces of industrial modernity to improve the eco-
nomic security and well-being of their people. The two sides raced to 
make promises to their people and expand the social contracts that pre-
vailed in their societies.

The economic crises of the 1970s made this politics of making promises 
untenable. The oil crisis of 1973 produced both the pressure to break prom-
ises and the means of avoiding that pressure. Over the long term, the in-
dustrialized economies of both East and West had to learn to produce 
more economic output with fewer inputs, a wrenching process of breaking 
promises whose true magnitude remains hidden behind the economist’s 
prosaic phrase “intensive growth.” But in the short term, they could avoid 
this challenge by seeking refuge in the global economy’s two new vast 
pools of wealth—global capital markets and energy resources—which 
vastly expanded in value after the oil crisis. As long as nation-states main-
tained access to either capital markets or energy resources, they could 
continue making promises at home and fighting the Cold War abroad. If, 
however, they lost access to one or both, they would have to turn to the 
politics of breaking promises and implement policies of economic disci-
pline at home.

As we have seen, these moments of economic discipline abounded in 
the last two decades of the Cold War and ultimately decided its outcome. 
Though the Cold War began as a race to make promises, it ended as a race 
to break promises, and democratic capitalism prevailed over state so-
cialism because it proved capable of breaking promises and imposing 
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discipline. Neoliberalism rose as the Cold War ended because it provided 
ideological justification for acts of breaking promises; it made a virtue out 
of economic discipline. Combined with electoral democracy, it gave dem-
ocratic capitalist states a political and ideological tool kit to meet the chal-
lenge of breaking promises. Lacking these tools, the states of the Eastern 
Bloc democratized their political systems and reformed their ideology in 
the 1980s as a means of imposing economic discipline. It is this process of 
political change and ideological reform that we now call the collapse of 
communism and the end of the Cold War.

Historians have traditionally identified a series of people and forces as 
the principle causes of the end of the Cold War: Gorbachev’s launch of 
glasnost and perestroika, his bold superpower diplomacy with Ronald 
Reagan and George H. W. Bush, the “people power” of Eastern Europeans 
in the streets, and the lucky confluence of a series of contingent events, 
like the opening of the Berlin Wall, that no one foresaw or intended. The 
account offered in this book does not deny the importance of any of these 
traditional markers of the end of the Cold War. Instead, it places these 
markers in a new light—one that was not ignited in the present and shone 
back onto the past, but rather one that once burned bright in the past and 
grew dim over time.

It was not the present study, after all, that first identified the connection 
between the oil crisis, Eastern Bloc sovereign debt, and policies of eco-
nomic discipline. It was instead the East German Central Committee that 
obsessed over this connection on November 9, 1989, just hours before the 
Berlin Wall opened. “In 1973 there was a very large worldwide price explo-
sion,” financial expert Günter Ehrensperger told his comrades on that 
fateful day. “Because of this price explosion, the procurement of oil and 
other raw materials for the GDR [German Democratic Republic] became 
much more expensive.” Rather than adjust the domestic economy to meet 
this new reality, Ehrensperger said, the GDR had delayed its fate by bor-
rowing money from the capitalist world. “If you want to characterize in 
one sentence why we are in this situation today,” he said in reference to the 
debt, “then you have to say objectively that since at least 1973 we have 
fooled ourselves and lived beyond our means year after year. Debts were 
paid with new debts.” Economic discipline was the only logical response. 
“If we want to get out of this situation,” Ehrensperger concluded, “we have 
to work hard and consume less than we produce for at least 15 years.”3 Far 
from drawing connections that contemporaries in the Cold War did not 
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see, this book has merely elaborated on the dynamics that concerned the 
highest levels of the East German leadership on the day the foundation of 
their regime came crashing down.

Nor was it an interpretive invention of this book to describe the di-
lemmas of Soviet imperial governance and the sources of Soviet imperial 
collapse in primarily economic terms. It was, instead, Mikhail Gorbachev, 
who, when discussing the fate of Poland in the 1970s and 1980s, rhetorically 
asked the Politburo in March 1988, “What was it all based on? On credits 
from the West and on our cheap fuel. The same goes for Hungary. . . . We 
cannot remain a provider of cheap resources for them forever.”4 And it was 
Yuli Kvitsinskii, the Soviet expert on Germany, who confided to a colleague 
in November 1990 that “the Deutschmark decided everything” about the 
process of German unification and the precipitous Soviet retreat that fol-
lowed.5 This book has been unable to match Gorbachev’s and Kvitsinskii’s 
parsimony, but it has taken inspiration from, rather than imputed motiva-
tions to, their descriptions of the reasons for the Soviet imperial collapse.

Even this book’s two most adventurous claims—that electoral democ-
racy made governments in the West more adept at breaking promises 
than the authoritarian governments of the East and that the economic 
problems and solutions of the West and East were fundamentally similar—
are not retrospective insights of the present imposed on the past but rather 
past observations brought forth into the present. It was a tired and defeated 
Mieczysław Rakowski who first noticed, in the fall of 1989, the decisive 
role that democratic legitimacy played in the imposition of economic dis-
cipline in Poland. As he watched Solidarity’s prime minister, Tadeusz 
Mazowiecki, take his first steps toward shock therapy, he committed to 
his diary that “in principle . . . he says the same thing that I do.” But, he 
lamented, if “any PZPR [Polish communist party] government imple-
mented the policies that the Mazowiecki government does, we’d already 
have a civil war. Our society patiently bears constant price increases and 
hyperinflation because this is ‘our government.’”6 The present study has 
expanded the scope of Rakowski’s observation across time and beyond 
Poland, but it has merely followed him in arguing for the importance of 
democratic legitimacy to processes of breaking promises.

Similarly, though it sounds bold in retrospect to declare a fundamental 
similarity between the quintessential project of neoliberal reform, Thatch-
erism, and the seminal project of socialist renewal, perestroika, we have 
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seen that such a conclusion was commonplace at the time. Whether it was 
Rakowski in Poland, Károly Grósz in Hungary, or Gorbachev in the So-
viet Union, the sense among socialist reformers that they shared many of 
the Iron Lady’s ends and envied the effectiveness of her means lurked as 
an uncomfortable tenet in their thinking.

The reader can be sure, then, as this book comes to a close, that it is not 
so much a work of historical revision as it is a work of historical recovery. 
The people to whom its story would have made the most intuitive sense—
indeed, the people who likely would have found this entire narrative  
unsurprising—were the communist leaders themselves. They knew how 
important subsidized Soviet oil and Western finance were to the viability 
of their nation-states; they understood both the economic necessity and 
political impossibility of revising their social contracts; and they fully be-
lieved that their governing challenge was analogous to, rather than distinct 
from, the one faced by the industrial nation-states of the West. But they 
were also the Cold War’s losers, and thus it is hardly surprising that their 
perspective received short shrift after the Cold War’s end. This book looks 
to them, the communists who lost, to justify its focus on the connection 
between a particular set of economic causes—oil, finance, and economic 
discipline—and a particular set of political effects—the collapse of com-
munism, the end of the Cold War, and the rise of neoliberalism. To title 
this causal process the triumph of broken promises is, in this way, to tell its 
history from the losers’ point of view.

If that serves to explain the book’s subject, what then of its specific find-
ings? How exactly does conceptualizing the end of the Cold War as a race 
to break promises explain its discrete events? How exactly does the race to 
break promises explain the broad global shift in governing ideologies in 
the late twentieth century that constitutes the rise of neoliberalism?

Here, again, we need not conceive of an answer in the present and 
project it onto the past. The past already holds the answer, and we need 
only bring it forward. Recall Margaret Thatcher’s chief strategist, John 
Hoskyns. On June 12, 1979, one month after Thatcher became prime min-
ister, he laid out the coming challenge of transforming Britain’s economy 
in an internal memo. In this document, we can see the origins, challenges, 
and consequences of the politics of breaking promises. “We can represent 
the whole process as follows,” he wrote, before taping a graph to the memo 
(Figure C.1).
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What, exactly, do we have here? We have a country in stagnant decline 
relative to “the West,” which is itself defined as a relentlessly upward 
sloping line of increasing individual wealth and well-being that proceeds 
without setback infinitely into the future. To reverse its fall behind the 
West, this country’s government must confront a seeming paradox and 
explain it to its people: as a means of reversing its decline vis-à-vis “the 
West,” the government must first implement a period of “stabilisation” in 
which living standards would decline and the country would fall further 
behind the West for years on end. “Stabilisation is the difficult bit,” 
Hoskyns wrote, unknowingly summarizing the entirety of this book in 
one short sentence. “There is likely to be a noticeable J-curve effect over 
the first 2 or 3 years, when economic deterioration, as judged by the tradi-
tional indicators—growth, unemployment, inflation—will all look worse 
than they did in 1978/9.” This would make the politics of implementing 
stabilization treacherous, but if the country wanted to remain a signifi-
cant force in the world, it could not be avoided. “The alternative,” he con-
cluded, “is to continue to drop slowly out of the Western world in political, 
social, and military terms.”7

This was the politics of breaking promises in a single graph, and now 
that we have reached the end of this study, we can see that its dynamics 
were hardly confined to Thatcherite Britain. We need only change the years 
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Figure c.1 John Hoskyns’s vision of the politics of breaking promises.
Reformatted from John Hoskyns, “Government Strategy,” June 12, 1979, PREM 19/24 f11, Margaret Thatcher 
Foundation, Thatcher MSS (digital collection), accessed December 14, 2017, https://www.margaretthatcher 
.org/document/115016.
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along Hoskyns’s x-axis, the currency along his y-axis, and the country of 
his concern to describe the central dilemmas of many governments in the 
late Cold War. This was the situation Paul Volcker faced when he put mil-
lions of Americans out of work and caused thousands of bankruptcies in a 
bid to revive the US economy and renew the United States’ preeminent po-
sition in the world. This was the situation Edward Gierek faced in 1980 
when his attempted price increases spurred the formation of Solidarity. 
And this was the situation Polish and Hungarian leaders faced in 1987 and 
1988 when they decided to liberalize their political systems as a means of 
gaining their societies’ acceptance of austerity.

Most of all, this was the situation Mikhail Gorbachev faced when he 
walked into the Kremlin on March 11, 1985, as the new general secretary of 
the Communist Party of the Soviet Union. What was perestroika if not an 
economic reform program that aimed to reverse the Soviet Union’s relative 
decline vis-à-vis “the West” in order to avoid the alternative of continuing 
“to drop slowly out of [or, in Gorbachev’s case, behind] the Western world 
in political, social, and military terms”? Gorbachev did not need to attempt 
reform in the Soviet Union. As many historians have stressed, the country 
could have gone on for many years persisting in stagnation. But once he 
did initiate reforms, Gorbachev’s ultimate failure—and the source of the 
Soviet Union’s economic and geopolitical collapse—lay precisely in the fact 
that he was never willing to tolerate a J curve in the Soviet Union’s for-
tunes. First for reasons of ideology and domestic politics, he was unable to 
carry out the politics of breaking promises at home and instead lost control 
of the Soviet economy. Then, by 1990, when he recognized that a substan-
tial J curve was unavoidable, he surrendered the Soviet Union’s military 
position on German soil to save hard currency, gain access to Western cap-
ital, and soften the domestic blow of the J curve to come.

Indeed, in Gorbachev’s story, we can see that the pressure to break 
promises drove political and ideological change in the late Cold War in 
two distinct ways. First, a series of political and diplomatic events that 
were vital developments in the end of the Cold War were by-products of 
communist leaders’ desire to lessen the severity of breaking promises at 
home or avoid breaking promises altogether.

The changes in Soviet foreign policy that contributed to the end of the 
Cold War should be understood in these terms. The Kremlin’s desire after 
the oil crisis to lessen the material burden of its empire and its growing 
desire to lessen the burden of the arms race were both born of this 
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inclination and reached their zenith under Gorbachev. His bold nuclear 
arms diplomacy and repeal of the Brezhnev Doctrine in 1986, his willing-
ness to accept the highly asymmetric Intermediate-Range Nuclear Forces 
(INF) Treaty in 1987, his announcement of a unilateral withdrawal of So-
viet forces from Eastern Europe at the United Nations in 1988, his accep-
tance of noncommunist governments in Eastern Europe in 1989, and his 
agreement to German unification on Western terms in 1990 were all at-
tempts to cut back Soviet guns (and subsidized energy deliveries) to give 
the Soviet people more butter. Gorbachev thought that if he could free the 
Soviet Union from the burden of arms and allies, perhaps he would not 
have to break promises to his people. His success in breaking free from 
these burdens was at best partial (as one would expect in the face of the 
formidable entrenched interests confronting him), but it was the desire to 
break free of the material burden of arms and allies that motivated the sig-
nature developments in Soviet foreign policy on the road to the end of the 
Cold War.

The political side effects of efforts to avoid broken promises were hardly 
confined to the Kremlin. The desire to avoid or lessen economic discipline 
also contributed, in fundamental ways, to the shape of events in Eastern 
Europe. Most fundamentally, of course, Eastern European leaders’ stead-
fast determination to avoid breaking promises was the original source of 
the bloc’s financial dependence on Western governments and global cap-
ital markets after the 1973 oil crisis. We have seen how this dependence 
produced specific and decisive political changes during the Cold War’s 
endgame. It was Wojciech Jaruzelski’s desire to regain access to hard cur-
rency that contributed to his decision to declare a general amnesty and set 
Solidarity’s leadership free in September 1986. It was Miklós Németh’s de-
sire in late 1988 to find cuts in the Hungarian budget that would not harm 
living standards that drove him to order the removal of the “Iron Cur-
tain” fence separating Hungary from Austria. It was Egon Krenz’s desire 
to avoid domestic austerity that contributed to his reluctance to use vio-
lence against the East German people and drove his attempt to exchange 
the opening of the Berlin Wall for West German hard currency. And it 
was Gorbachev’s desire to lessen the hardship of the Soviet Union’s coming 
transition to a market economy that drove him to accede to German uni-
fication on Western terms and ask for billions of dollars and deutsche 
marks in return. Thus, out of a fear of implementing Hoskyns’s J curve or 
a desire to lessen the dip of the J, communist leaders of the Eastern Bloc 
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slowly relinquished their coercive hold on the populations of Eastern Eu-
rope and, bit by bit, set the stage for the stunning events of 1989 and 1990.

Second, if attempts to avoid the politics of breaking promises drove im-
portant political and diplomatic change in the late Cold War, attempts to 
confront the politics of breaking promises drove political and ideological 
change of an even greater magnitude. Confronting the challenge of 
breaking promises meant actually revising the postwar social contract, 
and such revisions needed to be justified in ideological terms to domestic 
political constituencies. Breaking promises therefore required ideological 
and domestic political change. As Hoskyns wrote to Thatcher, “We are 
dealing with social systems, not mechanical ones. . . . Government there-
fore has to persuade people to think and feel differently, before the be-
havior of the system can change.”8 Gorbachev would have agreed with 
that sentence verbatim (with perhaps, in his early years as general secre-
tary, the single change of “government” to “the party”), and he expressed 
much the same sentiment in regard to perestroika on numerous occasions. 
Paul Volcker also would have agreed that Hoskyns’s sentiment precisely de-
scribed the nature of his quest to use monetarism to defeat Americans’ infla-
tionary expectations, and Ronald Reagan would have concurred that it 
summarized quite nicely the goals of his bid to revive American economic 
growth through supply-side economics and launch a revolution in Ameri-
cans’ views of the role of government. Finally, Wojciech Jaruzelski would have 
agreed that “changing the behavior of the system” was precisely his goal when 
he launched the Polish roundtable. All these efforts were attempts to change a 
prevailing political or ideological system in order to justify and rationalize 
broken promises. Therefore, even as important political change emerged from 
attempts to avoid the politics of breaking promises, the most fundamental 
and lasting changes in the political and ideological currents of democratic 
capitalism and state socialism emerged from attempts to confront it.

Hoskyns’s J curve also allows us to specify the exact ways three very 
important groups of actors—Western governments and international  
institutions, global capital holders, and the people of the Eastern Bloc—
influenced the end of the Cold War. This book made clear at its outset that 
the last two decades of the Cold War really operated as a privatized Cold 
War in which both state and nonstate actors controlled nation-states’  
access to energy and finance. Over the subsequent pages, we saw that 
Western governments and international institutions like the International 
Monetary Fund (IMF) had no influence over communist countries as long 
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as global capital holders maintained confidence in those countries. Only 
when communist governments faced the imminent threat of losing access 
to private capital, or had already lost it completely, were Western govern-
ments and international institutions able to wield power and influence.

This is what made the capitalist perestroika so important. Throughout 
the 1970s, global capital holders were willing, indeed eager, to provide vir-
tually limitless amounts of capital to the Eastern Bloc, leaving Western 
governments and international institutions with little power in the region. 
Only the potent combination of the Volcker Shock, the Reagan financial 
buildup, and the Polish Crisis caused global capital holders to question 
their lending to sovereign borrowers in general and to the communist 
world in particular. And after Western policy makers unwound the East-
West interdependence of the 1970s, the potential for Western leverage over 
the Eastern Bloc emerged. The communist world did not permanently lose 
access to global capital markets after the early 1980s, but never again did it 
receive the unquestioning allegiance of global capital holders. This made 
future losses of market confidence, and thus future moments of leverage 
for Western governments and international institutions, inevitable.

The same forces that weakened the Communist Bloc’s standing on 
global capital markets renewed the United States’ preeminent position in 
the international system. Paul Volcker’s choice to impose Hoskyns’s J 
curve on the American population was the key act of renewal for the 
structural power of the United States in the international system in the 
postwar period. Volcker’s willingness to impose unprecedented economic 
discipline on the American people showed global capital holders that 
American policy makers could and would ultimately protect the interests 
of capital over the interests of labor. In return, they rewarded American 
policy makers and citizens with a deluge of capital inflows that erased the 
United States’ choice between guns and butter, renewed American pros-
perity, worsened inequality, and underwrote the projection of American 
power abroad. The two facts that have allowed the United States to re-
main hegemonic in the international system since 1980—the US dollar’s 
undiminished role as the world’s reserve currency and the United States’ 
ability to run virtually continuous budget and current account deficits for 
forty years—are both results of the confidence Volcker gave global capital 
holders that their money was safe in American hands.

Ronald Reagan was the inaugural beneficiary of this new and unfore-
seen configuration of American global power. The combination of Volcker 
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and Reagan’s policies had enormously detrimental consequences for many 
groups both within the United States and abroad, most significantly Amer-
ican workers and the nations of the Global South. But they served three 
constituencies in the United States enormously well: consumers, the wealthy, 
and the government. The financial buildup that began under Reagan’s tenure 
funded both the largest tax cuts and the largest peacetime military buildup 
in the nation’s history. Given the complex interplay of economic, political, 
and ideological forces discussed in this book, it would be both absurd and 
highly simplistic to suggest, as some popular lore has it, that the Reagan 
military buildup ended the Cold War by bankrupting the Soviet Union. 
But we can also see that Reagan’s renewal of American military power in 
the 1980s produced its intended effect: to make clear to Soviet leaders that 
they could not match the bountiful material resources at Washington’s 
disposal for pursuit of the arms race and would be better off seeking its end.

The fact that the immense resources at Reagan’s disposal were not, as he 
liked to conclude, the product of a newly entrepreneurial American capi-
talism reinvigorated by supply-side incentives, but were instead the result 
of an increasingly globalized capitalism supercharged by the free flow of 
capital around the world, took nothing away from their potency. Indeed, 
by getting Japanese, West German, and Arab investors to pay for the devel-
opment of the next generation of American military power indirectly 
through debt markets, Volcker and Reagan unwittingly accomplished a 
feat Soviet leaders were never able to achieve: getting their empire to pay 
for itself. After 1980, the American empire became an enormous material 
asset to Washington, while the Soviet empire remained an enormous ma-
terial burden on Moscow. This disparity created a gaping imbalance of 
power between Washington and Moscow that was not just a matter of scale 
but also of form. Washington not only had more hard economic and mili-
tary power than Moscow, but it also had allies that were materially integral 
to sustaining the projection of that power. A great deal about the subse-
quent collapse of the Soviet empire and the persistence of the American 
empire stems from this foundational difference in imperial form.

For a time, communist countries also benefited from the free flow of 
surplus capital around the world in the 1980s. The unexpected connection 
unearthed in these pages between the goulash of János Kádár’s commu-
nism in Hungary and the yen of Japanese investment houses in Tokyo 
bears witness to this fact. But communist states eventually lost access to 
global capital markets, and in these moments, Western governments and 
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international institutions gained the power to influence their fate. This 
power came in two forms. First, through what I have called “the power of 
omission,” Western governments and international institutions withheld 
money from communist governments to force them to undertake do-
mestic economic or political reforms. This was the essence of the power of 
the US government and the IMF in Poland and Hungary beginning in 
1986 and 1987, the nature of the West German government’s power over 
the GDR beginning in October 1989, and the motivation behind the US 
government’s refusal to grant the Soviet Union large-scale financial aid in 
the spring and summer of 1990. By withholding communist states’ access 
to both public and private capital, Western governments and the IMF 
forced them to confront Hoskyns’s J curve and the treacherous political 
and ideological questions that came with that confrontation.

Second, through a form of power that is something closer to rewarding 
good behavior, Western governments granted communist governments 
money that allowed them to avoid or soften the blow of breaking promises 
in return for political and diplomatic concessions. This was, in fact, a tool 
that only the West Germans used on two important occasions. First, in 
August 1989 they granted Miklós Németh a DM 500 million loan and 
gave him broader assurances of economic support in return for his deci-
sion to let East German refugees amassed in Hungary leave for the West 
through Austria, striking a fatal blow to the viability of the GDR. And 
second, they offered Gorbachev a DM 5 billion loan and broader economic 
assurances in 1990 in return for his cooperation on German unification 
and accession to NATO, sealing the fate of German unity on Western 
terms. The evidence suggests that both Németh and Gorbachev made 
their decisions before reaching out to the West Germans. But it also makes 
clear that both governments stood on the precipice of losing access to 
global capital markets. Each man’s primary concern was softening the 
coming blow of Hoskyns’s J curve on their own population, and they 
knew that West German financial support could play a crucial role. Bonn, 
in turn, recognized the decisiveness of its financial support and was happy 
to help both leaders ease their domestic troubles if they granted signifi-
cant political concessions in return.

In sum, we can see that a broad array of Western actors—governments, 
international institutions, and global capital holders—had a profound 
causal influence on the end of the Cold War. Scholars have long been re-
luctant to identify any significant Western role in bringing about the 
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collapse of communism and the Cold War’s end, usually because those 
who did claim a decisive Western role used that version of history to per-
nicious ends in the post–Cold War world. But identifying instances of de-
cisive Western power need not equal endorsement of that power’s use. 
Indeed, the most strident critiques of American, Western, or capitalist 
power are built on an understanding that Americans, Westerners, and 
capitalists are all too capable of producing results in foreign countries, not 
that they are more impotent than commonly thought. In addition to en-
hancing our empirical understanding of how the Cold War actually 
ended, this book allows us to make such an analytical move. We can iden-
tify the full scale, scope, and nature of American, Western, and capitalist 
power in the international system during this period without automati-
cally endorsing it.

It should also be made clear, however, that there were no straight lines 
of influence from the halls of Western power to events in the Eastern Bloc. 
This book is emphatically not a story of how a quiet cabal of Wall Street 
financiers, secretive international institutions, and Western finance min-
istries magically and purposefully brought communism to its knees, nor 
is it a recommendation that financial coercion works at all times and in all 
places. Like the idea that the Reagan military buildup single-handedly 
ended the Cold War, we can see that the complex interplay of economic, 
political, and ideological forces at play in both the East and the West would 
make such claims highly simplistic and absurd. But this is a story of how a 
conjuncture of pressures—sometimes purposeful, sometimes not; some-
times coordinated, sometimes not—emanated from Western governments, 
international institutions, and global capital holders to slowly winnow the 
choices available to Eastern Bloc leaders. And through their incomplete 
patchwork of intentions, purposes, and coordination, Western actors 
played a substantial part in ending the Cold War.

But only a part. Western actors could force communist leaders to con-
front the politics of breaking promises, but only the people of the Eastern 
Bloc could make that confrontation a torturous, and ultimately fatal, polit-
ical process for them. If the Soviet, Polish, Hungarian, and East German 
people had accepted economic discipline as passively (relatively speaking) 
as the American or British people did, there would be no collapse of com-
munism and end of the Cold War to speak of. Once again, Hoskyns’s J curve 
helps us pinpoint exactly when and why popular resistance proved decisive. 
Hoskyns wrote in his memo that implementing his period of stabilization 
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would depend on the population having “confidence about the future” so 
they would be willing “to make present sacrifices for future benefits.”9

This confidence—not just in the future but also in their government—
was precisely what was lacking among the populations of the Eastern 
Bloc. It is why their moments of mass activism began exactly when their 
governments asked them to “make present sacrifices” in return for “future 
benefits.” The Polish working class, of course, set the standard for the 
whole bloc, and its revolts against austerity in 1970, 1976, 1980, and 1988 
were the principal reason communist governments were never able to suc-
cessfully implement the politics of broken promises. Solidarity’s bold 
emergence and brave persistence sent a message far beyond Poland’s bor-
ders about the political consequences of economic discipline. Working-
class resistance was not as strident in other Eastern Bloc countries, but it 
did not need to be. Communist leaders in other countries feared that their 
own version of the Polish Crisis lurked behind any attempt to impose aus-
terity at home.

Ultimately, Eastern Bloc peoples would not accept economic discipline 
unless it came from “their” government, as Rakowski concluded in 1989, 
and both the people and the communist leaders knew that whatever bond 
they might once have shared had long since been lost. Reestablishing that 
bond so that the state could implement the politics of breaking promises 
was the reason communist governments democratized themselves in the 
late 1980s. Thus, we can conclude that the peoples of the bloc played an 
essential and—given the formidable forces of violent repression arrayed 
against them—heroic role in creating their own future.

That conclusion coexists uneasily, however, with another one we must 
draw. It was common, in the euphoric moments of 1989 and its immediate 
afterglow, to think that the fall of communism and the birth of electoral 
democracy in the former Eastern Bloc signaled the dawn of a new era of 
popular sovereignty and self-determination for the peoples of the region. 
Rakowski’s diary entry about the Polish people’s feeling that at last they 
had “their” government in Warsaw attests to this sentiment. But this book 
has shown in detail that the government the Polish people thought was 
theirs was not theirs alone. It was, instead, a servant of two masters: the 
people and the market, or, if you like, capital and labor. From the pre-
ceding pages, we can see that one of the central contradictions—perhaps 
the central contradiction—of the collapse of communism was that the 
seat of government was returned to the people only so that their power to 
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resist the government could be transcended. The end of the Cold War, we 
must conclude, was the moment in which the people’s power peaked and 
the moment in which it was overcome.

This contradiction was hardly confined to the collapsing states of the 
Eastern Bloc. Every government that lived on credit after the oil crisis—
which, as we have seen, was most of them—was beholden to the twin mas-
ters of global capital and their own people, and this set distinct limits on 
the domestic policies they could pursue. Britain’s IMF crisis in 1976, the 
Federal Reserve’s fight to save the US dollar from 1978 onward, Mitter-
rand’s U-turn in France in 1982, and the countless structural adjustment 
programs imposed on the debtor countries of the Global South throughout 
the 1980s testify to these limits.

At its foundation, this book offers a structural explanation for the 
growing dependence of governments across the Global North on finance 
after the oil crisis of 1973: even though the world economy stopped growing  
at its exceptional postwar rate around 1970, people’s expectations of so-
cial and material progress did not. The politics of making promises re-
mained far more popular and easy than the politics of breaking them, and 
governments found in finance capital a lifeline that made making prom-
ises still possible. The impulse to continue making promises was a per-
fectly natural, even noble, inclination on the part of governments, but it 
inevitably added a new counterparty—global capital holders—to the so-
cial contract between citizens and their states. As the relationship between 
citizen and state increasingly became mediated by borrowed capital, it is 
hardly surprising that it also morphed over time into a relationship be-
tween debtors and creditors, with the state—democratic or otherwise—
mediating the relationship between the two. Nor is it surprising that the 
state slowly dropped its commitments to protecting the interests of labor 
and replaced them with commitments to protect the interests of capital. 
Neoliberalism—the governing ideology of capital, if nothing else—rose in 
the late twentieth century because nation-states’ dependence on finance 
capital to fulfill their social contracts rose as well.

It would be a mistake, however, to leave our explanation of the rise of 
neoliberalism there, as a story of capitalists accumulating more capital on 
account of the oil crisis and using that capital to impose their interests on 
the rest of the world. This book has also shown that neoliberalism rose 
because it proposed a relatively attractive ideological vision that promised 
to meet the governing challenge posed to both East and West by the oil 

 EBSCOhost - printed on 2/8/2023 2:38 PM via . All use subject to https://www.ebsco.com/terms-of-use



346  T H E  T R I U M P H  O F  B R O K E N  P R O M I S E S

crisis: how to justify in political terms and achieve in economic terms the 
transition from industrial stagnation to postindustrial modernity.

What was that vision? Hoskyns, again, put it right down on his page in 
words that shock our retrospective eyes. “Everyone knows that the UK eco-
nomic problem is one of structural fatigue,” he wrote. “What is really needed 
is 10 years of vulgarly pro-business and pro-industry policies.” Those policies 
would include “zero, or near-zero inflation,” “reductions in Government’s % 
of GNP,” “the restoration of personal incentives,” “freeing up the labour 
market,” and, perhaps most importantly, “a profound cultural change” in at-
titudes toward wealth. “Fashion follows money,” he told the cabinet. “As the 
American academic said at the end of his lecture, ‘Don’t clap. Throw dol-
lars!’” Previous governments, Hoskyns maintained, had been “constrained 
by union power in industry and the prevailing egalitarian mood.” Only if the 
government broke the unions’ grip and made the private sector “a better way 
of accumulating personal capital” would the country’s economic fortunes 
turn around. He hoped such a change in cultural sentiments could happen 
quickly but admitted that “it probably won’t happen until managers [in the 
private sector] are so prosperous and so lightly taxed that they begin to at-
tract the attention of other parts of the population.” Changing the public’s 
negative perceptions of vast wealth and high inequality was the key. Once 
the country overcame its “traditional British hang up—the lurking fear that 
a few individuals might make a lot of money,” Hoskyns assured the cabinet, 
“a lot of good things will start happening.”10

The reason we know that the global spread of this vision—as neoliberal 
as any ever put to paper in a practical governing document—was not only 
the result of capitalists’ pressure on societies is that similar sentiments 
were soon being expressed on the other side of the Iron Curtain. Until the 
late 1980s, the Soviet Union had no significant dependency on Western 
capital and remained the bastion of Marxist-Leninist resistance to capi-
talist exploitation. And yet, as this book has shown, Soviet officials often 
lamented the “structural fatigue” of their industrial economy and the 
“egalitarian mood” of their population. They too wrestled with how to 
restore personal incentives to work, reduce the state’s role in the economy, 
free up the labor market, and close down unprofitable enterprises. They 
too settled on a form of “Don’t clap. Throw rubles!” as their motto and 
increasing inequality as their method. And they were not alone. It was the 
Hungarian communist leader Károly Grósz, an admirer of Thatcher, who 
put the prevailing view most bluntly. “Marxism has never accepted 
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egalitarianism, but rather the postulate of equal opportunity,” he said in 
1986. “This postulate takes into account, in all respects, the possibility of 
considerable inequality. . . . Equality has never been and cannot be a fea-
ture of socialism.”11

This turned the race to make promises that started the Cold War on its 
head. Far from debating how much economic equality and security would 
produce the most social progress, the countries of the East and West now 
found themselves debating how much economic inequality and insecurity 
would launch a new golden era. Just as in the race to make promises, their 
differences of degree were substantial, but they were not differences in 
kind. Far from racing to make promises, the two sides were now racing to 
break them.

Communism, however, made no sense in an era of breaking promises. 
The party could claim no special right to rule if it was just going to be any 
empty vessel for the allocation of the market’s punishments and rewards. 
Neoliberalism suffered from no such quandary. Not only did it seek to 
turn the state into as much of an empty vessel as possible for the market’s 
provision of luxury and anguish, but it went further. As Hoskyns’s words 
make clear, neoliberals sought to use the state to actively advance the in-
terests of the wealthy few, all while justifying this pursuit in a lexicon of 
political and economic freedom. The collapse of communism and the rise 
of neoliberalism were thus two sides of the same ideological coin, the coin 
that governments use to justify the role they choose in mediating the rela-
tionship between their citizens and the economy.

We can close this book with one final observation about the legacy of 
broken promises for the world we currently inhabit. It comes in the form 
of yet another comment on Hoskyns’s graph. A keen observer will have 
noticed that the countries that go through his J curve of broken promises 
do not actually catch back up to the skyrocketing trajectory set by the 
postwar West. Their wealth and well-being slowly increase, but they for-
ever remain in the shadow of that postwar Western line, which sprints off 
inexorably into a future of ever-increasing material and social progress.

That disparity is an apt indication of both the exceptional nature of  
the postwar period through the early 1970s and the mounting challenges 
of political and economic life in our own time. There is, in the end, no 
actual place called “the West.” It is, instead, the term used to signify ex-
pectations of eternal progress. The uniqueness of the postwar period until 
1973—indeed, the uniqueness of the race between democratic capitalism 
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and state socialism to make promises in the first half of the Cold War—
was that for a brief moment in both East and West, there was no disparity 
between their line on Hoskyns’s graph and the Western one, no daylight 
between many of their citizens’ expectations and lived experience. At the 
significant price of racial and gender hierarchy in the West and authori-
tarian rule in the East, governments were able to promise at least their 
white men a better life and deliver on that promise almost as fast as those 
men could imagine what a better life was.

The economic turmoil of the 1970s swept away that neat alignment be-
tween promises and expectations, and we now live in a world forever in its 
shadow. In the wake of the wave of broken promises that swept the world 
in the late twentieth century, economic growth continues. But it is accom-
panied by vast wealth inequality that destabilizes our politics and envi-
ronmental exploitation that destroys our planet. How we can achieve a 
world in which states sustainably keep their promises to all their citizens 
is the vital question that arises after broken promises have triumphed. It is 
the question that defines our time.

 EBSCOhost - printed on 2/8/2023 2:38 PM via . All use subject to https://www.ebsco.com/terms-of-use



N O T E S

Introduction

1	 “In Today’s Mail,” Magyar Nemzet, December 15, 1989, 6, translated in Joint Publica-
tions Research Service, Eastern Europe (JPRS-EER), JPRS-EER-90-005, 28–29.

2	 “In Today’s Mail,” 29.

3	 Although I refer throughout this book to “the Cold War” and “the end of the Cold 
War” writ large for narrative purposes, I am confining my analysis to the Cold War in what 
is now called the Global North, formerly referred to as the First and Second Worlds or the 
Eastern and Western Blocs. In the interest of narrative, I also use terms such as “democratic 
capitalism” and “state socialism,” “industrialized nations of the West” and “state socialist 
countries of the East,” “Western Bloc” and “Eastern Bloc,” and “Western welfare states” and 
“state socialist states” throughout the text. I do so with the recognition that there was a 
great deal of variation within “the West” and “the East” and that any term such as “welfare 
state,” “democratic capitalist,” or “state socialist” presupposes certain characteristics about 
nation-states within each bloc that were present in highly varying degrees in each state. This 
book, however, is primarily interested in comparing the experience of the two blocs—i.e., 
the Global North—in the world economy of the 1970s and 1980s, so terms that signify what 
united the two blocs or distinguished the two blocs from each other will have to be used.

4	 Kenneth Rogoff, The Curse of Cash (Princeton, NJ: Princeton University Press, 2016), 119.

5	 Paul Volcker and Toyoo Gyohten, Changing Fortunes: The World’s Money and the 
Threat to American Leadership (New York: Times Books, 1992), 166.

6	 Within the voluminous literature on neoliberalism, some of the most important 
works are David Harvey, A Brief History of Neoliberalism (Oxford; New York: Oxford Uni-
versity Press, 2005); Quinn Slobodian, The Globalists: The End of Empire and the Birth of 
Neoliberalism (Cambridge, MA: Harvard University Press, 2018); Philip Mirowski and 

 EBSCOhost - printed on 2/8/2023 2:38 PM via . All use subject to https://www.ebsco.com/terms-of-use



350 Notes to Pages 3–3

Dieter Plehwe, eds., The Road from Mont Pèlerin: The Making of the Neoliberal Thought 
Collective (Cambridge, MA: Harvard University Press, 2009); Johanna Bockman, Markets 
in the Name of Socialism: The Left-Wing Origins of Neoliberalism (Stanford, CA: Stanford 
University Press, 2011); Daniel Rodgers, Age of Fracture (Cambridge, MA: Harvard Univer-
sity Press, 2011); Angus Burgin, The Great Persuasion: Reinventing Free Markets since the De-
pression (Cambridge, MA: Harvard University Press, 2012); Daniel Stedman Jones, Masters 
of the Universe: Hayek, Friedman, and the Birth of Neoliberalism (Princeton, NJ: Princeton 
University Press, 2012); Wendy Brown, Undoing the Demos: Neoliberalism’s Stealth Revolu-
tion (Cambridge, MA: Harvard University Press, 2015); Wolfgang Streeck, Buying Time: 
The Delayed Crisis of Democratic Capitalism, 2nd ed., trans. Patrick Camiller and David 
Fernbach (London: Verso, 2017); Leo Panitch and Sam Gindin, The Making of Global Capi-
talism: The Political Economy of American Empire (London: Verso, 2012); Julian Germann, 
Unwitting Architect: German Primacy and the Origins of Neoliberalism (Stanford, CA: Stan-
ford University Press, 2021); and Thomas Piketty, Capital in the Twenty-First Century (Cam-
bridge, MA: The Belknap Press of Harvard University Press, 2014).

7	 Two notable exceptions to this are Charles Maier and Stephen Kotkin. This book 
is highly indebted to their numerous calls over the past three decades to see capitalism 
and communism in comparative perspective. Among many examples, see Charles S. Maier, 
“The Collapse of Communism: Approaches for a Future History,” History Workshop, no. 31 
(Spring 1991), 34–59, and Stephen Kotkin, “The Kiss of Debt,” in The Shock of the Global: The 
1970s in Perspective, ed. Niall Ferguson et al. (Cambridge, MA: Harvard University Press, 
2010), 80–96. See also Odd Arne Westad, The Cold War: A World History (New York: Basic 
Books, 2017), and Giovanni Arrighi, “The World Economy and the Cold War, 1970–1990,” 
in The Cambridge History of the Cold War, vol. 3, ed. Odd Arne Westad and Melvyn Lef-
fler (Cambridge: Cambridge University Press, 2010), 23–44. Other scholars have also ably 
investigated the economic history of Eastern European socialist states. See Angela Romano 
and Federico Romero, eds., European Socialist Regimes’ Fateful Engagement with the West: 
National Strategies in the Long 1970s (New York: Routledge, 2021); Randall Stone, Satel-
lites and Commissars: Strategy and Conflict in the Politics of Soviet-Bloc Trade (Princeton: 
Princeton University Press, 1996); Ivan Berend, From the Soviet Bloc to the European Union: 
The Social and Economic Transformation of Central and Eastern Europe since 1973 (Cam-
bridge: Cambridge University Press, 2009); Kazimierz Poznanski, Poland’s Protracted Tran-
sition: Institutional Change and Economic Growth (Cambridge: Cambridge University Press, 
1996); André Steiner, The Plans That Failed: An Economic History of the GDR (New York: 
Berghahn Books, 2010); Jonathan Zatlin, The Currency of Socialism: Money and Political 
Culture in East Germany (Cambridge: Cambridge University Press, 2007); and Attila Mong, 
Kádár Hitele (Budapest: Libri Kiadó, 2012).
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