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Abstract

This paper addresses the trends and challenges of 2015 for social and economic policy
in the near future. The analysis of the global crisis includes uneven developments between
the leading advanced and emerging economies, new models of economic growth that look
differently across different countries, the prospects of globalization and the challenges of
“regional globalization,” currency configurations of the future, and energy price trends
and their influence on the political and economic prospects of particular states. The cur-
rent challenges are discussed in the context of the previous 30 years. Among the main
topics on Russia, there are approaches to a new growth model, structural transformation
(including import-substitution issues), economic trends, budget and monetary outlines,
and social issues. Priorities for economic policy are also a topic of discussion.
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1. Global trends—the general and the specific

Today, the world is looking for the new equilibrium that should occur after
the global structural (systemic) crisis that began in 2008 and still more or less
continues. We are witnessing the formation of a new macroeconomic (including
the nature of monetary policy and economic growth potential) and institutional
growth model, a change in the roles of certain economic sectors, the emergence
of a new model for globalization and international trade, and a re-thinking of
the role of inequality in the economic and social development of the leading
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states.! The situation remains unstable, although the global crisis itself is nearing
completion.

Nevertheless, the end of the global crisis will not necessarily mean that
the situation in all affected countries and regions will improve. It will depend
on the ability of countries to “exploit the crisis,” i.e., to find institutional solu-
tions to help them adapt to the new reality— technological, economic, social, and
even ideological. Some countries may come out of the crisis renewed and more
competitive, but others will continue trying to overcome the negative trends.
However, this will no longer be a global crisis, but rather a crisis of specific
national models.?

We can identify a number of features that were characteristic of the global
crisis during the past year and that will remain relevant in 2016.

The first is the staged nature and lack of geographical synchrony to the global
crisis. Although the crisis affected almost all developed and leading emerging
economies, its progress was asynchronous across the countries and regions of
the world. Atfirst, it seemed that the crisis might engulfthe majority of the leading
countries, and therefore, global economic coordination institutions were created
in 2008: the G20 was formed, and the mandate of the Financial Stability Board
was expanded.

The decoupling hypothesis appeared, arguing that the leading developing
countries were, to a certain degree, independent of the trends in developed count-
ries. This provided a basis for the idea that emerging economies would drive
the world out of the crisis. The highest hopes lay with the BRICS countries.
However, the crisis soon began to accelerate in Brazil and Russia, and then in
other major developing countries. In 2015, it became clear that even China was
affected by the crisis, as its growth rate dropped below 7% for the first time in
35 years (since 1981). Although China demonstrates a high rate of growth rela-
tive to other countries and that growth contributes much more to the global GDP
than it did in the early 1980s, the impact of a slowdown will be felt globally.
We should also note the unprecedented volatility of the Chinese stock market,
the USD 513 billion contraction in international reserves, and the aggressive (on
the Chinese scale) movements of the yuan. The Brazilian economy is also declin-
ing, and only India managed to keep growth at approximately 7.3%.

The BRICS countries showed more political unity last year, and provided in-
creasingly fewer reasons for economic positivism. The unity turned out to be
more political than economic (as observed 15 years ago, when it was “invented”
by J. O’Neil, chief economist at Goldman Sachs).

The second is overcoming the crisis by developed economies. The crisis is ag-
gravated in developing countries, whereas developed economies are recovering.
First of all, we can point to the United States, where macroeconomic conditions
(growth rates and low unemployment) enabled the Federal Reserve to increase
interest rates for the first time in nine years. Undoubtedly, the crisis is not yet
over: past experience has proven that such large-scale transformations could

! These issues are discussed in detail in Mau and Ulyukaev (2014).

2 In fact, the crisis with the Soviet system during the 1980s and 1990s represented this particular kind of
deferred crisis. It was a result of the failure of the Soviet elite to adapt to the new reality that emerged during
the crisis in the 1970s. Thus, the crisis in the Soviet system was not part of the structural crisis in developed
countries but undoubtedly arose as its consequence.
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quite possibly lead to renewed deterioration in economic trends. This, however,
does not change the general trend.

The Federal Reserve acted with caution because of the domestic situation
(GDP and unemployment trends) and not as a result of evaluating this factor’s
impact on other countries, which is tolerably in line with the point voiced by
J. Connelly, US Secretary of the Treasury, during the dismantling of the Bretton-
Woods system in 1971, “the dollar is our currency and your problem.” The turn-
around in US monetary policy supports the “escape to quality” trend (capital
flight from emerging markets) and seems to herald the beginning of a long period
of an expensive dollar. The latter will factor into amortizing one of the global
imbalances that had formed before the outbreak of the global crisis.

The situation in the EU is improving gradually, which is caused, to a lesser ex-
tent, by general macroeconomic success and, to a greater extent, by the manifested
ability to resolve acute issues with the single currency system. On the whole,
the crisis with the single European currency (related to the situation in Greece)
is resolved. The euro has persevered under the conditions of, and according to,
the paradigm of fiscal austerity (the German approach) and not on the exotics of
unfettered budget stimulation, as was advocated by the leftist Greek government
and the governments of some southern European countries. At the same time,
the European Central Bank (ECB) is continuing its policy of strong quantita-
tive easing, which now turns out to be just the opposite of the course taken by
the Federal Reserve in 2015. The euro’s weakening against the dollar may be-
come an additional incentive for the European economy (if the inflation trap can
be avoided).

Ireland’s success was less noticeable, but still important: for three quarters
in 2015, economic growth was 7%, the best performance in the Eurozone. This
is the more important because in 2008 and 2009, Ireland suffered a deep crisis
that brought it to the verge of economic disaster. The country’s experience over
the past seven years shows that a responsible policy may resolve complicated
issues, even within a currency union and with a lack of monetary tools at the dis-
posal of the national government.

However, an overestimation of the recuperation in the Eurozone would be
a mistake. It still requires a number of institutions to ensure its stable function-
ing, including banking regulations and budget system coordination. The results
of the referendum in Great Britain concerning its membership in the EU are still
open. Europe has not overcome the crisis for economic and political reasons.

The medium-term prospects for the unprecedented monetary expansionism of
recent years is still an open issue. Although deflation remains the primary threat
for developed countries, the risks of accelerated inflation processes cannot be
ignored.

The prospects for overcoming the immigration crisis in Europe are closely re-
lated to this matter. The wave of migrants into the EU raises serious short-term
issues. The same wave, however, can offer additional possibilities to neutralize
the negative demographic trends and increase productivity.

The third is the search for and development of new economic growth models.
We should seek multiple new models, rather than a single, one-size-fits-all ap-
proach. Even with some convergence between developed and leading developing
countries during the pre-crisis period (the 1990s and 2000s), the challenges fac-
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ing them now differ significantly. The difference between the ongoing structural
crisis and those of the 1930s and 1970s is the different scope of macroeconomic
and institutional reforms needed to achieve a sustainable growth trajectory.’

For some countries, it should be about the economy’s greater focus on domes-
tic demand (this pertains to quite different countries such as Germany and China).
For others, the focus should be on enhancing and diversifying foreign demand
(this also pertains to Russia). A number of countries need serious institutional
reforms. Some countries need to raise prices to achieve the required inflation
targets, whereas others need to suppress them. Nevertheless, all countries need to
take measures to enhance economic growth potential given a new technological
base. In virtually all of the growth models, human capital development is one of
the key priorities.

The fourth is the prospect for globalization. Globalization faces serious chal-
lenges, economic and political alike. International trade value declined by 11%
in 2015. This has been a rare occurrence during the past 30 years, nearly un-
precedented, overlooking 2008, when the 22.6% decline was fully offset by 2010.

We have seen the evident enhancement of political forces arguing for protect-
ing national values and identity, in contrast to universalism and globalization. All
this is happening against a backdrop of greater rigidity in international relations,
including crude protectionism, sanctions, aggressive regulation, and even armed
conflicts, all of which had been almost unacceptable until recently. A crucial, al-
beit not entirely clear, question is what will become of the political mainstream.
A related question is whether the trend towards nationalism, which was margin-
alized in recent decades (since the end of World War II in Europe), will prevail
during the next quarter of a century.*

From an economic point of view, globalization is one of the key phenomena
and will remain so in the post-crisis world. However, the recent trend towards ad-
justing the globalization model is becoming increasingly apparent. We are speak-
ing about the shift of the center of gravity from “global globalization” (which has
the WTO as its symbol and quintessence) towards “globalization by interests” or
regions. Regionalization of globalization has recently gained fresh momentum.

The expansion of the multilateral (universal) integration agenda in the world
will apparently experience long-term stagnation: the WTO can provide only libe-
ralization of global trade to a certain degree and define the acceptable boundaries
of protectionism, beyond which the global economy will not move. Basically,
the architecture of trade and economic relations will be determined by regional and
mega-regional blocs, such as the Transatlantic Trade and Investment Partnership,
the Trans-Pacific Partnership (TPP; this treaty was signed in February 2016),
the Silk Road Economic Belt (SREB), the Euro-Asian Economic Union (EAEU),
and other treaties on free trade.

This is manifested in the development of existing and newly emerging trade and
economic alliances as well as increased interest in inter-country free trade zones.
In 2015, the movement to form the SREB gained new momentum, and economic

3 http://www.mirprognozov.ru/prognosis/economics/neft-skoro-zakonchitsya-syirevyie-tsiklyi/ru.

4 “We may be entering a world dominated by a new paradigm where politicians, including central banks, have
fewer opportunities to reduce risks. This suggests the possible beginning of a process by which a number of
earlier assumptions will no longer be relevant,” wrote Citi analysts (Citi-GPS, 2016, p. 4).
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and political ties also strengthened within the SCO and BRICS. In October, ne-
gotiations concluded on formation of the TPP, which involved the United States,
Japan, Canada, Mexico, Australia, New Zealand, Singapore, Brunei, Chile, Peru,
Malaysia, and Vietnam.

The expansion of the EAEU, joined by Armenia and Kyrgyzstan, should be
viewed within the same context. Admittedly, the intensification of post-Soviet in-
tegration processes and the trend towards a common economy, which occurred
about five years ago, proved to be very well-timed. Further developments showed
the error of interpreting this policy as a “look back,” i.e., an attempt to restore
the Soviet Union. Even recognizing the Soviet nostalgia prevalent in certain parts
of the Russian elite, the establishment of the EAEU addressed not the issues of
the past but the challenges of the future, reflecting the new trend towards the “re-
gionalization of globalization.”

The fifth is the formation of future currency configurations. Expectations of
the imminent collapse of the US dollar, popular among journalists for a certain
period of time, have not come true, and the dollar apparently will continue to
serve as the global reserve currency. The outcome of the 2015 European crisis in-
dicates that the euro is also likely to retain its status as an international currency.
This is evidenced by the resolution of the crisis in Greece. However, Eurozone
countries will have to make some difficult institutional decisions concerning
the budget and other financial matters to enable the euro to become a full-fledged
international currency.

Despite—or, perhaps, thanks to—the 2015 devaluation, the yuan is moving
in the direction of becoming a reserve currency. This is also facilitated by its
inclusion in the IMF “currency basket.” A weaker currency provides competi-
tive advantages for an economy, which is important for the sustainable economic
development of a country largely focused on exports.

Despite its high volatility, the ruble could still be regarded as a regional reserve
currency. By stabilizing the ruble and giving up elements of monetary control,
Russian monetary authorities are laying the foundation for improving its interna-
tional position in the future. It is important for this task to maintain its critical fo-
cus, although its practical implementation has been postponed and is inseparable
from serious structural and institutional reforms within the country.

The sixth is the decrease in commodity prices, particularly for fuel and ener-
gy products. The average annual oil price dropped by 50% compared with 2014.
A drop of this magnitude over one year’s time has almost no precedent in modern
history: in the past 50 years, this only occurred in 1986 and 2009 (Fig. 1 and
Fig. 2). In the first case, it foreshadowed the beginning of a long period of low
oil prices, though they rose slightly in the short term. The situation in 2008
and 2009 may also have indicated a future change in the trend, which became
more apparent in 2014 and 2015. However, this suggests no firm conclusions,
as the history of oil price cycles is very short and we cannot build responsible
forecasts based on two waves.

Moreover, we still do not know whether fluctuations in the oil market follow
a wavelike pattern. Demand for oil as a commodity is influenced by technologi-
cal progress, and it is far from certain that oil as a fuel will always be in demand
during an economic recovery. It is possible that the “oil supercycle” mentioned
so often in recent years is only a phenomenon of a certain phase of technologi-
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Fig. 2. Changes in the global oil prices (% of the previous year).

Source. International Monetary Fund.

cal progress during the last half of the 20th and early 21st century (a mature
industrial society that is becoming post-industrial). It is the high demand for oil
that made its price an indicator of not only the economic but also the political
well-being of many countries, including both producers and consumers, and
the movements of oil prices determined the fate of political regimes and even
social systems. When the technological model is changed, oil may once again
become an ordinary exchange commodity needed in the energy and chemical
industries and could lose the political significance that has been attached to it
over the past 40 years.

Low commodity prices can result from powerful technological advances that
lower the demand for (specific weight of) metals and fuels in the production of
modern products. Demand for new products (advanced metals and fuels) is driven
by advanced technologies. If this assumption proves to be reasonable, there may
be no new cyclical recovery of prices for traditional commodities.
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These are just assumptions, however. The practical conclusion is that an eco-
nomic policy cannot be based on an expected resumption of high oil prices or on
maintaining a consistently low level. The only thing we can assume is that oil
prices fluctuate within a varying range depending on the interaction of multiple
hard-to-predict parameters. The less a country’s economy depends on market
fluctuations beyond the control of its national government, the better the pros-
pects for sustainable economic growth over the long term. Norway is the most
obvious example of this policy, with its oil rent concentrated in a sovereign
fund. At the other end of the spectrum is Venezuela, which spent much of its oil
rent proceeds: its GDP fell by 10% in 2015 (Table 1). Generally, economic out-
comes during 2015 clearly demonstrate that commodity price movements are not
a dominant growth factor, even in countries with a significant share of commo-
dity sectors. The quality of institutions is much more important.

Low commodity prices will contribute to an even greater divergence between
leading countries, both developed and developing. For commodity importers,
it will become a factor in economic growth; for exporters, it will be a source

Table 1
Macroeconomic indicators for selected countries in 2014 and 2015.
Country/ GDP growth Inflation rate, National debt, Budget balance,
group of countries rate, % % % of GDP % of GDP
2014 2015 2014 2015 2014 2015 2014 2015
World total 3.4 3.1 32 3.6 79.8 80.7 -3.1 -3.6
Developed economies 1.8 1.9 0.7 0.8 104.6 104.5 -3.4 -3.1
Developing economies 4.6 4.0 5.1 5.7 41.4 44.4 -2.6 4.3
G7 1.7 1.9 0.8 0.7 118.6 117.4 -4.0 -3.5
EU 1.5 1.9 0.0 0.6 88.1 87.7 -29 -2.5
United Kingdom 29 22 0.9 0.3 89.4 88.9 -5.7 4.2
France 0.2 1.1 0.0 0.1 95.6 97.1 -4.0 -3.8
Germany 1.6 1.5 0.2 0.2 74.6 70.7 0.3 0.5
Italy -0.4 0.8 0.1 1.9 132.1 133.1 -3.0 2.7
Spain 1.4 32 -1.0 0.7 97.7 98.6 5.8 -4.4
Ireland 52 4.8 0.2 0.2 107.6 100.6 -4.0 -2.0
Poland 34 35 -1.0 0.1 50.1 51.1 -3.2 -2.8
Greece 0.8 23 -2.6 1.5 177.1 197.0 -39 4.2
Norway 22 0.9 2.1 2.3 28.1 28.1 8.8 6.0
Switzerland 1.9 1.0 -0.3 -1.2 46.3 46.2 0.1 -0.2
USA 2.4 2.5 0.6 0.9 104.8 104.9 —4.1 -3.8
Canada 2.5 1.2 1.9 1.1 87.9 90.4 -1.6 -1.7
Australia 2.7 2.4 1.6 2.4 339 36.0 -2.8 2.4
Saudi Arabia 3.6 34 2.4 2.1 1.6 6.7 -34 -21.6
BRICS 5.7 4.7 44.7 473 -2.6 -3.8
Brazil 0.1 -3.8 6.4 9.3 65.2 69.9 —6.2 =17
India 7.3 7.3 53 5.4 66.1 65.3 -7.0 -7.2
China 7.3 6.9 1.5 1.8 41.1 432 -1.2 -1.9
South Africa 1.5 1.3 5.8 5.5 46.0 48.4 -3.8 -4.1
Argentina 0.5 0.4 23.9 19.3 453 52.1 2.7 -4.9
Venezuela -4.0 -10.0 68.5 190.0 51.8 53.0 -15.0 -24.4
EAEU 1.0 -3.1 18.4 21.2 -0.8 -5.3
Russia 0.6 -3.7 11.4 12.9 17.8 20.4 -1.2 -5.7
Belarus 1.6 -3.6 16.2 16.9 40.5 40.4 0.2 2.4
Kazakhstan 4.3 1.5 7.4 9.0 14.9 18.3 1.8 -3.2
Ukraine —6.8 -9.0 24.9 45.8 71.2 94.4 -4.5 —4.2

Source: World economic outlook database, October 2015.
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of crisis that will need to be addressed with structural reforms, some of which
will be painful, socially as well as politically. They are highly likely to be de-
layed, but the price of delaying reforms may turn out to be very high in terms of
political and economic stability, which was clearly demonstrated by the Soviet
experience.

The seventh is the prospects for the social structure of developed countries
and the problem of inequality. Studies show the existence of social shifts lead-
ing to the polarization of society and an erosion of the middle class. Much has
been written about the middle class amid the transformational crisis in Russia.
Last year, discussions began regarding the impact of the recession on the middle
class in 2014 and 2015. In the broader context, this problem is related to deep
structural transformations inherent in the global crisis. Although a powerful
middle class is forming in developing countries, developed countries are witness-
ing a dilution of the middle class and increases in the proportions of more affluent
strata, on the one hand, and of poorer people, on the other. This is largely con-
nected with the profound changes in the technological structure, with the division
of professions into more advanced and financially attractive areas (finance, ICT,
biotechnology) apart from traditional fields, where income is not growing.

At the beginning of the 21st century, and especially in the early years of
the global crisis, researchers sought to determine the top 1% of the population
who concentrated wealth in their hands.’ There has been an increasing amount of
discussion lately about the formation of considerably large segments of the rich
and the poor, with the middle class being diluted. In 2015, J. Furman, Obama’s
chief economic adviser, said, “You have seen a hollowing out of the middle of the
income distribution, and there’s neither one cause for it nor a single answer. It’s
a big problem, it is decades in the making, and it will require a lot of solutions”
(Fleming and Donnan, 2015).% This shift is partly evidenced by the labor market
structure: in the modern United States, it is much easier to find a low-paying job
for a person with a low level of education, or a high-paying job for a graduate of
a top university, than a mid-level job that would be most in line with the concept
of the middle class (Thompson, 2010).

Social stratification, inequality, and the impact on prospects for economic
growth in developed countries will apparently be among the key topics of eco-
nomic and political discourse in the coming years. These issues are important
not only in terms of creating a contemporary model of economic growth but also
for ascertaining the more general prospects for preserving the socio-economic
system currently known as capitalism. Some of the leading modern social scien-
tists consider the erosion of the middle class as a deferred realization of Marx’s
forecast about the ejection of workers from the labor process, underlying his con-
clusion about the doom of social relations based on commodity production (see
Collins, 2015, p. 61-62).

The eighth is the substantial increase in global tension, particularly the en-
hanced use of the military to resolve conflicts. The number of conflicts has been

5 See, e.g., Alvaredo et al. (2013), Mankiw (2013).

6 Whereas in 1970, US middle-class households accounted for 62% of the total income, in 2014, they only
accounted for 43%. However, the share of the upper-middle class rose from 29% to 49% during the same period
(Pew Research Center, 2015).
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steadily rising over the past three years. In a sense, it has become a political se-
quel to the global crisis. It is as yet difficult to fully estimate the real prospects
for armed conflict as an indispensable factor in socio-economic and political life.

In summarizing the above, we can draw two conclusions about the develop-
ment of the global situation. From a purely economic point of view, it is develop-
ing positively. The global crisis is coming to an end, and the growth rates of
the world economy and most of the world’s leading regions are recovering, albeit
relatively slowly and unevenly across countries and regions. Barring major tur-
moil in China (those risks are related to both economic and political factors), we
will see a gradual return to a normal, non-crisis economic and political agenda.
The problems for individual countries (e.g., Russia, Brazil and Venezuela), where
the processes of structural modernization will be delayed, will not significantly
impede the ability to overcome the structural crisis.

However, these completely peaceful prospects are being overshadowed by de-
stabilizing political and military factors. Governments of the leading countries
have become increasingly active in resorting to military force to address the chal-
lenges they face. This, in turn, dramatically increases risks, and not just economic
ones. In other words, the risk of uncontrollable developments is increasing, which
further enhances the role of non-economic factors in the implementation and ef-
ficiency of economic policies. In practice, it has no advantage over the resolution
of military and occasional foreign policy objectives.

2. Russian anti-crisis policy

In 2015, the economic situation in Russia was driven by two groups of factors.
On the one hand, it was the continued effect of the external shocks, including
sanctions (especially in the financial sector) and falling prices for key Russian
export products. On the other hand, there were apparent and serious structural
problems that have reduced growth potential since the middle of the past decade
and have caused stagnation in the Russian economy.

Both groups of factors led to the negative trends that appeared as early as 2014,
which was reflected in the GDP decline in 2015 (Table 2). Almost all experts
acknowledge that as important as the external shocks were, the structural crisis
was the key problem. Indeed, a decrease in investment activity has been observed
since 2012, when growth rates began to decline. These negative processes started
before the sanctions and falling oil prices. The reason behind this slowdown was
the decreased economic growth potential, first observed during the second half of
the 2000s (Sinelnikov-Murylev et al., 2014; Orlova and Egiev, 2015).

Experience shows that external shocks should be addressed with monetary and
fiscal consolidation. Cash injections in such a situation would lead to increasing
inflation and undermine —rather than stimulate— investment activity. A healthy
expansion of budget funding is also very difficult due to the sharp decline in bud-
get revenues as the demand for military funding is increasing.

In December 2014, the situation seemed to be on the verge of disaster. The ruble
fell rapidly following the imposition of external sanctions and the decline of oil
prices, and monetary authorities opted to hold the reserves, rather than spending
them to maintain the national currency. The budget, which the parliament just
adopted, was becoming unrealistic before our very eyes.
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Due to the anti-crisis policies implemented throughout 2015, the results for
the year look somewhat better than expected at the end of 2014. The worst-case
scenarios have not materialized. The timely transition to a floating exchange rate
(called a transition to “inflation targeting”), the consolidation of budget expen-
ditures and the implementation of the government’s anti-crisis plan prevented
the situation from spinning out of control, preserved the international reserves,
and significantly slowed the GDP slump.

In the following discussion, we will study the main economic and political
problems and solutions from 2015 and their impact on the prospects for the count-
ry’s socio-economic development.

Economic trends. GDP declined by 3.7% in 2015. This is the second recession
since 1999, when the Russian economy shrank by 7.8% in the wake of the global
crisis (Fig. 3). However, whereas in 2009, the decline occurred in the majority
of developed countries, growth is now accelerating there. Throughout the year,
statesmen and experts discussed the “passing of the bottom” of the recession, i.e.,
the point at which it should stop (Table 3).

Two important factors drove the nature and duration of the downturn in
2015 and made it difficult to predict, i.e., the industry structure and exchange
rate trends. The changing terms of trade—and, as a consequence, the deva-
luation of the national currency’—had different effects on particular indust-
ries, which showed differing trends over the past year. Export-oriented indust-
ries demonstrated growth, whereas those associated primarily with domestic
consumption shrank. The hardest blow, however, was dealt to those industries
that had previously benefited most from the inflow of rental income, i.e., ser-
vices, trade, and construction. Indeed, an analysis of the problems associated
with the Dutch disease has shown that a powerful inflow of rental income
undermines competition in most industries producing tradable goods but con-
tributes to the development of sectors in which there are no imports (trade,
construction, financial and non-financial services). Accordingly, there can be
no import substitution there. Those sectors grew at an especially rapid pace in
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Fig. 3. Russian GDP (%).

Source: Rosstat.

7 To learn more about the mechanics of those changes, see Idrisov et al. (2015b).
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Table 3
Industrial production: passing the low point in 2015 (%).
Industry Share in “Bottom” passed Change in
the industrial the output index,
production October 2015
index against July 2014
Industrial production index v (June) 96.19
Mining and minerals 33.99 v (May) 101.31
Manufacturing 52.50 \ (July) 93.44
including:
Food products, beverages and tobacco 17.05 101.65
Textiles and textile products 1.43 83.88
Leather, leather products and footwear 0.32 v (June) 89.60
‘Wood processing and wood products 2.20 95.92
Pulp and paper 3.92 ' (May) 96.81
Coke, petroleum products 18.78 100.09
Chemical production 7.46 v (no reduction) 107.61
Rubber and plastic products 2.26 \ (May) 95.90
Other non-metal mineral products 4.41 86.90
Metallurgy and metal products 17.23 92.39
Machinery and equipment 6.24 v (July) 86.84
Electrical and optical equipment 6.05 84.04
Transport vehicles and equipment 7.06 \ (July) 81.18
Other production 5.59 87.58
Electricity, gas and water 13.51 98.00

Source: Rosstat.

the past. However, for the same reason, it is these sectors that are most sus-
ceptible to decreased demand as a result of the devaluation. Without a doubt,
the trend in each particular sector was strongly affected by the share of incom-
ing imported goods and the high proportion of borrowings in foreign curren-
cies within the sector®.

A combination of those factors drove the GDP trend. When the devaluation
processes had stalled by mid-2015, industry began to show signs of recovery.
However, a new round of oil price declines, and the further weakening of the ruble
that followed, prolonged the recession.

The investment situation evolved similarly, which appeared to be stabilized
by the early autumn. However, the uncertainty about the exchange rate, and ac-
cordingly, the effectiveness of the business environment, has led to a continued
decline in investment.

We can assume that in the absence of political shocks, a new equilibrium will
be achieved in several months. In terms of macroeconomic factors, to restore
growth, Russia needs neither high nor low, but stable, oil prices to determine
clear conditions for businesses to make decisions.

Structural policies and import substitution. In the past (this applies not only
to Russia), the consequences of devaluation were deferred, but the main results
were already visible during the first year. However, in the context of modern
multilateral devaluations and the global contraction of demand, their effect will
be uneven across countries and will be deferred, at best, if the devaluation can be
enhanced with relevant structural reforms. This has been demonstrated by the ex-

8 See Idrisov (2015), Idrisov et al. (2015a).
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perience of many countries, the most prominent being Japan, which failed to start

the growth mechanism in this way.

The effect of import substitution is important and possible, but it is not straight-
forward or automatic. The following are the reasons behind the modified impact
of devaluation on economic growth:

e the structural effects of a long period of Dutch disease physically degrades
manufacturing businesses (and related labor resources), which could become
a source of import substitution: they simply cease to exist and cannot recover
automatically. Therefore, recovery primarily concerns export sectors that have
the ability to expand production without significant investment;

e in the absence of free capacity, import substitution requires investment and,
consequently, a healthy investment climate. Devaluation could, to a certain
extent, compensate for the poor business climate by reducing the risk-profit
ratio. However, when making investment (i.e., long-term) decisions, devalua-
tion is not the most important argument;

e devaluation makes the country more attractive for foreign investment.
However, Russia’s situation is currently aggravated by the sanctions;

e the country’s involvement in international trade (global value chains) also
limits the potential benefit from devaluation, as some of the cost components
are increasing as a result. Thus, the impact of devaluation on import substitu-
tion can be discussed only subject to a correct analysis of specific sectors and
products.

As a result, the opportunity to benefit from devaluation arose only within spe-
cific sectors in 2015. They are primarily associated with exports. At the same
time, the devaluation helped identify weak spots and revealed the excessive de-
pendence on imports for a number of manufacturing businesses and certain areas
of the consumer market. The business models based on foreign exchange loans
and related purchases of imported equipment began to collapse.

A government commission to support import substitution was established in
2015, as was the Russian Export Center to support non-commodity exports. An
understanding of the nature and mechanics of this support formed gradually.
President Vladimir Putin and Prime Minister Dmitry Medvedev spoke unam-
biguously in favor of linking import substitution support with the ability to make
products that would be competitive on foreign markets (Medvedev, 2015, p. 120).
This means that the government is aware of the risk (known from the experience
of a number of countries, particularly in Latin America) that import substitution
could actually mean closing off the market to foreign goods and forcing domes-
tic consumers to purchase more expensive and inferior goods produced within
the country.

Throughout 2015, attempts were made to limit the exports of goods that
benefited from devaluation (e.g., grain, metals, chemicals). This argument was
the concern about the physical scarcity of goods for domestic consumption and
the idea that exporting those goods would lead to higher domestic prices. (In fact,
these are the same argument, only in the former case it acts as the “phantom pain”
of the Soviet-era shortages, whereas in the latter, it was embedded in the mar-
ket economy rhetoric.) However, no tangible action was taken in this area. Only
the ban on the exports of hides and skins was extended, and a ban on the export
of wastepaper was imposed in December.
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Fiscal policy. In the face of external shocks, the government pursued a pru-
dent fiscal policy, although it cannot entirely be called conservative. The fede-
ral budget deficit totaled 2.4% of the GDP compared with 0.5% in 2014, and
national debt remained at 14.3%—a very low value by all international stan-
dards— whereas foreign debt actually decreased slightly (obviously as a result of
the sanctions, rather than conscious fiscal conservatism).

With export revenues declining, the Russian government should have adjusted
the federal budget to reduce expenditures in February and March 2015. A 10%
sequestration was selected as the appropriate tool. Technically, it was the simplest
solution, not precluding the possibility of using it in the future. However, it can
have adverse implications in the medium term.

The problem is that over the past seven to eight years, the allocation of bud-
get expenditures has deteriorated: the proportion of productive expenditures
has diminished, and the proportion of unproductive ones has increased’. To ad-
dress the long-term challenges of the country’s socioeconomic development,
the economy needs investment in human capital and transportation infrastructure,
as these public expenditures increase potential growth. At the same time, it is
these sectors that lose the most from sequestration.

Further sequestration of expenditures without structural reforms (including
reforms for budget-funded organizations) is posing grave risks for the country’s
economic, social and political stability in the coming years (2017-2020). Without
structural reforms, fiscal policy will lose the leeway that may be needed in 2017
and 2018, and the positive macroeconomic effects of devaluation will be offset.

Under these conditions, the allocation of budgetary expenditures is becoming
as important as a well-balanced budget (low deficit). Achieving balance at the ex-
pense of productive sectors threatens to start a vicious cycle: reducing spending
on productive sectors will undermine economic development, thereby shrinking
budget revenues. Consequently, the key objective now is to optimize expendi-
tures, i.e., to look for more sophisticated budget savings methods through struc-
tural and institutional solutions, rather than by mere sequestration.

In 2016, the government will have to resort to increasing the federal budget
deficit in light of sharply decreasing hydrocarbon prices. It is often noted that
low debt creates additional macroeconomic problems, particularly by depriving
the monetary system of adequate collateral instruments. Proposals have even been
made to set a floor for the national debt rather than a cap (“at least” instead of
“not more than” a certain level)!?. This is hardly possible or feasible. On the one
hand, Russia lacks a significant amount of private savings that the state could
borrow without prejudice to private investments, let alone the transition to direct
funding of the budget deficit through money creation by the Central Bank. On
the other hand, given Russia’s unfavorable “credit history,” a substantial increase
in borrowings will lead to their significant appreciation. In our opinion, ensuring
macroeconomic stability means a rather long period of low debt for Russia.

The budget situation remains difficult for the subjects of the Russian Federation.
Although actual tax revenues have fallen in real terms, the debt situation had not

° For more information, see Idrisov and Sinelnikov-Murylev (2013).
10" The Stolypin Club’s proposals, published in autumn 2015, state that “the share of domestic national debt
should not fall below 60% of the GDP in terms of total borrowings” (Stolypin Club, 2015, p. 60).
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Fig. 4. Debt of the budgets for subjects of the Russian Federation (RUB billion).

Source: Ministry of Finance of the Russian Federation.

Table 4
Main types of tax revenues included in consolidated budgets for subjects of the Russian Federation in 2015 (%).

Main types of tax revenues Share in tax and
non-tax revenues

In nominal terms In real terms*

Tax and non-tax revenues 6.2 -5.9 100.0
Individual income tax 43 -7.6 36.8
Corporate income tax 7.3 —4.9 27.6
Property tax 11.6 1.1 14.0
Excise duties on excisable goods 1.5 -10.1 6.4
Small business tax 10.4 2.2 4.6
* Given the CPI for 2015.

Source: Federal Treasury (Roskazna); Rosstat; Author’s calculations.

deteriorated significantly (Fig. 4, Table 4). Nominal income growth prevents un-
controllable developments. A slowdown was observed in spending growth within
the consolidated budgets, which increased by only 1.4% (93% of budgeted ex-
penditures were actually made).

A further deterioration of revenues will most likely lead to the need to raise
taxes. The official positions remain intact regarding the impermissibility of rais-
ing taxes during times of crisis and maintaining a moratorium on decisions in
this area until 2018. However, in certain situations, raising certain taxes may be
a more appropriate solution than sequestration or increasing domestic debt.

Monetary policy. The transition to a floating exchange rate for the ruble has
saved the foreign exchange reserves, which in itself is important for long-term
economic development. Raising the discount rate was also an important and re-
sponsible decision, despite fierce criticism from a significant segment of the po-
litical and business elite. It is equally important that V. Putin has repeatedly spo-
ken about supporting the Russian Central Bank’s policy. Monetary authorities
continue to show support for the goal of bringing inflation down to 4% by 2018,
thereby creating qualitatively new business conditions.

In addition to maintaining reserves, the Central Bank’s policy has contributed
to reducing capital flight, although much of the outflow resulted from Russian



V. Mau / Russian Journal of Economics 2 (2016) 1—22 17

Table 5

Capital outflow (USD billion).

Indicator 2014 2015

Net capital outflow from the non-governmental sector —-153.0 -56.9

Liabilities to non-residents (“+”” means growth) -36.7 —64.3
FDI in the non-banking sector 18.5 6.7
Other liabilities -55.2 -71.0

Including foreign debt repayment according to schedule -208.3 -126.4

New borrowings 153.1 55.4

Foreign assets (“—” means growth; “+” means reduction) —-116.3 7.4

Source: Bank of Russia.

borrowers paying off foreign debts (Table 5). Thus, in 2015, the net outflow of
capital equaled USD 57 billion (USD 153 billion in 2014). The main channel
for capital outflows was the net repayment of liabilities to non-residents, which
dropped by USD 64 billion compared with USD 37 billion in 2014. However, we
can assume that capital flight was also driven by geopolitical factors, as concerns
about potentially expanding the sanctions could have made foreign investments
less attractive. In particular, this is illustrated by the decline in foreign direct in-
vestments from USD 18 billion in 2014 to USD 7 billion in 2015.

The propensity towards the “dollarization” of savings also decreased, as
household ruble assets grew significantly faster than foreign exchange savings.
Although Russian banks, companies and households (in terms of foreign cur-
rencies) increased investments in foreign assets in 2014, foreign assets held by
Russian residents declined slightly in 2015 amid the intensive external debt re-
payment. In 2014, the main channel for capital flight was the growth in foreign
assets (by USD 116 billion, including USD 30 billion of investments in foreign
currencies in cash), which declined by USD 7 billion in 2015. This decline is al-
most entirely due to reduced investments in foreign currencies in cash.

The severe criticism of the policy pursued by the Central Bank, which is often
blamed for all of the problems with the Russian economy, seems unfair. Paradoxi-
cally, those who particularly criticize the “monetarists” turn out to be true mone-
tarists in practice, as they exaggerate the ability of monetary authorities to neutralize
negative impacts from the external environment or geopolitical crises.

Banking reform. The banking sector remains a focus for the authorities.
On the one hand, the efforts to clean up have continued. Licenses were with-
drawn from 93 credit organizations (86 in the previous year). Financial recovery
(rehabilitation) procedures were initiated for 15 banks in 2015. The total assets
for banks that lost their licenses in 2015 were not very large, as they accounted
for approximately 1% of the total assets in the banking sector.

On the other hand, some of the major banks have received strong financial sup-
port from the state, as the crisis in the banking sector would have led to dire con-
sequences, not only economic but also social and political. Most of the govern-
ment support went to state-owned banks, which strengthened their positions in
major segments of the banking services market.

Lending to businesses slowed but still showed a positive trend of almost 7%,
and the indebtedness of individuals declined by about the same amount, a much
milder reaction than in 2009. The quality of bank loans does raise concerns, how-
ever. Past due debts held by corporations under ruble loans have already reached
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the high set in 2009, and the individual debts broke record values. The quality of
loans continues to deteriorate in all segments of the market.

The greatest problem is still poor financial results in the banking sector and
losses of a large number of banks. In 2015, almost 30% of operating banks re-
corded losses, compared with only 11% in 2009. In contrast to the situation six
years ago, the current decline in banking profit margins was caused not only by
deteriorating asset quality and the need to drastically increase spending on pro-
visioning but also by lower profit margins on core banking operations. The latter
was due to the high-interest-rate policy. The value of bank liabilities proved to be
more sensitive to increases in the discount rate than the returns on loan portfolios,
resulting in a significant reduction in overall net interest income.

The social situation and the labor market. In 2015, as in previous post-Soviet
crises, incomes decreased against the relative stability in the labor market.
Unemployment hovered at approximately 5.5%, which is higher than the US
figure, but considerably lower than the European level. In a tense demographic
situation, and with the decline in the working-age population, businesses are
hesitant to severely reduce employment, instead trimming working hours and
payments.

Well-being dropped significantly during the year, with real disposable income
decreasing by 3.5% and real wages by more than 9%. This fits into the “Russian
labor market model,” i.e., reducing wages rather than employment.

At the same time, bank savings have increased, mostly in rubles. This signifies
a transition from consumption-driven to savings-driven behavior, which is an ad-
ditional factor slowing down the economy in the short term, as demand becomes
even more limited, but the crisis-related uncertainty does not encourage the trans-
formation of savings into investments. Consequently, retail trade turnover fell by
approximately 9%.

As a result, the poor population began to grow rapidly. The share of Russians
in the poor category returned to the level of the mid-2000s (20.3% with income
below the subsistence level). This is a new phenomenon in recent years. In 2008
and 2009, despite the 7.5% decline in GDP, this figure was 19%, having signifi-
cantly decreased afterwards (Table 2). At that time, the state possessed conside-
rable budgetary savings (the Reserve Fund), which were allocated to maintain
the standard of living. The economy had to pay for this with a budget deficit of
6% of GDP in 2009, with the non-oil deficit reaching a record-breaking 14%.
Those resources are no longer available in the budget.

Researchers have begun to note the erosion of the middle class within
the country (Maleva, 2015, pp. 12—13), although one needs to distinguish be-
tween the problems of cash flows (reduced current income) and reserves (accu-
mulated well-being, behavioral stereotypes). The crisis has led to a certain reduc-
tion in inequality, with the Gini coefficient decreasing from 0.141 to 0.399 and
the decile funds ratio from 15.8 to 14.2 (Maleva, 2015, pp. 16—17). However, this
can hardly be called a positive trend.

3. Priorities for anti-crisis policies

Russia’s economic policy is facing two key challenges: starting economic
growth and dampening reductions in household well-being. These challenges are
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correlated, as the first leads to increased well-being and the second generates de-
mand for economic growth.

Solving these tasks is tricky because we are facing a structural crisis rather
than a cyclical one. The end of the downturn, which cannot last long (much less
forever), in this case does not automatically restore growth. Unless we make
special efforts to build a new growth model, the potential for growth will remain
low, which means that the economy will hover around zero (or within statistical
error). Unlike a recession, this may last long enough for the political elite to form
a model suitable for modern challenges, with the respective impact on well-being
and social stability.

The most serious challenge facing Russia is not overcoming the recession but
achieving economic growth. Of course, we mean sustainable, long-term growth
accompanied by structural modernization, rather than achieving good-looking
statistics. In the foreseeable future, Russia must strive for growth rates exceeding
the world average (or somewhere between those of Germany and China).

This is not a trivial task and has no standard solutions, unlike stabilization.
Solutions will be contingent upon the features of the current era and our country.
An answer to this challenge requires major institutional reforms in all spheres of
society, not exclusively in the economy.

We suggest the following key points for economic policy that can solve both
issues.

Consistent disinflation, which is a natural basis for lowering interest rates and
raising investment activity in Russia, will also guarantee social stability. Inflation
must be brought down from 13% in 2015, to a target of 4% by 2017.

The situation is politically complex, and there is a risk of initiating an “infla-
tionary spiral.” As in the 1990s, a powerful pro-inflation group is forming again.
As back then, there are three powerful forces interested in preserving high infla-
tion: banks, which get additional opportunities to solve the problems of stability;
trade because inflation benefits industries with a short turnaround of capital; and
inefficient enterprises, for which cheap money makes it possible to avoid other-
wise unavoidable changes in management and owners.

However, starting on the course of disinflation now would benefit both the autho-
rities and the majority of the public—ordinary businesses and citizens. A deter-
mination to reach the target of 4% inflation would be very important politically,
economically, and socially. Politically, it would make a very important argument
in the presidential elections in 2018. Economically, the solution to this problem
would allow business (if the authorities can demonstrate the seriousness of their
intentions) to make plans, particularly investment ones. And socially, it would be
a factor in reducing the social tension that always accompanies high inflation.

Decisive disinflation now is not only necessary but possible. If oil prices stay
at the present level, Russia will in fact get rid of the Dutch disease. In previous
years, reducing inflation was constrained by the risk of lowered competitiveness
due to surplus (that is, not tied to the growth of labor productivity) strengthening
of the ruble. Now, however, in the absence of significant increases in oil prices,
these risks will not threaten the economy. It presents an additional stimulus for
macroeconomic invigoration.

The effectiveness of budgetary policy is frequently brought up by Russian
politicians and economists; however, the availability of cheap money over
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the last ten years has not brought about the realization of these goals. We can see
four options here: budgetary maneuvers, improvements in budgetary procedures,
increases in the effectiveness of the budget network, and clarifications of the fis-
cal rules based on experience and current realities. A key here is the question
of the influence of separate budget line items on economic growth (IMF, 1995;
Moreno-Dodson, 2013).

Over the past few years, the allocation of budget expenditures underwent
negative changes. Expenditures that promote increasing reserves and the quality
of factors of production (labor and capital) as well as the growth of total fac-
tor productivity (the efficiency of factors used in production, primarily invest-
ments in infrastructure) have not increased, and in some cases have decreased,
relative to GDP. The share of nonproductive expenses has grown— for defense,
public administration, and law and order. This structural shift limits the ef-
fectiveness of budget stimulation (see Knobel and Sokolov, 2012; Idrisov and
Sinelnikov-Murylev, 2013, 2014).

The prospects of fiscal rules are a special problem. As oil prices continue to be
on a low trend, the issue may not seem pertinent. However, it makes sense to dis-
cuss it. The acting fiscal rules, which call for moving rent income into sovereign
funds, were a reaction to the Soviet experience of completely spending all rent
income, making the country vulnerable to shocks from changes in economic con-
ditions. The experience of 2009-2012 demonstrated serious drawbacks of this
model: the presence of a “safety cushion” is a disincentive for modernization.
A crisis is a time that pushes you toward modernization, but a financial reserve
allows you to continue in a business-as-usual mode.

We need to reexamine the very concept of using surplus income and, therefore,
fiscal rules. Given the reality in Russia, it would be wise to have stricter guide-
lines defining the cut-off price for market revenues (setting it at a rather low level)
and balancing the current budget (that is, the budget of repeating obligations) at
the level of revenues that are most protected from the fluctuations of external fac-
tors. If there are additional rent revenues, they should be used for a development
budget, that is, to finance expenses with a final time horizon. This model would
allow more active investment in development when the market is good, and would
not create the temptation to pour money on problems when there is a crisis.

Support for non-oil exports is currently another important priority. Today, it is
fashionable to speak of import substitution. However, it is not the same as foist-
ing on people low-quality domestic products at a high price, especially when their
producers are demanding financial aid from the budget. The Russian economy
may benefit from import substitution, but the type that would be competitive in
an open market. In other words, it is important to stimulate export-oriented im-
port substitution. The support for non-oil exports and for import substitution must
go hand in hand.

Several conditions must be met for this to occur.

First, there should be no obstacles for non-oil exports. Yet, despite calling for
stimulating exports, there is more talk about tariff and non-tariff restrictions. Just
in the last few months, decisions have been made to limit grain exports, and there
is discussion about limiting metal exports as well. These could easily be followed
by limits on chemical exports and so on. The problem is understandable: under
devaluation, exports become more attractive, which leads to problems of filling
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the domestic market. However, these complications (only potential in part, as
demand within the country is also falling) should not be a reason to reject im-
provements in the structure of Russian exports. There are enough levers to supply
the domestic market without obstructing the foreign expansion of our producers.

Second, one should not create export offsets, artificial barriers to keep foreign
competitors out of the Russian market. The present exchange rate is an adequate
barrier to protect domestic manufacturers, although imported goods, paradoxi-
cally, could help price stability in a number of ways.

Third, it is important not to interfere with the efforts by domestic companies
to improve and restructure. This will be accompanied by a rationalization of em-
ployment, which for all its pain would be a very important element in moderni-
zation. Rationalization is important both for export-oriented companies and for
companies that are primarily focused on import substitution.

Attracting private investment (domestic and foreign) once again becomes
a priority in economic policy at both the federal and regional levels. When rent
revenues were high, this was less important because the budget influx could
compensate for gaps in the investment climate. Russia’s improved position in
the Doing Business ratings is an important benchmark. However, in today’s geo-
political situation, its significance is extremely limited and conditional.

Authorities at all levels must orient themselves towards attracting investors,
just as the authorities of Novgorod Oblast did in the 1990s and of Kaluga or
Ulyanovsk oblasts did within the last fifteen years. This must be one of the key
parameters in assessing the effectiveness of regional administration, no less im-
portant than salaries in the budget sector.

Deregulation, protecting the rights of entrepreneurs, and developing small and
medium business are different but closely connected economic policy priorities.
Legislation should be favorable for business, helping to attract entrepreneurs rather
than repel them. Yet, even at the level of naming regulations, we can see a worsen-
ing attitude toward entrepreneurship. In the past, the law was called “On protect-
ing the rights of companies and individual entrepreneurs when implementing state
control (oversight) and municipal control” (December 26, 2008, No. 294-FZ); now
the draft law is called “On federal, regional, and municipal control.” Naturally,
the point is not in the name but in the practice, which is in no way favorable to
business activity, despite the improved status of Russia in the Doing Business rat-
ing, and the President’s direct instructions “to lift restrictions on business maxi-
mally, freeing it from obtrusive oversight and control.” In this regard, we should
return to the approach in the Gref Program, prepared in 1999-2000, which out-
lined substantial simplifications in licensing and expanded the role of insurance.

A complex of measures stimulating competition must be elaborated. This is of
particular importance in the current macroeconomic and geopolitical situation,
when devaluation and sanctions limit access to competing goods and services in
the domestic market. The policy of stimulating competition should be considered
the equivalent of a policy limiting monopolies, which in some cases are in com-
plete contradiction. Today, Russia needs a competitive policy and not a “struggle
against monopolies,” which is often understood as curtailing those who have
achieved market success.

The list of problems has not exhausted the modernization agenda during this
crisis. Other important institutional and structural reforms are needed in human
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capital (education, health, pension system), which involves social, fiscal, and
investment factors. Russia needs new approaches to social policy, foreign eco-
nomic activity, and spatial development.

Thus, a key challenge for the coming period (2017-2019) will be to create
a mechanism to recover economic growth while avoiding populist scenarios.
The way this issue is resolved will have a huge impact on the life of Russia in
the post-crisis world, the contours of which are being shaped as we speak.
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