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FOREWORD
By Senator Robert F. Bennett

Russia’s economy has rebounded significantly since the crisis of
1998. Economic growth has resumed, unemployment has fallen,
and production, consumption, and investment have all expanded.
At the same time, Russia has initiated a series of promising eco-
nomic reforms, including strengthening its banking system and en-
acting fundamental tax reform.

These improvements illustrate Russia’s potential for a strong eco-
nomic future. At the same time, memories of past economic difficul-
ties demonstrate the risks that Russia faces if its reforms do not
succeed.

Russia’s economic future is of great importance to the United
States. To assist American citizens and policymakers in thinking
about that future, I asked the Congressional Research Service to
commission a collection of expert reports on the Russian economy.
The resulting reports review the recent history of the Russian econ-
omy, analyze current policy issues, and consider possible futures.

The reports were prepared by experts—in academia, the private
sector, and government—who represent a wide diversity of profes-
sional perspectives on the Russian economy. The reports thus re-
flect a broad range of opinions on the challenges and opportunities
before Russia. The views and conclusions in these reports are those
of their authors, not those of the Joint Economic Committee or any
of its individual members.

I hope that these reports will contribute to our ongoing efforts to
understand the Russian economy. I thank the Congressional Re-
search Service for its efforts and the authors for sharing their ex-
pertise.
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HISTORICAL NOTE

This study belongs to the series of committee prints for the Joint
Economic Committee by the Congressional Research Service and its
predecessor, the Legislative Reference Service, dating back to the
1950s, on the economies of the Soviet Union and successor states,
the People’s Republic of China, and Central Eastern Europe. In No-
vember 1959, the Joint Economic Committee held a week of hear-
ings that highlighted the publication entitled Comparisons of the
United States and Soviet Economies. These hearings were a con-
tinuation of the committee’s past interest in this subject that had
resulted in the publication of two studies prepared for the commit-
tee by the Legislative Reference Service of the Library of Con-
gress—one, in 1955, entitled Trends in Economic Growth: A Com-
parison of the Western Powers and the Soviet Bloc, and the other,
in 1957, entitled Soviet Economic Growth: A Comparison with the
United States.

The first study on the People’s Republic of China, An Economic
Profile of Mainland China, was released in 1966, after the initi-
ation of the Cultural Revolution. The first volume on Central East-
ern Europe, Economic Development in Countries of Eastern Europe,
was released in 1970, following the Soviet invasion of Czecho-
slovakia. Other studies followed at regular intervals.

The most recent study in this long series was China’s Economic
Future: Challenges to the U.S. Policy, released in 1996. The most
recent study on Eastern Europe was East-Central European Econo-
mies in Transition, released in 1994, which was preceded by a two-
volume study, The Former Soviet Economies in Transition, released
in 1993.
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HIGHLIGHTS
By John Hardt!

The authors in this volume analyze the present state of the Rus-
sian economy and its future possibilities. Vladimir Putin has com-
mitted himself to economic reform in his 2 years as Russia’s presi-
dent. The opportunity for a transition to a democratic market econ-
omy is more likely now than at any previous time in Russian his-
tory. This volume explores the opportunities offered by this transi-
tion and the obstacles it faces, with particular reference to Putin’s
reform agenda. The main findings of the volume are as follows:

* Sustained economic growth will be crucial to all reform efforts.
Russia’s recent performance since its financial crisis in 1998
has been positive in terms of both its annual growth of gross
domestic product (GDP) and its balance of payments. Whether
this recent performance represents a new trend line of sus-
tained growth or is a part of a cyclical pattern of prosperity
and crisis remains unknown.

e Putin’s unfinished reform agenda features changes critical to
the development of a pluralistic market system under the rule
of law, such as the establishment of market-friendly adminis-
trative and judicial systems and the introduction of an effective
banking system. Bureaucratic inertia and lingering corruption
continue to hinder these reform efforts.

» Putin’s reform policies will be decisive only if they result in re-
distribution of political power that controls economic decision-
making along with revision of budgetary priorities. Restructur-
ing the power of Russian financial and governmental elites and
reducing populist subsidies will prove difficult, however, be-
cause that may erode Putin’s power and popularity.

* Russia’s economic competitiveness and growth potential would
be greatly enhanced by the breakup of monopolies in three key
sectors: energy, transportation and agriculture. Such reforms
are underway, but they have not been completed.

* Russia’s human capital has become a depreciating asset. With-
out appropriate legislation and budgets, Russia is facing a “de-
mographic and health meltdown.” Russia is not yet living up
to Putin’s commitments to the Russian people; welfare entitle-
ments, pension funds and education needs are all underfunded.

The path of Russia’s economic development will make a signifi-
cant difference to the United States. U.S. policy, in turn, will play
an important role in Russia’s future economic development.

1John P. Hardt, Senior Specialist in Post-Soviet Economics at the Congressional Research
Service, is author of the Highlights, the Overview and coordinator of the volume.
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Russia may become a major trading and investment partner
with the United States in spite of its modest bilateral trade
and investment in the past.

The United States may benefit from reduced Russian sale of
arms to countries who may be a threat to U.S. security inter-
ests.

U.S. support could facilitate Russia’s integration into the glob-
al economy and its eventual accession to the World Trade Or-
ganization in spite of the noncompetitive nature of most Rus-
sian enterprises and strong protectionist sentiments.

The United States may take an effective lead in helping Russia
manage its external debt burden, even though the majority of
its external debt is held by other countries.



OVERVIEW
By John Hardt!

Russia’s uncertain economic future is of special concern to U.S.
as well as Russian policymakers. This was highlighted by the
Bush/Putin Summit in Washington, DC, and Crawford, Texas, No-
vember 13-15, 2001, as Putin moved to align Russia more closely
with the western market economies.2 The range of possible eco-
nomic developments in Russia is greater now than in the past.

This volume includes articles that present four approaches to the
overarching question: Where is the Russian economy going?

» A discussion of Russia’s past performance and insights for fu-
ture growth. Is extrapolation of Russian past economic perform-
ance useful for projecting Russia’s economic future? Will current
opportunities for improved growth lead instead, as in the past,
to economic crises?

* A discussion of the reform policy issues that challenge the
leadership of President Vladimir Putin to make choices that
may determine economic governance in Russia. What policy de-
cisions would best advance the reform agenda and the nec-
essary redistribution of power and financial resources? Will
Putin prove to be an effective democratic reformer or yet another
promoter of strong state power?

» A discussion of the range of possible outcomes for long-term de-
velopment of Russia’s political and economic system. Is Russia
likely to abandon its historical pattern of autocratic governance
in favor of the western model of democracy and market econ-
omy? Is either of these antithetical outcomes inevitable or sub-
Ject to change?

* An assessment of U.S.-Russian economic issues that materially
affect U.S. interests. Does it make a significant difference to the
United States how Russia develops economically? Can and
should the United States influence or effectively manage the
outcome?

This volume is divided into four sections: past performance and
insights for future prospects; Russia’s economic challenges; long-
term prospects for Russia’s economic governance; and Russia’s eco-
nomic future and U.S. interests. What follows is a summary of the
authors’ responses to the above questions, supplemented by com-
mentary provided by the volume’s coordinator. The contributors to

1John P. Hardt is a Senior Specialist in Post-Soviet Economics at the Congressional Research
Service. References to authors from the volume are made in the text of the Overview. References
to authors not in the volume are made in footnotes.

2 Communiqués of Washington/Crawford Summit, Washington File, State Department.
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this volume offer contrasting perspectives on these questions. They
consider that Putin turning out to be an effective reformer rather
than an authoritarian leader to be crucial to the development of
Russia’s economic future. While these contributions do not rep-
resent the views of the Congressional Research Service (which does
not take positions on public issues), nor necessarily of the Joint
Economic Committee of the U.S. Congress, they do reflect schools
of thought in the professional community in the United States and
abroad.

PastT EcONOMIC PERFORMANCE AND INSIGHTS FOR FUTURE
PROSPECTS

Past performance in quantitative terms is useful but not defini-
tive in understanding the past and in forecasting its future. While
progress in reform made in the early 1990s provided some expecta-
tion of improved growth, Russia suffered a severe recession from
1992 through 1998. By 1998 gross domestic product (GDP) was 70
percent that of 1992. After the financial crisis in 1998, Russia expe-
rienced unprecedented short-term economic growth, with real GDP
growth expected to reach 5 percent in 2001.

William Cooper, in his performance assessment, finds that mak-
ing accurate projections of Russia’s economic future is difficult:
“The current economic growth could be short lived but it has gen-
erated political support and thus presents President Putin and his
team with a ‘window of opportunity’ to promote economic reform.
The current upswing in economic growth is favorable but not suffi-
cient to assure sustained growth.”

RussiA’s EcoNOMIC CHALLENGES

Ben Slay reports: “Huge current account surpluses and unprece-
dented growth and reserves are welcome developments in the last
3 years. However, capital flight has not abated and foreign direct
investment that would help modernize and recapitalize Russian in-
dustry is conspicuously absent in Russia.” Ben Slay adds that large
capital flight and minuscule foreign direct investment mirror each
other as symptoms of failure of institutional reform in Russia.3 In
this context it may be just as difficult to substantiate that Russia
has “turned the corner” toward sustained economic growth and is
now a market economy as it was earlier to document that Russia
was a failing transitional economy.

Past performance shortfalls provide a road map for the difficult
reform path ahead. Future reform requires development of an in-
centive system, a working financial system, competitive enter-
prises, and adequate attention to the quality of life.

Russia’s current economic challenges are summarized in Putin’s
“unfinished agenda.” Slay argues, along with many other special-
ists, that only the radical reforms in the Putin agenda will be suffi-
cient to create a market-friendly system. While a turning point to-
ward development of a market system may be more likely than at

3 European Bank for Reconstruction and Development (EBRD), “Cross-Border Capital Flows,”
Transition Report Update, April 2001; John P. Hardt, Russia’s Economic Policy Dilemma and
U.S. Interests, CRS Report RL30266, January 23, 1999; Alexander Boulatov and Mark Silveira,
“Capital Flight and Foreign Direct Investment,” Working Paper, Washington, DC, August 2001.
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any time in Russian history, implementation of reform policies on
the Putin agenda can be decisive only if they result in redistribu-
tion of the political power that controls economic decisionmaking,
along with a revision of budgetary priorities.

Central to reform implementation, in the view of this report’s
contributors, will be the character of President Putin as a reformer.
President Putin has used his vision of Russia’s economic future as
the theoretical basis for his reform agenda. Putin’s vision is for
“rapid and comprehensive” institutional reform, to ensure that Rus-
sia will not fall further behind the developed countries in economic
performance. Putin, as an advocate of reform, has prescribed the
reform medicine favored by western economic specialists, but it re-
mains to be seen whether Putin, as President, administers this
medicine. By restructuring the power of Russian financial and gov-
ernment elites and reducing populist subsidies, Putin may erode
his own popularity and power. While many reforms may have an
immediate impact, the full benefits from successful reform may ac-
crue to Putin’s successors. If Putin is unable or unwilling to be
proactive on his reform agenda, then, in the view of Jonathan
Winer and Phil Williams, political elites will continue to dominate
the political and economic future of Russia.

Putin’s difficulty in supporting reform may be characterized as a
twofold dilemma arising from the necessity to bring about a redis-
tribution of power and a change in budgetary priorities. On the re-
distribution of power that is a prerequisite for reform, Putin has
the classic Machiavellian constraint that he must utilize the full
force of his leadership against the wishes of strong, entrenched op-
ponents because the proponents of change are weaker and less ar-
dent.

Budgetary priorities need to promote the market system rather
than cater to the state and political elites. Winer and Williams con-
sider the political elites satisfied that the fruits of reform and their
preferential share can be retained through the use of state power.

Putin, as a reformer, may have to effectively use his leadership
role to maintain both the elite and popular support needed for im-
plementing reform. For example, in restructuring Gazprom, the en-
ergy conglomerate, Putin may have to convince its administrators
and stockholders that being a global enterprise, and conforming to
the requirements of the world marketplace, would protect their
wealth and assure their future income, more than would retaining
their privileged domestic position under an autocratic model of gov-
ernance. Were Gazprom to become a model of corporate govern-
ance, the likely increase in wealth and profit for its shareholders
might influence other oligarchs to support infrastructure monopoly
reforms.

There are some recent indications that other enterprises may be
seeking profits instead of rents. Ben Slay notes that the consolida-
tion trend in industry has recently led many cash-rich enterprises
to raise the level of corporate governance in lossmaking enterprises
they have acquired. Responsiveness to market forces may thus be
seen as beneficial to some Russian industrial elites by assuring
protection of their wealth and prospects for profitability. Profit
seeking beneficial to the Russian economy as a whole may prove
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more favorable economically to some industrial elites than rent
seeking that only feathers their own nests.

In reducing subsidies to housing and utilities, Putin may need to
design a support program that does not sink Russian urban dwell-
ers further into poverty and generate opposition to reform but that,
instead, offers prospects for future improvement in the quality of
citizens’ lives. By developing a new social contract supporting edu-
cation and a meaningful social safety net, as suggested by Judyth
Twigg, Putin might generate more reform support from the devel-
oping middle class and the populace. Some need-based income
maintenance programs may be both economically and politically
more successful than traditional subsidies.

Without a proactive policy, the benefits of market transition to-
ward sustained economic growth are unlikely to be forthcoming.
There is uncertainty about implementation of reform in Russia be-
cause Putin must face difficult decisions that will involve political
risks and economic costs. Reform would reduce the direct political
and economic power of the financial and governmental elites, in-
cluding the Putin presidency. The marketplace, foreign investors
and government regulators would take over important economic de-
cisionmaking functions and change the basis for wealth accumula-
tion from political to economic criteria.

Even with more revenue in a growing economy, relative shares
of the budget would need to shift away from national security, po-
litically popular or populist subsidies, and debt servicing.
market-friendly budget would need to fund necessary reforms: a
new civil service, a working financial system, infrastructure im-
provement, and social welfare. These are both very costly and inim-
ical to the interests of the entrenched elites. Budget priorities that
favor the interests of the middle class and the populace as a whole
may gain broad support for reform over time, but reduction of pop-
ulist subsidies and uncertainty of future growth may lead to short-
term popular sentiments against reform.

REMOVING BARRIERS AND PROVIDING AN INCENTIVE SYSTEM

The authors in this section stress the importance of removing
barriers inherited from the previous Soviet system in order to as-
sure development of a market-based incentive system. In the in-
depth studies of Russian economic performance in the 1990s, Vin-
cent Palmeda and Bill Lewis conclude that the productivity poten-
tial of key sectors and the economy as a whole have been con-
strained by the lack of an incentive system.* Palmeda and Lewis,
in updating their assessment to 2001, conclude that with market-
oriented changes in economic institutions, Russia’s economy might
expect to sustain a GDP growth rate of 8 percent per annum.

In their essay, Paul Gregory and Wolfram Schrettl note that the
Russian economy denies itself the benefits of its full productive po-
tential by the lack of a market-friendly administrative system that
incorporates rule-of-law concepts, establishes property rights, and
enforces laws through a competent judicial system. Such an admin-
istrative reform would require a professional civil service. Gregory
and Schrettl opine that economic rationality should lead Putin to

4McKinsey Global Institute, Unlocking Economic Growth in Russia, October 1999.
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give priority to administrative restructuring and adequately re-
warding a new civil service in Russia as a condition for effective
reform. However, they are not optimistic that Putin will overcome
the political barriers to implementing these administrative reforms.
Winer and Williams are even more doubtful that the current ad-
ministrative system based on cronyism, crime and corruption will
change. The necessary reforms, they argue, “require Russia to un-
dertake steps that threaten those whose power depends on discour-
aging rule-of-law, including criminals, exploitative business persons
and corrupt bureaucrats.”

FINANCIAL REFORM: TAXES, BUDGETS AND BANKS

An efficient monetized economy is essential for operation of a
market economy. To promote these objectives, a variety of financial
reforms are required:

* Generation of sufficient tax revenue that may be used to fund
reform programs;

» A shift of budget priorities sufficient to promote market reform
initiatives; and

» Creation of banks that are attractive to savers and banks that
efficiently convert savings to investment.

According to Z. Blake Marshall, tax reform currently under way
will remove the onerous taxes of the past authoritarian command
economy and replace them with taxes that do not place undue bur-
dens on domestic and foreign enterprises. The new tax code, if fully
implemented, will go far toward encouraging a market-friendly sys-
tem.

Budgets have recently become important instruments of Putin’s
policymaking, according to James Duran. The current priority
budgetary outlays, however, do not support effective reform. Three
appropriations are scheduled to absorb the major share of the 2002
budget: external debt servicing, subsidies for holding down apart-
ment rents and utility fees, and defense spending. Duran says re-
form may not be implemented effectively without a radical change
in these budget priorities. Even if adequate expenditures for reform
are mandated, there may continue to be unfunded mandates be-
cause of the likely over-commitment of future budgets and the con-
tinuing pressures toward funding traditional claimants.

On the issue of debt servicing, Putin accepted in 2001 the foreign
creditors’ requirement that debt be fully serviced. External debt
servicing will peak in 2003 and continue at a high level thereafter
unless Russia receives major debt relief.

Closing down popular subsidies for holding down rents and util-
ity fees is proving to be politically difficult, as indicated by current
parliamentary debates. Putin’s civilian budget policy may be
doomed to a robbing Peter to pay Paul policy of partially funding
reform-related programs.

In the area of defense spending, Russia continues to allocate a
higher percentage of GDP than any NATO countries, and spends
more in absolute terms than all NATO countries except the United
States, according to Christopher Hill. Under current defense plans,
maintaining and developing some new weapon systems and
downscaling military manpower will require additional spending.
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Hill states that in order to re-emerge as a modern and powerful
presence on the world scene by 2010, total defense spending needs
to increase by about 3.5 percent per annum in terms of real in-
crease in GDP. Other Russian defense economic specialists say that
fulfilling Putin’s defense policy requirements for the decade will re-
quire defense spending increases that exceed the rate of GDP
growth.5 Still other analysts do not see that increasing defense
spending necessarily reduces civilian allocations to meet reform
needs. They believe that Russia can establish market conditions in
its civilian economy that would attract foreign investment and gen-
erate increased growth that could permit increased defense spend-
ing and also generate funds for necessary reform.6

On the issue of financial reform, David Kemme considers devel-
opment of a functioning banking system the key to Putin’s plan to
generate increased investment in order to promote sustained
growth. “While the number of financial institutions has increased
dramatically, the state structure still dominates the financial sec-
tor,” reports Kemme. Because of a lack of legal and regulatory de-
velopment in banks, savers do not trust banks, banks do not con-
vert savings to investment, and conflicts of interest are rampant
throughout the banking system. At this stage of Russian develop-
ment, banks are far more critical than stock and bond markets for
assuring economic growth, according to Kemme. The best indicator
for success in banking reform, according to Slay, would be purchase
and control of some major Russian banks by large western banks,
such as Deutsche Bank or Citibank. Only multinational banks pos-
sess the resources and the size needed to resist political pressures
to lend, Slay asserts.

BREAKUP OF MONOPOLIES: ENERGY, TRANSPORTATION AND
AGRICULTURE

There are three major monopolistic sectors Putin’s reform poli-
cies seek to break up: energy, transportation and agriculture. En-
hanced competitiveness in these sectors would facilitate increased
economic growth.

Opening the energy industry by restructuring Gazprom and the
Unified Energy System (UES) would provide the benefits of
globalization, larger markets, more foreign direct investment and
better corporate governance. The energy sector accounted for about
16 percent of GDP, 48 percent of federal budget revenue and 54
percent of foreign exchange earnings in 2000, according to Matthew
Sagers. Energy, especially gas and oil, may be the primary engine
of future Russian growth. Long-term investment necessary for
growth in the energy sector is largely dependent on comprehensive
reform, according to Sagers. A major increase in foreign direct in-
vestment (FDI) may be channeled early on to the oil and gas sec-
tors if current reforms lead to one or more foreign investment suc-
cess stories, e.g., joint oil and gas developments in Sakhalin, expan-
sion of the Caspian pipeline consortia, or increased foreign invest-
ment in a reformed Gazprom and UES.

5 Christopher Davis, “Defense Sector in the Economy of a Declining Superpower: Soviet Union
and Russia, 1965-2001,” Defense and Peace Economics, Overseas Publishers Association, 2001.

6 Steven Rosefielde, “Back To The Future: Prospects for Russia’s Military Industrial Revival,”
Conference on Eurasia’s Future Landpower Environment, Washington, DC, July 10-11, 2001.
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Overall, the saying “As Gazprom goes, so goes the economic re-
form of Russia” has some merit. If domestic and foreign sharehold-
ers have a larger say in decisionmaking and corporate governance
improves, Gazprom may become a global enterprise and a major
spur to overall reform. Gazprom, as a competitive global enterprise,
might be the largest industry or sector contributor to future Rus-
sian GDP, revenue, and export earnings.” Increased revenue from
gas and oil sales might then serve to loosen budget constraints that
limit funding for reform programs.

Putin wants the railroad system to follow the same reform pat-
tern projected for Gazprom and UES. The current partially
privatized rail transport system is inefficient and a burden on the
Russian economy as a whole.

Although not directly bracketed in Putin’s reform agenda with
energy and transportation monopolies, Russian agriculture is an-
other key monopolistic system from farm to market. Agriculture is
ticketed for restructuring and clarification of property rights
through a new Land Code for agricultural land. Only 5 percent of
agriculture is privatized. While the Russian Parliament has passed
a Land Code providing for property rights for urban centers, legis-
lation has not yet extended the Land Code to include agricultural
land. Providing for secure land ownership for Russian farmers
would permit equity financing in the agriculture sector. Some verti-
cal consolidation, “joint stock companies,” may hold promise for
inml:e efficient farm-to-market agriculture, according to William

iefert.

Overall, demonopolization in the Russian economy may serve to
shift the structure of the Russian economy toward value-added
manufacturing and processing enterprises, according to Palmeda
and Lewis. Oil, gas and other commodity output might substan-
tially increase in absolute terms. Sectors such as general mer-
chandising, food processing and distribution would then likely in-
crease their relative share of GDP, moving Russia over time toward
a developed economy structure and away from the commodity-
based pattern of a developing economy.

HUMAN CAPITAL AND THE SOCIAL CONTRACT

Russia’s large, literate and skilled labor force has traditionally
been considered a strong asset for improving productivity. As Mur-
ray Feshbach and Judyth Twigg graphically demonstrated, Russia’s
human capital has become a seriously depreciating asset. Popu-
lation decreases caused by the “burden of decades of destructive
practices that have had a direct, harmful impact on public health”
make addressing demographic and health concerns a national pri-
ority, according to Feshbach. With a projected escalation of HIV/
AIDS and tuberculosis, infectious diseases may reach calamitous
proportions in Russia. However, there has been no appropriate leg-
islation addressing what Feshbach calls the “demographic and
health meltdown.”

The quality of human capital, such as skilled workers and sci-
entists, also has been sharply deteriorating due to lack of social se-
curity measures. In the Soviet era, workers had some degree of sta-

7Boris Fyodorov, Interviews and Correspondence.
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bility through a social safety net that provided minimal but pre-
dictable benefits. This represented an implicit social contract be-
tween the state and the citizenry. In post-Soviet Russia, this mini-
mal commitment of the state to the citizens has not been fulfilled.
Twigg notes the deleterious effect this has had on the development
of human capital: “Sudden withdrawal of meager but comprehen-
sive programs covering health care, pensions, employment, housing
and other services has resulted in widespread poverty and disillu-
sion.”

Putin has introduced ambitious and, if funded, expensive pro-
grams for social welfare entitlements, pension funds, and education
to meet human capital needs. Duran notes that Putin also supports
expensive legal reform that would stimulate enterprise efficiency
and protect workers’ rights. Unless there is more revenue and a
change in budgetary priorities, these mandates will be under-
funded.

LONG-TERM PROSPECTS FOR RUSSIA’S ECONOMIC GOVERNANCE

Many Russian specialists subscribe to one of two differing schools
of thought on Russia’s future beyond 2010. One envisions a market
economy, the other foresees rule by a predatory elite. James Millar
sees an “inexorable trend” toward a complete market economy and
away from the past autocratic economic governance model, espe-
cially the Soviet development pattern. This judgment is based on
Russia’s commitment to attain sustained economic growth that can
only come from transition to a market system. Peter Stavrakis, on
the other hand, projects a predatory model for Russia that rejects
liberal democracy and postulates retention of only a patina of a
democratic market system. “Free markets and civil society,”
Stavrakis claims, “are thus hostage to political elites who are free
to intervene whenever and wherever this appears financially profit-
able and politically useful.” In his view, Russian state leadership
would continue to support the powerful predatory elites.

Russia’s predatory elites favor a continued state role in govern-
ing the economy. The “directive economy” plan supported by Viktor
Ishayev, governor of Khabarovsk, calls for continued state control
of economic decisionmaking in investment and allocation of re-
sources.8 Through state control of economic decisions on investment
and production, Ishayev’s group promises results comparable to
those projected for Putin’s unfinished reform agenda without reduc-
ing the direct economic power of the state and the political elites.
The Ishayev program also promises to increase the size and influ-
ence of the middle class. Some members of Putin’s state apparatus
appear to be inclined toward supporting the Ishayev plan. There is
concern that adoption of the Ishayev plan would support the views
of Stavrakis that Russia’s future governance will be based on a
predatory, political elite system.

The authors in this volume consider it necessary that Putin take
a strong leadership role in reform and make the necessary deci-
sions reducing the role of the state in economic decisionmaking.

8 Strategy for the Development of the State to the Year 2010, Moscow, 2000. Cf. John Hardt,
CRS Report RL30266, op. cit.
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Whether Putin is able to fulfil this strategic role is still to be dem-
onstrated.

Proponents of these contrasting views expect Russia’s future to
be determined by long-term historical processes without major pol-
icy changes in the short run up to 2010. Both Millar and Stavrakis
consider that the choices of Russia’s future economic governance
are at this point largely pre-ordained. Millar cites “reform fatigue”
as a reason for not expecting effective reform soon. Moreover, a
functioning market system would require across-the-board com-
prehensive reform that would not come quickly even if Russia ad-
hered to the accession process of the European Union (EU). Effec-
tive compliance with the transition requirements of the EU would
be a lengthy process for Russia.

Stavrakis finds the autocratic trend resistant to reform. He sees
the entrenched “financial oligarchy now competing with the state
elites using standard Russia-style methods: corruption and crony-
ism dominate and society has withdrawn from the political and eco-
nomic arena.” Moreover, he argues that the autocratic model is
more consonant with Russia’s imperial legacy. Stavrakis sees a pat-
tern of historical crises, “times of trouble,” characterized by recur-
ring resistance of Russia to western democratic market models ac-
companied by increasingly authoritarian, inward-directed govern-
ance.

RussiA’s EcoNoMIC FUTURE AND U.S. INTERESTS

In considering Russia’s economic future, U.S. policymakers may
recognize not only the diverse possible outcomes for Russia, but
also the varying effects those outcomes may have on U.S. interests.
Russian success and U.S. interests may not converge, but they are
not necessarily opposed. Curt Tarnoff notes that “three overarching
interests are involved: security, stability and humanitarian con-
cerns.” Successful reforms may provide considerable reduction in
the threats to U.S. security if reform leads to decreased defense
spending, reduced weapons inventories, non-proliferation of weap-
ons of mass destruction, and reduced arm sales. However, a strong-
er economy may also permit re-establishment of military forces in
Russia that might be considered a threat to U.S. security. Market
reform may lead to a stable and profitable commercial relationship
with Russia. However, a reformed Russia may be a stronger com-
petitor in the world market and an increased threat to U.S. na-
tional security interests. The rule of law needed for effective mar-
ket reform may contribute to development of a more civil, humane
Russian society. However, the absence of effective reform may have
negative effects on the human rights interests of the United States.

SECURITY ISSUES

The United States has tried to discourage Russia from making
foreign arms sales, especially to states that are perceived to be
threats to U.S. security. The current expansion of Russian arms
sales appears troublesome to the United States, as Kevin O’Prey
notes, because “more sophisticated weapon systems have been sup-
plied to countries that may be a threat to U.S. interests.”
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U.S. policymakers may also be concerned that the income from
arms sales might be used to revive and expand Russia’s military
industrial base. While 1,600 defense enterprises continue to oper-
ate at minimum production levels, only 6 to 10 of these enterprises
benefit from cash sale of arms. Moreover, even with more arms
sales and increased defense spending, O’Prey doubts that Moscow
could resume the cold war arms race with the United States. Rus-
sia’s military complex does not have the capability to compete in
high-technology weapons, especially because of backwardness in
electronics. Even in the worst-case scenario, Russia could return
only to manufacturing large quantities of older generation weap-
ons, according to O’Prey. Others consider it possible for Russia to
fund reform and increase defense spending, thereby having the re-
sources to rebuild its war mobilization base sufficient to compete
with the United States.?

Promotion of nuclear and chemical non-proliferation has also
been a centerpiece of U.S. security relations with Russia. If the
United States felt assured that Russian budget priorities would
shift to funding reform, some mutually beneficial debt swaps might
be in order.10 Security and stability interests of the United States
and Russia may be linked by debt for non-proliferation swaps that
might dampen the proliferation threat and reduce the heavy debt
service burden from Soviet-era debt. U.S. leadership in debt man-
agement negotiations might influence other creditors to follow
suit.1l Germany has been considering debt for assets swaps in ne-
gotiating some inherited Russian Paris Club debt since the
Schroeder-Putin summit in April 2000. The European Bank for Re-
construction and Development (EBRD) has offered to support debt
swaps that might encourage nuclear power plant safety and dis-
courage weapons proliferation in the former states of the Soviet
Union.12

STABILITY ISSUES

Programs favoring development of a democratic market system
may support domestic stability in Russia and its integration into
the global marketplace and international institutions. In the De-
partment of Commerce paper in this volume, Inga Litvinsky and
Matt London note, “The U.S. administration would like to see busi-
ness become the bedrock of U.S.-Russian relations ... Thus, U.S.
and Russian interests are in alignment to commence a new bilat-
eral commercial era.” Bilateral trade and investment ties in the
past have been small and concentrated in a limited number of sec-
tors, according to Tanya Shuster. Were Russia to reform and enter
the process of accession to the World Trade Organization (WTO),
U.S. commercial relations with Russia might substantially expand

9 Steven Rosefielde, op. cit.; and Vitaly Shlykov in Voennyi Vestnik (Military Herald) #8, Mos-
cow, April 2001.

10 John P. Hardt, Russia’s Paris Club Debt and U.S. Interests, CRS Report RL30617, updated
June 6, 2001; John P. Hardt, Putin’s Economic Strategy and U.S. Interests, CRS Report
RL31023, June 19, 2001.

11The Biden-Lugar-Helms S-1803, Russian Federation Debt Reduction for Nonproliferation
Act of 2001. James Fuller, Debt-for-Nonproliferation, Pacific Northwest Center for Gloval Secu-
rity and Defense Nonproliferation Programs. Paper delivered in Moscow, Russia, December 10,

2001.
12EBRD, Transition Report Update, April 2001.



xx1

in volume and scope. The Economic Dialogue, with its private sec-
tor initiative, undertaken after the Bush/Putin June 2001 Summit
may encourage favorable trade and investment developments. Suc-
cessful energy investments might top the bilateral commercial
agenda. Litvinsky and London further note, “As Russia moves clos-
er to WTO membership, the United States will need to re-examine
our domestic trade laws.” Permanent normal trade relations
(PNTR), more access of Russian steel and other commodities to the
U.S. market, and greater Export/Import Bank financing might then
be placed on the U.S. legislative agenda.

Favorable developments in the bilateral commercial environment
are contingent on Russia completing Putin’s unfinished agenda.
Thus, reform may have to be the horse leading the bilateral com-
mercial cart.

HUMANITARIAN ISSUES

Human and civil rights in Russia have been of continuing con-
cern to the United States. The conduct of the war in Chechnya vio-
lates many of the humanitarian principles of the United States.
Threats to freedom of religion in Russia have drawn continuous
U.S. monitoring and concern. Freedom of speech, imperiled by state
intervention and control over television, radio and print media, has
troubled U.S. policymakers. Human and civil rights and stability
interests have been adversely affected by persistent crime and cor-
ruption in Russia.

Russian crime, corruption and money laundering have all
plagued U.S.-Russian relations and deterred market reform. Cap-
ital flight and money laundering have had a disruptive effect on
the U.S. banking system and encouraged international crime and
terrorism, in the view of Winer and Williams. A peaceful, pros-
perous, market-oriented Russia might become more democratic and
moredsensitive to civil and human rights, but the record to date is
mixed.

Thus, in summary, policymakers in Russia and the United States
face prospective benefits and costs as well as the uncertainty inher-
ent in Russian policy options. The current policy of renewed dia-
logue and engagement adopted by both sides at the Bush-Putin
Summits of 2001 may generate a forum within which prospective
Russian economic reform measures may be influenced by the inter-
action of Russian and U.S. policymakers. The analyses in this vol-
ume do not provide definitive answers to the questions posed at the
outset of this overview or to the overarching question, where is the
Russian economy going, but they may offer a carefully reasoned
range of U.S. policy choices.

The United States, in concert with other western countries, may
influence the direction that Putin pursues in economic reform. Poli-
cies needed for the reform process pose difficult decisions for the
Russian leadership, some of which could lead to a different dis-
tribution of power and resources in Russia, contrary to the vested
interests of powerful elites. These decisions may be influenced by
U.S. policymakers and western allies of the United States. The
United States and Germany may encourage or discourage Russian
reform measures by use of leverage from debt management policy.
By engaging in debt restructuring the United States may be able
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to use its leverage to push Russia toward more effective non-
proliferation measures. Germany, as Russia’s leading western trad-
ing partner and creditor, may play a leading role in economic policy
with Russia, if it chooses to take the initiative. An economic dialog
between the Bush and Putin Administrations could be an impor-
tant stimulus for broader agreements that would enhance our mu-
tual national interests. Similarly, WTO accession discussions might
benefit both countries. However, caution may be required to assure
that the Russian economic reform process leads to concrete devel-
opments rather than promises that remain unfulfilled.

The IMF, World Bank, EBRD and other international institu-
tions may play a continuing but less critical role in Russian eco-
nomic development. If debt rescheduling is put on the policy agen-
da, the IMF would need to be involved. Jonathan Sanford notes
that after a decade of programs from international financial insti-
tutions (IFIs) treating Russia as a special case for aid and advice,
the IFIs now plan to treat Russia as a normal country.
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SUMMARY

Russia enters the 21st century potentially in better shape eco-
nomically than it was during the last decade of the 20th century.
It has not only survived several financial crises, including its most
severe crisis in 1998, but has also enjoyed 3 straight years of eco-
nomic growth and rising income for the average Russian citizen.
But the improvement comes after more than 7 years of severe eco-
nomic contraction that left many Russians worse off than they had
been during the Soviet era, at least in economic terms. The econ-
omy and its people have been the victims of the lingering Soviet
legacy of central planning and of misdirected and incomplete eco-
nomic reforms of post-Soviet Russian leaders.

Some analysts have suggested that recent economic growth indi-
cates that the Russian economy is on the road to sustained eco-
nomic growth. However, the recent growth may be fragile and short

1William H. Cooper is a Specialist in International Trade and Finance from the Foreign Af-
fairs, National Defense, and Trade Division of the Congressional Research Service (CRS).
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term. An examination of Russia’s recent economic performance sug-
gests that one might be cautious about predicting Russia’s long-
term economic prospects based on the past 3 years. The factors
that have generated growth—high world commodity prices and
ruble devaluation—are by nature ephemeral and subject to the va-
garies of world markets. Furthermore, the economic growth has
run neither deep nor wide. Some regions have benefited much more
than others, and the disparity in income distribution within the
Russian population has widened over the years.

Whether short term or more sustainable, Russia’s economic
growth presents President Putin and his policy team a “window of
opportunity” to address the structural problems of the Russian
economy by completing the reform process to help ensure long-term
growth. In addition, Putin and his team must preserve the “accom-
plishments” attained during the past 10 years. For example, main-
taining macro-economic stability, a crucial condition for gaining in-
vestor confidence and attaining sustainable economic growth, re-
mains a challenge for Russia. The recent 20 percent inflation rates,
while moderate by post-Soviet standards, are still high by conven-
tional standards.

INTRODUCTION

By the end of the 1980s, the Soviet Union was declining economi-
cally, rapidly falling behind the industrialized West and even slip-
ping behind some of the advanced developing countries of East
Asia. The Communist system of central planning, under which the
Soviet Union undertook rapid industrialization during and after
World War II generated high economic growth rates through the
1960s. Eventually, however, the system led the Soviet Union into
a period of economic stagnation in the 1970s and decline in the
1980s with few prospects of improvement. This dismal outlook was
a factor in Mikhail Gorbachev’s decision to undertake perestroika
to try to save the Soviet system through reform. The system proved
beyond reform, and Gorbachev’s perestroika led to the collapse of
the Soviet Union by the end of 1991. For the next 10 years, Rus-
sian leaders, Presidents Boris Yeltsin and Vladimir Putin, and
their respective governments, have had to lead Russia through the
transition from a central planned economy to what many hope and
expect to be a market economy. The transition remains a work in
progress and not always linear.

The 10 year economic performance of post-Soviet Russia has been
mixed at best. For most of the decade, the Russian economy shrank
and, with it, the standard of living of the average Russian citizen.
The economy has been burdened by the legacies of central planning
and by misdirected and incomplete government reform efforts of its
leadership. But Russia enters the 21st century potentially in better
shape economically than it had been during the last 7 years of the
20th century. It has not only survived several financial crises, in-
cluding its most severe crisis in 1998, but also has enjoyed 3
straight years of economic growth and rising income for the aver-
age Russia citizen. However, the Russian economic recovery may
not be long term under present conditions.

Russia’s record of economic performance suggests that Russian
leaders face a formidable challenge in turning Russia into a mod-
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ern industrialized economy. The performance has critical implica-
tions for the Russian leadership and for U.S. policymakers as well.

MACRO-ECONOMIC PERFORMANCE

Russia’s economic performance during the past decade has large-
ly been disappointing at best and destabilizing at worst. This is
evident in examining the output of the Russian economy measured
by real gross domestic product (GDP) and Russian inflation rates.
It has also been uneven with some regions of the country hit hard-
er than others. Yet, the performance during the last 3 years has
shown tentative signs of recovery.

OUTPUT

GDP is one of the most comprehensive measures of a nation’s
economic activity and health. An economy must grow in order to
improve, or at least maintain, the living standards of the popu-
lation. A contracting economy, especially over an extended period
of time, can threaten a nation’s political as well as its economic
foundation.

The Russian economy, measured in real (adjusted for inflation)
GDP, has contracted since the collapse of the Soviet Union (1992—
2000). The level of real GDP in 2000 was less than 80 percent of
what it was in 1992 (see Figure 1). The sharpest decline occurred
early in the transition, between 1992 and 1996, when the economy
shrank 27 percent, before the economy grew modestly (1 percent)
in 1997.

The economic contraction affected sectors across the economy,
some much harder than others. On the production side, industrial
production declined 28 percent between 1992 and 2000 and agricul-
tural production declined 29 percent. On the expenditure side, fixed
investment, a crucial factor for future growth, declined 49 percent
between 1992 and 2000.2

The economic slide, especially in the early years of the transition,
was not entirely unexpected. An economy, like Russia’s, that is
going through a wrenching transition will certainly contract. Much
of Russian economic output during the Soviet period was of little
economic value. It was directed toward heavy industry to supply
the military and military-related industries. Soviet production in
the consumer sector, for example, clothing, prepared foods, and
passenger cars, was of poor quality as Soviet producers faced no
competition. Once the Russian economy opened its borders to trade,
domestic producers were unable to meet the foreign competition,
and production collapsed. Therefore, the decline was inevitable as
market forces began to take hold and rationalize investment and
production. But if the decline was inevitable, it was longer than in
other economies going through post-Communist transitions in East
and Central Europe.

In 1997 real GDP increased 1 percent. However, the positive
news proved not only modest but ephemeral. In 1998, a financial
crisis hit. (See note in appendix B for background on the crisis). As
a result of the crisis, GDP plunged 4.9 percent. The downturn hit

2These calculations are based on CRS-constructed production indices of Goskomstat data.
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all sectors of the economy, setting back economic progress. Many
analysts speculated that 1998 would be just the beginning of a new
phase of Russian economic decline because Russia would be cut off
from capital markets and the weaker ruble would discourage con-
sumption. Instead, Russia experienced growth in 1999 (3.2 percent)
and in 2000 (7.7 percent). The Russian economy continued to grow
in 2001 in terms of real GDP at an estimated rate of 5.1. percent.3

FIGURE 1.—INDEX OF REAL RUSSIAN GDP, 1992-2000
[1992 = 100]

100

1992 1883 19894 19895 1886 ?99“7 ?9'98 1999 2000
Index constructed by CRS based on Goskomstat data.

Despite the recent growth, the 10 year record of economic per-
formance suggests that the Russian economy still has much room
to grow. In 2000, Russian real GDP was less than 80 percent of its
level in 1992, just after the collapse of the Soviet Union. Its level
of fixed investment was only 51 percent of the 1992 level. Similar
gaps are prevalent throughout the economy.4

Russian economic growth has been unevenly distributed among
the regions of the country. In 1999, the per capita nominal GDP
for the entire Russian Federation was 15.81 thousand rubles. In
the oil-rich Tyumen region, per capita GDP was 64.49 thousand ru-
bles and was 37.49 in the Moscow region. In contrast, the per cap-
ital GDP for North Ossetia in the Caucasus was only 5.66 thousand
rubles.?

3 As of June 2001. Russian Economic Trends. October 2001. p. 14.
47Tbid.
5 Goskomstat.
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INFLATION

Compounding the problem of declining growth were very high in-
flation rates. In 1992 alone, Russian consumer prices rose 2,509
percent and 840 percent in 1993. Inflation robs individuals of their
savings and lowers their standard of living. Hyperinflation, accom-
panied by declines in output, can create political and social unrest.
Fortunately, except for an increase in workers’ strikes, Russia
avoided massive social upheaval. But the Russian people began to
lose faith in their transition to the market economy. By 1997, infla-
tion rates declined to 11 percent, but rose to 84 percent in 1998 as
a symptom of the financial crisis. By 2000 they had declined to 20
percent, a manageable, but still unstable rate. As Russia enters the
21st century, inflation remains a persistent problem for the econ-
omy, although much less so than at the beginning of the economic
transition.

TABLE 1.—RUSSIAN INFLATION RATES, 1992-2001

[Annual percentage change in consumer prices]

Year Inflation rate Year Inflation rate
................................ 2,508.8 11.0
............ 839.9 84.4
............ 215.1 36.5
................................ 175.0 20.2
................................ 21.8 20.0

1As of September 2001.
Source: Goskomstat data in Russian Economic Trends.

STRUCTURAL ECcONOMIC PERFORMANCE

Underlying the weak macro-economic performance in Russia dur-
ing the 10 years of the transition have been structural economic
problems. Many of the problems affect the efficiency of the econ-
omy, that is, the productivity of its labor and capital. These ineffi-
ciencies make it difficult, if not impossible, for the economy to
achieve long-term growth. They also affect the distribution of in-
come among regions and within the population. Two critical areas
of the economy that suffer from structural problems are the busi-
ness sector and the banking sector. The problems in these sectors
are symptomatic of structural problems throughout the economy.

DOMINANCE OF LARGE UNRESTRUCTURED ENTERPRISES

The Russian Government privatized most of the state enterprises
in several phases. Nevertheless, the current profile of Russian busi-
ness suggests that while Russia has made some progress in re-
structuring, it remains incomplete. Large enterprises that are leg-
acies of the Soviet period continue to dominate the Russian econ-
omy. The top 20 Russian companies accounted for 30 to 35 percent
of Russian GDP and for 70 percent of Russian exports in 1999.
These companies are largely in the natural resources and infra-
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structure sectors (energy, transportation, etc.).6 Small- and me-
dium-sized enterprises accounted for only 30 percent of the total
number of enterprises and 10 percent of the workforce. In contrast,
small- and medium-sized companies accounted for 50 percent of the
employment in the transition economies in Central and Eastern
Europe and for 65 percent of the employment in the European
Union. Furthermore, the number of small- and medium-sized Rus-
sian firms has remained constant since 1995 indicating little
progress in business restructuring and development.” The stalled
restructuring impedes productivity as it signifies barriers to the
exit of inefficient firms and the entry of new firms to the market.
These barriers prevent the efficient use of resources and diminish
productivity.

STRUCTURAL PROBLEMS IN THE BANKING SECTOR

A viable banking sector is critical to an economy. Its primary
function is to operate as an intermediary funneling capital between
savers (households) and borrowers (businesses, consumers, etc.)
thereby facilitating the efficient use of financial resources. Without
banks, businesses and others would be hard pressed to raise funds
to finance investment to replace outdated equipment and tech-
nology or to expand production capacity. Banks also allow individ-
uals to take out mortgages to invest in housing and to purchase
big-ticket consumer goods. A weak banking sector can impede eco-
nomic growth. An important principle for a banking sector to be
credible is to maintain an “arm’s-length” relationship with borrow-
ers so that loans are extended at market-determined rates and that
borrowers are deemed acceptable risks.

A number of private Russian banks emerged just prior to the col-
lapse of the Soviet Union in response to the Gorbachev reforms.
The number accelerated during the Yeltsin period. However, the
ownership of the vast majority of these banks was closely tied to
emerging private enterprises and functioned as conduits of soft
credits from the government to those enterprises. Some of the larg-
er banks belong to the financial conglomerates controlled by the so-
called oligarchs. Such a conglomerate may consist not only of a
bank, but a major enterprise, usually a raw material producer
(nickel, diamonds, oil), or a news media outlet (television, news-
paper). Most of the banks survived because of subsidies from the
government or because they were part of an oligarch’s conglom-
erate. In addition, some of the oligarch-owned banks made money
by holding deposits for the Russian Government and investing the
funds. They were not operating as financial intermediaries.

In the mid-1990s, many banks, including the larger ones, sought
returns by heavily investing in Russian Government treasury bills
(GKOs) that were paying high interest rates; they were not making
money lending funds.8 Households have placed most of their sav-
ings deposits in the state-owned and -operated Sberbank, which is

6 European Bank for Reconstruction and Development (EBRD). Strategy for the Russian Fed-
eration. Paris. October 2000. p. 15

71bid. p. 47.

80ne report estimates that 80 percent of household deposits are held by Sberbank. Talskaya,
Marina. Russia Misled Western Creditors. Vremya. September 13, 200
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the only institution whose deposits are insured by the state.?® The
weakness of the banking sector was exposed when the government
was forced to default on the GKOs in August 1998 forcing most of
the banks into virtual bankruptcy. As a result, the Russian Gov-
ernment under Vladimir Putin has ostensibly made restructuring
the banking industry a major priority. The government established
the Agency for Restructuring Credit Organizations (ARCO). Its job
was to ensure that those banks that had no hope of surviving
would disappear while recapitalizing potentially viable banks
under conditions that would make them profitable.

However, few banks have closed. At the end of the third quarter
of 1998, the height of the financial crisis, there were 2,473 commer-
cial banks in Russia. By the end of the second quarter 2001, only
398 banks had been closed.1® Most of the remaining banks are not
viable, and the sector remains under-capitalized.!? Unless the
banking sector is restructured and banks are in a position to lend,
the expansion of the business sector, and consequently of the econ-
omy as a whole, is stymied. Russian enterprises have relied on re-
tained earnings as a source of investment, rather than banks,
thereby severely limiting industrial expansion.

LivING CONDITIONS

The macro-economic performance and the structural economic
problems in Russia have had a direct impact on living conditions
for the average Russian. These conditions have deteriorated during
the past 10 years. The conventional measures of living standards—
real disposable income, unemployment, poverty, and life expect-
ancy—indicate that the transition has adversely affected the aver-
age Russian, although here, too, experts differ on the significance
and accuracy of the data.

REAL INCOME

Russian real disposable income, a basic measure of economic wel-
fare or purchasing power, has fluctuated during the 10 year period,
but has declined appreciably overall. According to official govern-
ment data, from 1992 through 1994, the level of real income in-
creased. Between 1994 and 1996, real income declined substan-
tially (16 percent) before recovering modestly in 1997, mirroring
the upturn that year in real GDP. However, the data in Figure 2
indicate that the 1998 financial crisis had a major impact on the
buying power of the average Russian. Between the end of 1997 and
the end of 1999, the level of real disposable income declined 27 per-
cent and rose only modestly (9 percent) in 2000. The data suggest
that despite the recovery in the last 2 years, Russian real dispos-
able income was still 21 percent below its level in 1997, before the
financial crisis, and remained slightly below its level when the
transition began in 1992. Preliminary figures show that during the
first 6 months of 2001, real disposable income rose 4.4 percent.12

9EBRD. Strategy for the Russian Federation. Paris. October 2000. p. 16.

10 Central Bank of the Russian Federation (Central Bank of Russia or CBR) Bulletin of Bank-
ing Statistics. No. 7. 2001. p. 64.

11 Economist Intelligence Unit. September 2000. p. 31.

12 Jamestown Foundation Monitor. August 6, 2001.
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FIGURE 2.—INDEX OF REAL RUSSIAN DISPOSABLE INCOME, 1992—-2000
(1992 = 100]
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Index constructed by CRS based on Goskomstat data.

UNEMPLOYMENT RATE

Russia has had to confront the phenomenon of unemployment in
the post-Soviet period. Under the Soviet system, everyone had a
job, although much of that labor was redundant. Economic changes
in the last 10 years have forced Russian firms to rationalize their
business practices, in order to compete. They have had to layoff
workers or, in some cases, firms have had to close down thereby
eliminating jobs. The unemployment rate has risen, accordingly, al-
though some specialists argue that standard indicators do not accu-
rately measure the magnitude of Russian unemployment. In some
cases, the unemployment rate may not take into account redundant
labor as some firms are forced to retain workers because the firms
remain the primary distributor of housing, food, and other neces-
sities, even though the employees may not be actually working. In
other cases, the unemployment rate may not take into account la-
borers who work in “the shadow economy,” in jobs not captured by
official statistics.

The data in Table 2 show that the economic transition has taken
a toll on workers. The rate of unemployment had risen since the
beginning of the economic transition period in 1992, peaking at
12.6 percent in 1999. As a result of the recent economic expansion,
the unemployment rate has declined since 1999 but is still above
the rates of the early 1990s and is almost double the rate in 1992.
The increase in unemployment may prove beneficial to the Russian
economy, if the economy is shedding unproductive labor. While
painful to the individual worker in the short run, the process can
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improve overall labor productivity in the economy. The economy
then can create more employment through growth, which seems to
be the case in the recent drop in the unemployment rate. But the
process also draws on government resources to provide unemploy-
ment insurance and other safety net benefits to assist unemployed
workers through the transition.

TABLE 2.—RUSSIAN UNEMPLOYMENT RATE, 1992-2001

[Percentage of workforce, International Labor Organization definition]

Year Rate Year Rate
47 10.8
5.5 11.9
7.4 12.6
8.5 10.4
9.6 8.2

1As of August 2001.

Source: For the 1992-1994 data—Goskomstat. For 1995-2001—Russian Economic Trends, October
2001.

POVERTY

The Russian statistical committee measures poverty as the per-
centage of the population that lives below an officially established
subsistence level. The government calculates the subsistence as the
cost of purchasing a set basket of goods and adjusts that level an-
nually.13 The Russian Government has also revised its methodolo-
gies for calculating the poverty rate, at times making the construc-
tion of a consistent data series somewhat difficult.1* The Russian
Government changed the methodology in 1994 and 2000, partially
accounting for some of the abrupt downward shifts in the poverty
rates in those years.

The data indicate, however, that the poverty rate declined some-
what between 1994 and 1997, but that the financial crisis in 1998
eliminated these gains as the poverty rate increased markedly by
1999. This trend is in line with the dramatic decrease in real dis-
posable income and the rise in the unemployment rates in those
years as noted in Figure 2 and Table 2. The growth of poverty is
another sign of deteriorating living conditions in Russia. The Rus-
sian people are well known for managing to survive with little in-
come through subsistence farming on private plots and through
barter. Nevertheless, the low officially-determined level of subsist-
ence means that a significant number of individuals may be living
well below what would be considered subsistence in many other
countries. Other data indicate among those that are considered liv-

13Aht the end of 2000, the official subsistence level was around 1,285 rubles, or about $44, per
month.

14For example, the methodology was changed in 1994 which biased the rate downward. The
change accounts for some of the step drop in the poverty rate that year. One study estimates
that the poverty rate would have risen to around 34 percent if the methodology had not been
changed. Similarly, the government changed it again that added an upward bias. Ovtcharova,
Lilia. What Kind of Poverty Alleviation Policy Does Russia Need. Russian-European Center for
Economic Policy. Research Paper. May 2001. pp. 4-5.
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ing in poverty are a number of people who live substantially below
the official poverty level.

TABLE 3.—RUSSIAN ANNUAL RATE OF POVERTY, 1992-2000

[Percentage of population]

Year Rate Year Rate
1992 e, 335 [ 1997 e 21.2
1993 e, 315011998 e 24.6
1994 e, 224 11999 39.1
1995 e, 26.2 | 2000 ..o 33.7
1996 oo, 214 | 20011 e 31.3

1As of June 2001.
Source: Goskomstat, Russian Economic Trends.

LIFE EXPECTANCY

A significant indicator of the deterioration of living conditions in
Russia has been the decline in the life expectancy of the average
Russian, especially the Russian male. In 1991, life expectancy for
males was 64 years and 74 years for females. By 1999, it had de-
clined to 59 years for males and 72 years for females placing Rus-
sia among developing countries in that category. Increases in alco-
holism and other diseases, some of which like tuberculosis have
been nearly eradicated in developed countries, have contributed to
the decline. It is also explained by the poor and deteriorating
health system which has been slow to adjust to the transition from
central planning. A World Health Organization (WHO) report
ranks the Russian health care system 130th in the world, below
that of even many developing countries.15

INCOME DISPARITY

The distribution of income within Russia has become increas-
ingly unequal during the post-Soviet period. A standard measure of
income distribution is the Gini coefficient (or index) which is on a
0.00 to 1.00 scale. The lower the number the more equal the in-
come distribution. Thus, 0.00 is perfectly equal income distribution,
while 1.00 is totally unequal.

According to Table 4, the Gini coefficient for the Russian popu-
lation has increased. This conclusion is underscored by a second
measure of income distribution, which shows how income has been
distributed at various income levels of Russian society. These data
show that in 1991, before the collapse of the Soviet Union, the rich-
est 20 percent of Russian the Russian population accounted for
30.7 percent of Russian income while the poorest 20 percent ac-
counted for 11.90 percent. By early 2000, the richest 20 percent
held 48.6 percent of the income while the poorest 20 percent’s
share had declined to 5.9 percent. The middle 60 percent of the
population’s share had declined from 57.4 percent in 1992 to 45.4

15WHO. World Health Report 2000. http://www.who.org.
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percent by early 2000.16 The two sets of income distribution indica-
tors mean that some segments of the Russian population have suf-
fered more than others as living conditions in Russia have deterio-
rated during the past decade.

TABLE 4.—RUSSIAN INCOME DISTRIBUTION

[Gini coefficient]

Year Rate Year Rate
0.289 | 1997 oo 0.375
0.398 | 1998 ..o 0.379
0.409 | 1999 ..o 0.394
0.381 | 2000 ....cooevevereereeere 10.401
0.375

1 Estimate.
Source: Goskomstat.

EXTERNAL ECONOMIC PERFORMANCE

Russia’s foreign economic has driven recent economic growth.
However, Russia has also proved vulnerable to the vagaries of for-
eign markets, which could eventually undermine the growth.

FOREIGN TRADE

The role of foreign trade in the Russian economy has increased
since Russia embarked on its transition. According to some rough
estimates in 1994 (the earliest data available) exports were equiva-
lent to 24 percent of Russian GDP. By 2000, the percentage had
grown to 42 percent. Russian imports were equivalent to 18 percent
of Russian GDP in 1994 and in 2000.17 Furthermore, Russian trade
is largely conducted outside of the former Soviet Union. By 2000,
only 14 percent of Russian exports and 30 percent of Russian im-
ports were with former Soviet republics. In 2000, Russian exports
were split 50-50 between the industrialized countries (Canada, the
United States, Europe, Japan, Australia, and New Zealand) and
developing countries. Developing countries accounted for approxi-
mately two-thirds of Russian imports and industrialized countries
account for the remaining one-third.1® These figures indicate tha