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Between formal economic forecasts – usually for three years – and very long-term fantasies a grey area exists, which is highly relevant for public and private decision-making, but for which the usual tools of economics do not fit well. Scenario-building is often used for these purposes. In this paper we derive a set of scenarios for Russia's economic future until 2017.

There are things that we (think we) know…

Thinking ten years back shows that a decade is not a long period of time. Most people, capital stock and institutions that existed then are still with us. 1997 is also still in the memory, both individually and collectively. In a word, 1997 is still part of our knowledge and experience, it is part of today. Back in 1997 there were already many things that we knew about 2007. Unfortunately, we did not always come to think of them.

Similarly, there are many things that we can say about 2017 with a sufficient degree of certainly. For our purposes, it is not fruitful to concentrate on those kno-wables that are stationary by character. Though perceptions of them may shift in important ways, geography, geology and history will not change, not much at least, and therefore they are not all that crucial for trying to understand change between now and 2017. It seems fruitful to concentrate on such processes that we may think we understand, and whose impact is sufficiently well known and sufficiently great in 2017. In the case of Russia, four ongoing processes seem more important than others.

First, though notably homogenous in certain ways, Russia is a nation exceptionally deeply divided in other respects: incomes, future prospects, inherited resources etc. Economically, there is a bright exception in this picture. Russia's new middle class may not be growing very fast in numbers, but they are growing wealthier. They, perhaps a fifth of the population, are the main drivers of ongoing structural change in the Russian economy. To simplify, but just a bit: The Soviet Union, just two decades ago, lacked most of the services that we regard self-evident in a modern market economy.


Demand coming from the middle class is driving current structural change, and the change then provides the middle class with jobs. The structure of consumption, jobs and investment shifts. Financial deepening contributes. The process of a growing middle class has a strong internal dynamism. Therefore one can safely expect – other things being equal – that the Russian economy will continue to grow, at least for a number of years. Estimates for the potential growth rate differ widely, also reflecting the uncertainties created by fast structural rate, but they seem to bundle at around 4–6 per cent annually. 

Money, an old Russian author almost wrote, does not bring happiness, but while all poor people are unhappy in basically similar ways, wealth allows for different ways of being unhappy. Possibility of choice is the essence of money, and the world economy always provides for more objects of choice than the domestic econo​my of any country. Therefore, the growth of the middle class brings about increased import propensity, and in a number of years Russia must face the question of how to finance increased imports which will melt away the current huge balance of payments surplus.

Growth of middle class in a deeply divided society together with the ensuing opening up of the economy is one tendency of whose existence we can be certain. It creates the basis for Russia's continuing growth but it does not determine the future of economy – at least not alone. The second tendency is a contradictory combination of two processes, those of catching up and deterioration.

Contemporary growth literature à la Aghion
 places great importance on the existence of a global technological frontier. Those at the frontier have up-to-date technologies, products and processes. Their economies function well and therefore produce high productivity, globally superb incomes and usually quite small though possibly increasing welfare disparities. It is true that Europe can improve in many ways and the USA has its share of problems, but by and large, roughly and in the main, these economies are at the frontier. Therefore, in principle, we have to invent, test and adopt new technologies, products and processes by ourselves. Like a cross-country skier in deep snow, we have to push ourselves through without ready-made tracks. That is by necessity slow, costly and subject to erroneous choices. There is no paradox as to why the best-functioning economies usually grow slowly. That is so by necessity.

On the other hand, the economies lagging behind may benefit from what Gerschenkron long ago called the benefits of backwardness. They may use the ready-made skiing tracks, adopting technologies, products and processes already deve-loped, tested and adopted elsewhere. In that way they may grow much faster than those at the frontier. May, but not must grow faster. They must be both willing and capable of doing so, and that is two huge buts. Such major countries like China, India and Russia clearly are in the process of doing that. Brazil, the fourth BRIC, would also have the potential, but has for reasons that go beyond this discussion remained an eternal promise, so far at least.

Catching up is thus a shortcut on the road to modernisation, and we see a lot of that taking place in the Russian economy. Even more so, though the discussion above was in terms of technologies, products and processes, it also holds for institutions and mind-sets, among other things. But there is another process taking place, at the same time, and that complicates matters. Much of the bequest left by the USSR is still in the process of deterioration, some of that terminally, and there will inevitably be what the economists somewhat euphemistically call nonlinear disruptions – that is collapses and catastrophes. That holds true both for the capital stock, infrastructure, built environment, human capital and public health, to different badly defined degrees in each cases, but the tendency itself can not be disputed. Not all such deterioration is a burden. Much that was built for Soviet socialism should be written down, but there are not only aspects of prestige and inheritance, but also human costs involved.

The twin tendencies of catching up and decline combine to contribute to a further uneven character of the economy. This is the second knowable of the Russian economy of 2017. The third one points into the same direction. That is regional change.

The pattern of Soviet and partially early Russian industrialisation created an abnormal spatial structure. Roughly, plants were established where the resources were, and due to supply uncertainties created by central management and other reasons, whole towns were established around the plants to service them. While in countries like Canada people moved willingly to warmer places, in the USSR people moved either voluntarily or not to colder places [Hill, Gaddy, 2003]. Now they are in slow movement again to warmer places, in particular to the large cities of European Russia. Many distant places are being depopulated. The same holds for large parts of traditional Russian heartland.


The big cities, obviously, are the winners, but they increasingly suffer from congestion, rising costs and difficulties in the provision of public goods, electricity and gas. The big question is what happens to the traditional Russian and Soviet in​dustrial towns in regions like the Urals, the Volga basin and partially Siberia. There, even quite large towns are often dependent on just one or a few large industrial plants. They are very major employers, and the future regional structure of Russia hinges together with them.

Fourth, there is the much discussed issue of demographic change. The decline in Russia's population until 2017 is according to existing estimates not all that than dramatic at less than one million a year. That could be well compensated by immigration, but that alternative seems to be rife with social and political problems. Changing age structure is a more serious consideration. On one hand, the 18–20 years old cohorts are dwindling, and will soon be just about one half of the size in recent years. This produces very major adaptation pressures for labour markets, education and for instance the armed forces. On the other hand, with average consumption standards continuing to improve, one would expect the expected age of also men to start to grow, as has already been the case for females. That would further worsen the non-active-to-active population ratio, put increased pressure on social services, and for instance probably necessitate new solutions for the pension system.

Therefore, Russia will be even less of a low-wage country that it is today. Graphically, it will be squeezed between high-tech Europe and low-cost Asia, without being either one. That is the fundamental issue for Russia's economic future.

Finally, the probability is that Russia's institutions will continue to function badly also in 2017. There is little societal pressure for improved performance, as also the new middle class consists of consumers, not citizens. Such pressure most probably will come, but waiting for major breakthroughs within the next several years would seem to be overly optimistic. But the same is probably true also contrariwise. Russian macroeconomic policies have exemplary in the way in which the country has been able to manage its newly-emerged energy wealth through conservative, equilibrium-oriented fiscal and monetary policy and debt repayment. True enough, policy managers have been in a perverse way fortunate in having inherited a largely demonetised economy with a large foreign debt. With remonetisation and later financial deepening, and the possibility of debt servicing, huge balance of payments surpluses have not turned into a very excessive inflation. Though the decline in inflation has been modest, inflation expectation have been managed quite well.

Assuming that oil prices will remain on current levels, two things follow. First, the increasing import propensity mentioned above combines with flat energy export revenue to produce a fast melting away of traditional huge balance of payments surpluses. This already visible change in macroeconomic set-up actually eases the burden of policy making and allows for lower inflation than currently. There will be less upward pressure on the ruble real exchange rate, and concerns of competitiveness will be less. 

In various estimates of competitiveness, rule of law, business environment and corruption, Russia is below-average or near the bottom. Performance, as perceived by such indicators, seems not to have surged during the past few years. Again, one has to distinguish between levels and differences. What these indicators – together, for instance, with analyses of Russian foreign trade structure and investment flows – show, is that the competitiveness of the Russian economy is low, whether in terms of trade competitiveness or the ability to compete for foreign (and domestic) investment and thus jobs. The economy, undoubtedly, functions badly. This is, just as obviously, visible in the low living standards and great welfare differences that the economy produces. But looking at differences, i.e. change over time, there can be no doubt that the economy now functions better than it used to do in the Soviet times. This is so, at least, if one uses consumer, not CPSU Politbureau preferences as the yardstick. The ongoing and continuing structural change outlined above is the essence of this change. But that does not necessarily mean that the structural improvement of the economy would be accompanied by such improvement in competitiveness that Russia would be able to fully open up the economy and integrate with the rest of the European markets. 

Our discussion lends support to the thesis that Russia has become a normal country, basically like such large developing countries as Mexico, Indonesia, Argentina or Brazil [Shleifer, 2005]. This outcome does not overly surprise those of us who early on predicted that «corporatism is possible in Russia, but it will be of the weak Latin American type, not of the orderly European type» [Sutela, 1993]. But all countries are unique in their different ways, and Russia is no exception. First, the geographical location of the country is unique. Russia is the only country located at the same time in Central Europe, Caucasus, the proximity of Central Asia and Far East. Second, geology has endowed it with unique natural resources, much needed by neighbours and others. And third, it is the one normal country that used to be a superpower, and a very peculiar one at that. This is reflected in many ways. Having been the USSR is both a historical burden and a benefit. 

… But there are also important unknowables.

The previous section argued that there are many things which we know, with an acceptable degree of uncertainty, about the Russian economy in 2017. But there are also important unknowables. To derive scenarios, this paper chooses two such unknowables. The first one is what happens to Russia's ability to produce – and to export – hydrocarbons. The second one is whether Russia will be able to produce new major higher value-added commodities to compete with European and Asian products.

The importance of hydrocarbons for the Russian economy is often exaggerated, but still great. But hydrocarbons were never the whole truth of Russia's recent growth, and even less so since 2004, when oil output growth rate collapsed to very low levels which seem to continue for years to come One has to assume major improvement in domestic energy efficiency for Russia to be able to increase export volumes of oil and gas against the background of growing home economy. 

Though definitions differ, non-energy sectors have to account for the great majority of jobs in Russia, also in 2017. Russia, different from Saudi-Arabia and others, is an energy-producing country with a large population. Dividing current energy revenue by 142 million people tells that. Russia can never live of energy alone. Therefore, Russia has to provide a huge number of non-energy jobs. There are three possibilities. Either diversification in terms of jobs competitive in an open economy fails, in which case non-competitive jobs have to be protected whether the country is a WTO member or not. Or then the economy succeeds in creating genui​nely competitive, diversified jobs. This can either happen on the basis of existing production or through the creation of new activities. Admittedly, the distinction is not clear-cut, but it exists.

On this basis, the following set of scenarios follows. According to tradition, scenarios must have catchy names.
ENERGY EXPORTS

	
	
	
	+
	–

	
	+
	NEW
	RESURRECTION
	MODERNISM

	DIVERSIFICATION
	+
	OLD
	INDUSTRIALISM
	BACK TO THE USSR

	
	–
	
	RESOURCE CURSE
	DEGRADATION


Energy exports either grow (+) or decline (–). Diversification either takes place (+) or not (–). Successful diversification can either be based on existing industries (old) or new ones (new). We have six economic futures for Russia in 2017. 

The first thing to be noted is that these scenarios take place against the knowables outlined above. Thus none of these is a true doom and gloom scenario. There is no reason to envisage a collapse of the Russian economy by 2017. 

Secondly, the two dimensions selected for the scenarios are generally independent. This is routinely neglected in general discussion, which typically assumes that if, say, a country is a major energy producer and exporter, it must succumb to Resource Curse. This is not necessarily so. It is true that hydrocarbons are an especially problematic resource, for at least three reasons. Their prices have fluctuated remarkably in recent decades; as they are point-specific, their exploitation is easily monopolised and therefore generally will be monopolised, which explains many of the dimensions of resource curse; and it happens that many hydrocarbon rich countries are devoid of other resources: relying on hydrocarbons leads to a highly concentrated export structure, itself a plausible explanatory variable for many problems usually only connected with a Resource Curse.

Russia is no Norway. It has low-level institutions, which makes a Resource Curse much more probable. On the other hand, it really cannot afford to succumb to a Resource Curse, as the consequences in terms of average living standards would be stark, as pointed out above. Also, Russia has many other resources endowed by geology and climate. Forests, a widely dispersed resource not as easily monopolised as hydrocarbons, is a prime example. And, in addition to endowments by geology, it also has those left by the Soviet past: human and physical capital.

Could Russia enter the path of diversification on the basis of existing industries? So far we have seen very little of that. The scenario called Back to the USSR would imply a closing and remilitarisation of the economy, as any feasible export revenues generated by old, but modernised Soviet industries would not cover the losses due to declining hydrocarbon export volumes. Overall, this is highly im​pro​bable. The elites of the society do not wish to be excluded from the international community.

Industrialism is a possible scenario. It can either take place through a reinvigoration of such inherited industries as aviation and car manufacturing or by succeeding in getting much more value added out of already traditional resources. Getting more value added out of traditional resources is actually the path travelled by countries like Sweden and Finland. Russian energy companies are reaching for more value by coming closer to the customers downstream, but their R&D expenditure remains meagre at best.

Resurrection is clearly the best of all possible worlds, and logically a possibility. It is imaginable that a country is at the same time able to manage its resource wealth and to develop new high-value added products and services. Tiny Iceland might be an acceptable example. As long as successful hydrocarbon industries offer better earnings prospects than new activities, Modernism has to be judged a more probable outcome than Resurrection.


This leaves us with the two more gloomy scenarios, Resource Curse and Degeneration. Russia does not, yet at least, suffer from Dutch Disease. The real exchange rate remains undervalued, the share of extractive industries has not increased in constant prices and the increasing role of services is best explained in terms of the normalisation of production structure described before. Most Russian products lack in competitiveness, but is rather a matter of real than of price competitiveness. Resource Curse is a wider and less strictly defined phenomenon. It ties up with instability, large income differences, non-democratic politics and lack of investment, especially in human capital. Though the causalities are often unclear, it is much discussed in recent literature. If our conjectures are anyway near correct, it will be much discussed in the Russian context as well. But naturally, Degeneration is a scenario even less desirable.
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