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Abstract

Economic growth is a primary challenge of the political agenda of leading countries,
including Russia. This study discusses existing hypotheses that are related to “secular stag-
nation” and the “productivity paradox”, which include the demand side of the problem
(cyclical factors), special features of technological innovations (technological factors),
anti-crisis policy that prevents “creative destruction” (political factors), and the irrelevance
of the GDP measurement (statistical problems). Limits to growth contribute to a new
global policy trend and the emerging of populism; this study discusses the prospects of
the transformation from political populism to economic populism. Global challenges
provide the basis for a more extensive analysis of Russian economic development and,
particularly, the results of the 2015-2016 anti-crisis policy, which helped the Russian
economy to adapt to new economic realities of the post-crisis world.
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1. Introduction

The world is searching for a new socioeconomic development paradigm,
which is occasionally referred to as the “new reality.” When considering prior
structural crises (in the 1930s and 1970s), this search has lasted approximately
a decade and has been characterized by volatile economic trends, political crises
and social instability. Prior experience should by no means be bluntly applied to
the future, and the duration of the “turbulent decade” can only be determined by
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future economic historians. However, it is evident that a primary issue on politi-
cal and intellectual agendas is a new economic growth model and its potential
rates and sources.

2. Discussing the prospects for economic growth

The prospects for economic growth present a significant challenge that will
define the development of other vital structural processes during the 21st century,
i.e., the trend towards globalization (or de-globalization), new industrialization
(structural modernization), and the development of human capital.

We have witnessed the deceleration of economic growth rates since the begin-
ning of the global crisis (i.e., roughly since 2008). Although this trend appeared
to be temporary at first and was expected to dissipate in the foreseeable future,
after approximately ten years, it became clear that the situation was far more
complicated than expected. Economists predict an approaching of long secular
stagnation and politicians have begun adapting to the new reality, which results
in a sharp and explosive rise in populist sentiment. In fact, these were the two
primary aspects of 2016: low (and decelerating) economic growth rates and
rising political populism. Clearly, these two issues are related; economic hard-
ships encourage politicians to adopt populist slogans, if not populist actions.

The ongoing economic deceleration had multiple causes and economists are
focused on analyzing them. Modern growth is certain to be a highlight of future
discussions regarding economics, political science, and political economy. One
reason for this decelerating global development is lower growth rates in China
and India, which they are, quite naturally, experiencing as they achieve economic
maturity and a more stable condition similar to developed countries. The decele-
ration in global development could have been counterbalanced by emerging new
opportunities for an accelerated technology transfer to other countries and re-
gions of the world (e.g., to Africa), but this is more of a political and institutional
matter than an economic issue thus far.

The deceleration may be partly attributable to cyclical factors, i.e., the low in-
vestment activity that is reflected in the excess of savings over investment that is
characteristic of most developed countries. This period of decreased investment
is seemingly associated with a high level of uncertainty, which is natural during
technology upgrades and anticipated structural reforms.!

However, the problem of economic growth does not only refer to decelerating
global trends or the specifics of the modern business cycle. In the traditional eco-
nomic development model that includes recessions and recoveries, the primary
question following a crisis is concerned with the actual level at which the reces-
sion will stop and economic growth will commence. The events after 2008 clear-
ly demonstrated that a downturn may be followed by stagnation or low growth
rates; recovery is not automatic. This results in a need to change the substance of
anti-crisis policies, which should no longer be limited to fighting recession, but
propose measures to ensure acceptable growth rates (or accelerating potential

! Robert Shiller, Nobel Prize winner in economic sciences in 2013, attributes this deceleration to a “loss of
economic confidence” (an expected business activity by companies and households’ income and employment)
and “economic policy uncertainty” (regulations, taxes, etc.) (Shiller, 2016).
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growth). The need for a change in anti-crisis policies is the greatest challenge of
the current global crisis and the essence of what is referred to as the “new eco-
nomic reality.”

Lengthy stagnation in a developed country is not a new problem and has been
occurring in Japan for a quarter of a century. It has been demonstrated that a de-
veloped economy may stagnate over a long period of time while maintaining
a high level of well-being and avoiding grave social problems. In the past, it ap-
peared that this phenomenon was specific only for Japan. However, it is now evi-
dent that we are facing a new phenomenon that results in a need for research and
adequate policy. The European Union has been in a similar situation for approxi-
mately five years. Russia is also faced with a risk of long-term stagnation, for
which “reaching the bottom” (which was discussed vigorously in 2015 and 2016)
does not imply returning to sustainable growth. This problem may be regarded
as an intellectual challenge of sorts, similar to the Keynesian revolution. During
Keynes’ time, however, certain automatic anti-crisis regulators were activated (to
mitigate the consequences of the crises); however, the present situation indicates
that a dedicated policy should be developed to ensure growth.

Several cyclical, technological, political, and statistical hypotheses have
emerged in an attempt to explain this phenomenon. Four possible explanations
of the growth situation have been proposed. Despite their differences, absolute
alternatives are not provided and the current situation is the result of a certain
combination of these alternatives.

Cyclical factors. This perspective attributes deceleration to insufficient ag-
gregate demand, which is reflected in a negative gap between investments and
savings. The historically insufficient demand stagnates growth in the GDP and
productivity, even near-zero interest rates will not stimulate economic growth
(Summers, 2014).2 Inequality appears to contribute to the problem, because
the majority of the population has not experienced income growth and the ex-
cessive concentration of income in the hands of a few results in an increase in
savings that is detrimental to demand, thereby creating additional incentives for
deceleration.

Technological features. An alternate approach attributes the deceleration to
limited supply, and most importantly, a limited supply of innovation (Cowen,
2011; Gordon, 2016; see also: Gordon, 2013). The potential deceleration of tech-
nical progress is meant, as well as a lesser impact on productivity by technical
innovation, particularly when compared with the technical revolution at the turn
of the 1920 century. This approach focuses on the exhaustion of modern eco-
nomic growth as we have known it since the mid-18th century, which has become
a significant mystery for economic science (particularly, economic history).

However, certain advocates of attributing the deceleration to technological
factors maintain an optimistic interpretation of the problem; technological de-
celeration is a temporary phenomenon because of lags between the introduction
of advanced technology and the spread of its effects to other industries and, ac-
cordingly, to growth in the GDP and productivity (Mokyr, 2014). This perspec-
tive relies on recent economic experience. For example, in 1987, Solow (1987,

2 “The global savings glut and low inflation result in weak aggregate demand in high-income regions. This
syndrome is consistent with zero or negative interest rates in Europe and Japan” (Nordhaus, 2016).
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p. 36) noted that the “computer era is visible everywhere except for productivity
statistics.” Approximately 15 years later, this effect was reflected in statistics and
did not require additional proof. However, prior to that, business models had to be
significantly transformed beyond the comprehensive implementation of computer
technology in industrial processes (Brynjolfsson and Hitt, 2000; Brynjolfsson
and McAfee, 2011). Therefore, we presume that over time, the effects of innova-
tions are reflected in economic growth statistics, particularly because new models
of governance and business forms emerge.’

Political factors. The third explanation for the deceleration is related to spe-
cific features of political processes and their influence on the economy, which
include the priority of short-term political goals over long-term structural ob-
jectives. To prevent grave social and political implications from the crisis (and
considering the Great Depression of the 1930s), governments of developed coun-
tries have taken unprecedented steps to bail out existing companies and banks,
thereby destroying the opportunity for Schumpeter’s “creative destruction”
(The Japanese government acted in a similar manner during the 1990s, which
resulted in zombie banks and companies). A soft monetary policy (extremely low
or negative interest rates) does not stimulate economic activity as much as it al-
leviates the debt burden on the state and corporations by improving the position
of debtors relative to creditor interests (Wolf, 2016).* Through these processes,
this policy prevents a potential increase in bankruptcies.

In a more severe interpretation, central banks have assumed functions that
are similar to those performed by Soviet-type central planning agencies that
were tasked with preventing crises and bankruptcies. The actions of these
central banks “arrested falling asset prices, thereby saving enormous fortunes.
However, this also prevented a great number of young businessmen and inves-
tors from taking risks on new ventures” (Sinn, 2016). This process hinders
recovery from the crisis for years, if not for decades. Without creative destruc-
tion and the related political and social problems, we cannot escape the stag-
nation trap.

Political interests are beginning to dominate economic interests, i.e., ensur-
ing current political and social stability and securing the results of the next elec-
tions has become more important than improving efficiency and productivity.
An emphasis on narrowly interpreted political goals and group interests slows
institutional and structural modernization and consequently, decelerates growth.
The desire to prevent a surge in unemployment, which is understandable from
a political perspective, may cause losses in efficiency and competitiveness. This
process implies the domination of short-term interests over long-term interests,
which is typical of numerous developed and developing countries in recent de-

3 Qureshi (2016) referred to advocates of approaches that estimate the impact of innovations on growth
“techno-pessimists” and “techno-optimists”: “In the debate between “pessimists” and “optimists” regarding
the future of productivity, the issue may be less about who is right and more about how the challenges of the fu-
ture which have been noted by the “pessimists” could be addressed to capture the opportunities envisaged by
the “optimists.” The future could be one of contingent optimism, if technological possibilities are supported by
complementary policy and institutional change.”

4 According to Reinhart (2016), this policy actually results in taxing creditors: “As in the past, during and after
financial crises and wars, central banks increasingly resort to a form of ‘taxation’ that helps liquidate the huge
public- and private-debt overhang and eases the burden of servicing that debt. Today, this means consistent
negative real interest rates— equivalent to an opaque tax on bondholders and on savers more generally.”
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cades.’ Furthermore, most often, policies that result in rapid positive shifts in
economic trends become inefficient and even harmful in the medium term.

The aforementioned implies that monetary policy measures can halt the cri-
sis and prevent its continuation, but alone, cannot lead to sustainable growth.
Sustainable growth requires structural and institutional reforms, particularly when
the technological framework of the national economy is undergoing a qualitative
upgrade.

Aspects of statistical measurements. Discussions regarding economic growth
focus on the issue of adequately assessing growth. Certain researchers note that
GDP statistics understate the actual level of production and well-being. The GDP
indicator was implemented during the 1930s and 1940s and was later referred
to as “one of the greatest inventions of the 20th century” (BEA, 2000; Masood,
2016). However, the fundamental technology shifts in recent years and the emer-
gence of new governance models that reflect this new technological reality are
creating an entirely new situation in the economy that eludes traditional statis-
tics. The measurement of real GDP, which should include all goods and services
that are produced (sold), does not consider a significant portion of the value (of
the product, not necessarily tangible) that has been produced, but cannot be mea-
sured using existing methods. The issue here is the penetration of information and
communication technology (ICT) into all areas of social life, which transforms
the very concept of well-being and accordingly, the ability to measure it. Radical
improvements in business and staff efficiency satisfy emerging needs and im-
prove well-being by utilizing far lower amounts of labor and material resources.

This can be illustrated by a number of examples. First, there is an unprecedented
increase in the number of free goods and services associated with information
technology, let alone the rapid decreases in prices (at rates surpassing inflation
rates) of new products that enter the market. Benefits are gained from social net-
works for the economy and consumers. People spend a significant amount of time
communicating with IT systems and this improves their well-being (including
business development). However, this is only reflected in the growth statistics, at
best, as advertising income (DeLong, 2016). Second, certain advanced techno-
logies (e.g., 3D printing) can make products substantially cheaper. Third, new
products (goods) emerge and combine various functions at a much lower price
than several devices performing the same functions (the iPhone is the most evi-
dent example). Fourth, certain goods and services have been converted into digi-
tal form, such as e-books, which are much less expensive and provide the same
service as traditional books. Fifth, brand-new, IT-based business models are
emerging, as embodied (and exemplified) by Uber (The Economist, 2016). Uber
is reducing the demand for cars, while considerably increasing their utilization
when compared to taxi services, let alone personal cars and subsequently reduces
demand for the production of related goods and services. Therefore, these new
business models improve well-being (and increase consumption) and the above

5 Examples of the dominance of short-term interests over long-term interests can be found in the practices
of numerous developed and developing countries. Examples include the USSR between 1986 and 1990, when
the government preferred to accelerate growth and caused a decade-long recession. Another example is China in
recent years, growth rates are maintained by injecting budget funds into the economy. In our opinion, the domi-
nance of short-term business interests (current capitalization) over long-term interests (increasing productivity)
is one of the primary causes of the current global crisis (Mau, 2016a, p. 174).
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technological, industrial, and management innovations may result in the decline

of traditional GDP indicators.

Discussions regarding the problems of economic trends are far from over.
These themes will remain at the forefront of economic discourse and political
struggles for the foreseeable future and will attract theorists of political science
and practitioners of economic policy.

Practical recommendations suggested during the past year clearly tended to-
wards revising the correlations between monetary and fiscal stimulation. In 2016,
a thesis that recommended scaling back monetary stimulus and enhancing fiscal
stimulation gained increasing popularity.® This theory is based on several issues:
o first, although the policy of extremely low or negative interest rates hindered

the crisis, it was unable to ensure a recovery to normal growth;

e second, an understanding has spread that resuming growth does not require
macroeconomic manipulation, but rather structural reforms that foremost re-
quire dedicated fiscal policy measures;

o third, the debt burden on government budgets has been slightly reduced and
a number of developed countries gained more opportunities to borrow finan-
cial resources for large-scale projects, thereby using public demand to support
growth in both the private and public sectors;

e fourth, the new US administration clearly established a priority for fiscal stimu-
lation, which may be an attempt to repeat the success of Ronald Reagan, who
combined fiscal stimulation with the rigorous monetary policy of Paul Volcker.
Raising the FRS interest rates in December, 2016 was a step towards fiscal

stimulation. The next step should be made by the new administration under

Donald Trump.

In 2016, economists were almost unanimous in formulating the structural
priorities for developed countries. The first priority was the development of
infrastructure (particularly in the US) and the education system (particularly in
Europe). Other priorities include the development of green energy, healthcare,
and everything related to human capital in a broad sense. High-priority structural
measures include reducing taxes (fiscal measures) and deregulation.’

Concurrently, the priorities of structural and institutional reforms differ sig-
nificantly between countries, particularly when comparing developed and leading
developing ones. While the majority of developed countries are focusing on de-
veloping human capital, including easier access to the labor market for large so-
cial groups, China plans to enhance its physical infrastructure to boost domestic

© Not everyone supports the idea of shifting the focus towards fiscal policy. Numerous economists strongly
argued against reducing monetary stimulation, particularly in the Eurozone. Wolf (2016) recommended an ac-
tive combination of different growth sources, without countermanding monetary stimulation with fiscal mea-
sures: “The best policies would be a combination of raising potential supply and sustaining aggregate demand.
Important elements would be structural reforms and aggressive monetary and fiscal expansion. The US has been
more successful in delivering a more balanced set of policies than the Eurozone.”

7 “Trump has established infrastructure investment, tax reform, and deregulation as central components of his
strategy to boost the US economy’s actual and potential growth. As a result, markets seem convinced that the US
will gradually exit its prolonged period of excessive reliance on unconventional monetary policy, replacing it
with a mix of looser fiscal policy and pro-growth structural reforms—an approach much like that pursued
by former US President Ronald Reagan. Germany, China, and Japan have good reasons to embrace such an
approach. They are not getting enough out of monetary expansion at this point; the risk of collateral damage and
unintended consequences is rising; and pro-growth structural reforms are overdue” (El-Erian, 2016).
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demand (considering the enormous domestic market) and technological exports
to developing countries. Solving these types of problems is the focus of China’s
policy to build a Silk Road, presumably aimed at developing markets for Chinese
products. This is the most important difference between the structural priorities
of developed countries and China.

China currently (and in the near future) acts primarily as a producer of goods
and has become the “world’s factory” during the 21st century. Conversely, de-
veloped countries, even with the latest trends in re-industrialization, produce and
consume mostly high-tech products and related services and the quality of human
capital is critical for retaining leadership in the production and utilization of high
technology.

These processes require the stimulation of demand (i.e., a partial return to
the Keynesian model), which requires a serious revision subject to 21st-century
realities. With respect to most developed countries, no definite conclusion can
currently be drawn in favor of either “demand-side economics” or “supply-side
economics.” Demand factors should be adequate for technology-driven supply,
which in turn should be maintained through adequate institutional measures (in-
cluding deregulation or tax reduction). Only this balance between demand-side
interests and supply-side interests will help overcome the deepening polarization
between the beneficiaries of globalization and its victims (however conventional
these terms may be).?

In terms of global processes, much will depend on whether the leading count-
ries (the US, China, Germany, the UK, Japan, the EU) manage to coordinate their
economic policies, considering their specific structural reforms. The inability to
ensure this coordination will lead to increased protectionism and populism and,
accordingly, to overall deceleration and simultaneous intensification of uneven
development between certain countries.

The prior discussion directly implicates a second characteristic of the past year
and, seemingly, the foreseeable future, i.e., populism’. This term generally refers
to political activity that uses slogans that are popular in the general public but, as
a rule, have no real (material or economic) grounds for practical implementation
(see Acemoglu et al., 2013). The actual goals of populist politicians (primarily
the struggle for power) are disguised as socially attractive ideas.

Populism is directly associated with the aforementioned conflict between
short-term and long-term economic objectives. At best, populist measures yield
the promised positive shifts for a short period of time, causing a decrease in long-
term stability with a significant price to be paid for its recovery. In the political do-
main, populism often leads to the destruction of democratic institutions: populists
retain power on the wave of short-term achievements, but afterwards, if the situa-
tion worsens, they abandon democratic procedures (directly or through manipula-
tion) while promising prosperity after defeating internal and external enemies.

8 “Macroeconomic management must ensure that demand always grows as strongly as the supply poten-
tial created by technology and globalization. This is the fundamental Keynesian insight that was temporarily
rejected in the heyday of monetarism during the early 1980s, successfully reinstated in the 1990s (at least in
the US and Britain), but then forgotten again in the deficit panic after 2009 (Kaletsky, 2016).

9 In this article, we will use the following political definition of populism: “The presence of a charismatic
mode of linkage between voters and politicians, and a democratic discourse that relies on the idea of a popular
will and a struggle between ‘the people”’ and ‘the elite’” (Hawkins, 2003).
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Populism became widely common during the 20th century and became either
a source of degradation for many countries (Argentina) or a roadblock along
the path of economic progress (see Mudde and Kaltwasser, 2011). Two varieties
of populism clearly emerged during that time: political and economic (fiscal).
The former could exist without the latter, but the latter was always associated
with the former. Political populism is a tool in the struggle for power, but its
economic implications are ambiguous. A party that rises on a wave of populist
slogans and retains power can pursue any economic policy, whether populist
or responsible. In certain cases throughout the 20th century, political populism
was accompanied by economic populism, i.e., irresponsible fiscal and monetary
policies, property manipulations, etc. This led to economic crises which took
a long time to overcome. Most populist regimes in Latin America combined
economic and political populism, from Juan Peron during the mid-20th century
to Hugo Chavez and Nicolas Maduro in Venezuela during the early 21st centu-
ry.!® However, there have been cases where politicians rose to power backed by
populist slogans and reputation but managed to pursue a responsible and well-
balanced economic course (e.g., Lula da Silva in Brazil). Current discussions are
primarily about political populism, which is associated with attempts to abandon
what, until recently, belonged in the domain of “political correctness” or “rules of
the game” and is accepted in the modern world (globalization, political equality,
etc.). The influence of populist politicians is growing in Europe and America and
in a number of developing countries.

The outcomes of 2016 highlight two specific features in the development
of modern populism. First, both rightist and leftist populism is clearly increas-
ing. Rightist populism is mostly related to developed countries in Europe and
America, while leftist populism is apparent in poorer countries (including
European countries such as Italy and Spain). However, the positions of rightist
and leftist populism may coincide in certain provisions of an economic program
(specifically with regards to globalization).!! Second, macroeconomic (fiscal)
populism is a rare phenomenon, which is restricted mostly to the situation in
Venezuela. This is important when evaluating the prospects of macroeconomic
stability in the world’s leading countries.

A populist reaction in the form of anti-globalism may manifest itself in vari-
ous countries in the near future. Anti-globalism has become an altogether indis-
pensable component of modern populism. In particular, the rise of the US dollar,
which appears logical in 2017, may lead to toughening protectionist measures in
the US and result in retaliatory measures in certain countries. Various sanction

10 A classic analysis of 20" century economic populism is offered in a book that was edited by R. Dornbusch
and S. Edwards, The macroeconomics of populism in Latin America. In this book, populism is defined as “an
approach to economics that emphasizes growth and income distribution and deemphasizes the risks of inflation
and deficit finance, external constraints and the reaction of economic agents to aggressive non-market policies”
(Dornbusch and Edwards, 1991, p. 9; see also: Dornbusch and Edwards, 1990; Sachs, 1989).

11 The results of the referendum in the UK and the US elections in 2016 are of interest in terms of the correlation
between rightist and leftist populism in developed countries. Bernie Sanders, a leftist critic of the establishment,
lost the Democratic Party primaries to Hillary Clinton, who represented the traditional elites. However,
the presidential elections were won by Donald Trump, who actively utilized rightist populist slogans and had
much in common with Sanders in his anti-globalist agenda (Di Tella and Rotemberg, 2016, p. 10). Similarly,
in the UK, rightist populism is associated with Brexit and confidently dominates the leftist populism of current
Labour Party leadership (Jeremy Corbyn).
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regimes are also a form of populist response to political and to a greater extent,
economic problems. The list of examples is extensive.

The rise of populism seems to be based primarily on economic factors.
Decelerating growth and protracted recessions are able to evoke a populist re-
sponse to problems. (although this is not a strict rule, as confirmed by the 25-year
stagnation in Japan). Sustainable growth is a natural though insufficient condi-
tion for overcoming populism. However, populism thrives under the favorable
conditions of no clearly present growth prospects. Social policy measures may
mitigate the risks of realizing populist slogans; they primarily include assistance
for those who incur losses as a result of economic progress in adapting to new
conditions, particularly by supporting education and other social spheres, which
may be more important than providing monetary assistance.

In this political dynamic, a new political polarization is more clearly taking
shape and replacing the confrontation of rightist and leftist forces (to clarify, fol-
lowers of free markets or socialism, liberalism or statism). Currently, it is far more
important to note the confrontation between populism and traditional models of
modernization. Both rightist and leftist forces that have a “traditional focus” may
concentrate on both sides. It is unclear how stable or durable this new configura-
tion is or whether it is of a temporary nature because of the specific circumstances
of the current global crisis.

3. Economic crisis and adaptation to the new reality:
2015 and 2016 outcomes

Since 2008, Russia and other developed and leading developing countries
have experienced a structural crisis which is gradually shaping a new economic,
political, and social reality. Although these countries may have certain common
characteristics, Russia has some unique economic and political circumstances
that imply a need for substantially different socioeconomic policies than other
countries.

From an institutional perspective, the structural crisis in Russia was associated
with two sets of circumstances. First, considering the global problems, there was
a need to construct a new economic growth model in lieu of the one that was
formed after the crisis in the 1970s. Second, because of specific institutional
problems in Russia, the recovery process was complete by the end of the 2000s:
the economy reached the levels similar to the beginning of the transformational
recession between the 1980s and the 1990s. These issues exhausted the oppor-
tunities of the extensive growth model based on utilizing idle production ca-
pacity and labor resources and incomes that rise faster than GDP growth and
productivity. This process was reflected in lower structural growth rates (see
Sinelnikov-Murylev et al., 2014; Drobyshevsky and Kazakova, 2016; Fig. 1). To
clarify, the transition to the new growth model was dictated not only by the cur-
rent situation but also by Russia’s specific institutional dynamics.

From a macroeconomic perspective, Russia has been confronted with stagfla-
tion rather than deflation, i.e., it should achieve growth recovery by suppressing
inflation, rather than by stimulating it. Accordingly, monetary and fiscal stimula-
tion methods play a substantially limited role, notwithstanding the low national
debt and significant accumulated reserves.
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Fig. 1. Actual and potential GDP growth rates in Russia (%).

Sources: Rosstat; baseline scenario for the Ministry of Economic Development forecast as of May 6, 2016.

The phenomenon of combined crises (structural, financial, and external
shocks) also played a role. These crises required various and often drastically dif-
ferent anti-crisis measures that both stimulate (under structural crisis conditions)
and consolidate (under external shocks). These crises initially resulted in highly
complicated anti-crisis policies that were not always externally consistent and
therefore, were susceptible to criticism.

From a political perspective, since 2014, Russia has engaged in confronta-
tion with a number of leading countries and in addition to searching for a new
economic model (and “new normality”), is working actively towards political
re-positioning on the global stage. Financial and technological sanctions act as
an additional factor in the structural crisis. Falling prices for basic Russian ex-
port products have formed a completely new environment for solving urgent eco-
nomic problems and require stringent measures aimed at adapting the country to
the new reality.

By the beginning of 2017, the economic recession had effectively ended and
the material production sectors (industry and agriculture) and wholesale trade
began to indicate positive trends in 2016. The anti-crisis policy period ended and
the objective to ensure economic growth was brought to the forefront.

The anti-crisis policies of 2015 and 2016 deserve a separate analysis. These
policies” measures and results are shaping the foundation for the country’s
further development and a new economic growth model. The lessons from this
recent period are useful in terms of the opportunity to use this accumulated ex-
perience in the future, because periodic crises are a natural element of a market
economy.

From the beginning, the government’s anti-crisis policy fell under severe
criticism from almost every possible direction. The government was criticized
for a tight monetary policy aimed at decisively suppressing inflation, for insuf-
ficiently utilizing the US and EU experience with their powerful monetary and
fiscal stimulation measures and because of a lack of measures to support vari-
ous industries or their inefficiencies. These factors were augmented by criticism
against the monetary authorities for maintaining high interest rates, insufficient
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business loans, and tough measures to purge the banking system. These criticisms
were justified to a certain extent because there can be no popular economic policy
under economic crisis conditions (furthermore, it is not always consistent).

However, one cannot ignore at least two important positive features of
the 2014-2016 anti-crisis policies. First, the government and the Bank of Russia
avoided populist measures and standard macroeconomic and institutional mis-
takes that are generally made by authorities under severe economic and political
conditions, although they were affected by numerous influential political and eco-
nomic players. Populist measures may ensure the short-term mitigation of the si-
tuation but lead to large long-term losses. Concurrently, a conflict between short-
term results (in the form of economic growth) and medium-term goals (improved
efficiency) poses the greatest danger for Russia’s policy. A fetish for short-term
growth rates could have led to populist measures with grave socioeconomic con-
sequences in the not-too-distant future.!? Second, it should be noted that the ac-
tual situation has been considerably better during the past two years than was
expected in late 2014. Furthermore, despite a longer recession, it was better than
in 2008 and 2009 in terms of most economic indicators, although the political and
foreign economic environment was far more adverse (see Appendix A).

Below is a list of certain vital components and outcomes from the anti-crisis
policies of 2015-2016, which, in our opinion, lay the foundation for future (post-
crisis) economic growth.

The country retained macroeconomic stability, which is manifested primari-
ly in the budget deficit, national debt, and in persistently decreasing inflation.
In 2016, the government returned to three-year budgeting. Despite the symbolic
nature of this step, it appears to be important for securing confidence in the eco-
nomic policy. The consistent implementation of a course to reducing inflation to
4% by the end of 2017 is equally important in this respect. In the budget that was
adopted, an attempt was made to loosen the traditional tie between its income
basis and changes in oil prices. The government recognized the futility of this
connection and budgeted for a flat oil price at USD 40 per barrel. This measure
effectively introduced a new budget rule that is based on invariable expenses rela-
tive to oil price fluctuations.

Holding back expenses helps to control the federal budget deficit and the gene-
ral government budget deficit, despite the substantial drop in income (even in
nominal terms). The federal budget deficit was 2.4% of the GDP in 2015 and
3.5% at the end of 2016, compared with nearly 6% in 2009 or 3.5%, 4.0%, and
6.3% of the general government budget, respectively). For the ratio of the deficit
to total federal budget expenses, almost 24% of expenses were covered through
deficit financing sources in 2009, compared to 12.6% and 18.1% in 2015 and
2016, respectively. Concurrently, an increase in the total federal budget deficit
in 2015 and 2016 coincided with a decreasing oil and gas deficit (from 10.0% to
9.4% of the GDP). Therefore, the government succeeded in controlling the deficit
for both the federal budget and the overall budget system.

12 During the “acceleration” policy of 1986-1989, increased growth rates were achieved through macroeco-
nomic destabilization (sharp growth in the national debt and budget deficit) and resulted in a decade-long stag-
nation that was followed by another decade to return the economy to pre-crisis levels (see more in Mau, 2014,
pp. 22-24).
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Russia is a country with an exceptionally low national debt at 13% of GDP,
and primarily in the national currency, 9%. The regional budget situation is
more complicated; over the past few years, it has been very tense, because
under crisis conditions, regional budgets were required to perform their so-
cial obligations. Although the debt held against regional budgets is low (below
3% of the GDP), the risk of an acute crisis remained quite real over the past
few years. In 2016, the situation improved slightly in at least three respects.
First, a significant portion of commercial debt was restructured into budget debt
and on more favorable terms for the regions. Second, the majority of the re-
gional debt is now denominated in the national currency. Third, the debt owed
by the regions began to decrease, although insignificantly, by 0.1% of GDP in
2016 (see more in Deryugin, 2016).

The government budget’s dependency on the oil and gas sector is decreasing.
The share of oil and gas revenues of the total federal budget revenues is gradual-
ly decreasing, from 51% in 2014 and 43% in 2015, to 36% in 2016 (estimated).
Undoubtedly, these decreases were conditioned not so much by the diversifica-
tion of the Russian economy’s structure as by falling global oil prices, which
were not fully compensated for by the fall of the ruble against the dollar. As a re-
sult, the percentage of oil and gas revenues is falling against declining total fede-
ral budget revenues, even in nominal terms.

The Bank of Russia’s transition to a policy of inflation targeting and a float-
ing foreign exchange rate were criticized by numerous politicians, business pro-
fessionals, and experts. Concurrently, the difficult decisions made in the autumn
of 2014 had significant consequences for macroeconomic stability. By the end
of 2016, inflation reached 5.4%, which was unprecedented for modern Russia.
The government succeeded in retaining and even increasing international re-
serves to USD 377.7 billion (+2.5%) as of January 1, 2017.

In recent years, capital flight decreased substantially from USD 152.1 billion
in 2014 to USD 57.5 billion in 2015 and then to USD 15.4 billion in 2016
(estimate by RF Central Bank). Outflows of private capital in 2015 and 2016
were to a greater extent related to the repayment of foreign debt by banks and
corporations; these outflows cannot be characterized as “capital flight” to other
jurisdictions. Accordingly, the country’s total foreign debt was reduced. In 2015
and 2016, the foreign debt for state corporations decreased. For example, in
2015, the government’s foreign debt according to the extended definition!® de-
creased by 12.1% to USD 268.1 billion and the foreign debt of public authori-
ties decreased by 26.6% to USD 30.6 billion. The latter fact, however, is not
a definitely positive phenomenon in terms of growth financing, because it re-
sulted from financial sanctions. Naturally, after the acute crisis and devaluation
in 2014, current conditions improved and stability increased; the current account
remained positive and the outflow of capital stabilized quickly under a floating
foreign exchange rate.'*

13 The foreign debt of the public sector according to the extended definition includes the foreign debt owed
by public authorities, the central bank, banks, and non-banking corporations in which public authorities and
the central bank directly or indirectly own 50% or more of the capital or control the organizations in other
manners.

14 The mechanism for adapting the Russian economy to the decreasing real exchange rate of the ruble was
reviewed in Drobyshevsky and Polbin (2016).
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Shaping the institutional framework for future economic growth, the Bank of
Russia pursued consistent and stringent measures to revitalize the banking sector
and remove lending institutions from the market that did not meet the regula-
tor’s supervisory requirements. 97 banking licenses were revoked in 2016, which
is slightly more than in the previous years (93 licenses were revoked in 2015
and 86 in 2014). Lending institutions whose licenses were revoked in 2016 held
RUB 1.2 trillion in total assets or 1.4% of the total assets of the banking sector at
the beginning of 2016 (RUB 1.1 trillion or 1.4% in 2015 and RUB 0.4 trillion or
0.8% in 2014).

Closing these banking institutions resulted in positive shifts in banks’ opera-
tions. Following a sharp reduction in profits in 2015, when the banking sector
earned RUB 192 billion, profits began to recover and the banking sector earned
RUB 930 billion in profits in 2016. However, the return on equity (11%) in an-
nual terms in 2016, was significantly lower than from 2011 to 2013 (17%—-19%).

Deposits by companies and households are boosting the stability of the bank-
ing system and simultaneously laying the foundation for economic growth.
Bank deposits grew in 2015; this is an important indicator because own re-
sources are the primary source of investments for companies. However, this
trend changed in 2016 because of the ruble exchange rate appreciation against
foreign currencies and a reduction in interest rates on deposits. In 2016,
the total term deposits held by companies in the banking system decreased
by RUB 1.5 trillion, to RUB 12.1 trillion as of January 1, 2017. These funds
remain significant despite being reduced from a 35-day cycle as of January 1,
2016, to a 30-day cycle as of January 1, 2017 (prior to 2014, term deposits did
not exceed a 20-day cycle).

Similarly, in 2015 and 2016, a certain amount of growth was observed that was
followed by stabilization in the savings held by households in banks. The deposit
growth rate was between 11% and 12% in 2016. Ruble deposits increased by
14% over 2016 and reached 18.4 trillion (as of January 1, 2017), while foreign
exchange deposits barely changed: USD 94.0 billion at the beginning of the year
and USD 94.8 billion as of January 1, 2017 (a 0.8% increase). The proportion of
deposits held in foreign currencies decreased from 29.8% as of January 1, 2016
to 23.8% as of January 1, 2017. The floating foreign exchange rate apparently
resulted in no mass transfer of ruble deposits into foreign exchange that occurred
for the first time in the contemporary Russian history.

Mortgage loans. Following the mortgage boomin 2013 and 2014, when the hous-
ing loan debt grew by 31%-32% annually and the annual disbursement of new
loans reached RUB 1.82 trillion, the amount of mortgage disbursements dropped
sharply in 2015 (RUB 1.17 trillion); however, demand for mortgages increased by
approximately 27% in 2016 to RUB 4.5 trillion. As a result, the total housing loan
debt held by individuals reached RUB 4.4 trillion in 2016. Overdue debts related
to those loans remain insignificant at 1.7% of the total debt. Concurrently, the NPL
share is 1.2% for ruble housing loans and over 30% for foreign currency loans, but
the share of total housing loans held in foreign currencies does not exceed 2% of
the total housing loans.

Retail loans. The total debt for retail loans stopped decreasing at the end of
2016. The annual increase as of the end of December 2016 became positive
(+0.7%); the debt decreased by 7.3% in 2015. An increase in housing loan debt
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implies a corresponding reduction in consumer loan debt. The proportion of over-
due debt reached its peak level in August 2016 (9.0% of all loans and 13.5% of
consumer loans), after which it began to slowly decline (to 8.6% and 13.2%,
respectively).
The accumulated debt of Russian households is insignificant when compared

to developed market economies; it is slightly more than RUB 11 trillion (13% of
GDP). However, considering the higher interest rates (the average annual cost of
a performing bank loan was 16.4% in 2016) and short maturities (according to
the repayment schedule, the average term on retail loans is 44 months; the actual
term considering early repayments is 18 months), the servicing of bank loans in
Russia accounted for 10% of disposable household income in 2016, as in the US,
where retail loan debt is approximately 78% of the GDP. To clarify, the debt ser-
vice burden for the average Russian is the same as that for the average American,
but the relative amount of debt in Russia is six times lower. It should be noted that
over the past two years, the debt burden relative to income decreased; it peaked at
approximately 12% of disposable income in 2014 (Fig. 2).

Employment. An important factor in ensuring social and political stability was
the low level of unemployment which, during the past two years, was 5%-6%
of the working-age population. The working-age population continued to decline
because workers from a sizable generation were retiring. Conversely, the spe-
cific aspects of the Russian labor market contributed to this trend; the reduction
in economic activity (crisis) was accompanied not by decreased employment,
but by a reduction in working hours and payments. Both factors are interrelated
because the demographic situation is forcing employers to maintain official em-
ployment instead of relying on the open labor market (see Appendix A).

The greatest difficulties because of falling oil prices befell industries that bene-
fited the most from the Dutch disease, primarily services (particularly commerce)
and construction. Their adaptation and recovery began only in 2016, which was
reflected in the demand for consumer and mortgage loans. In these areas, there
is a gradual positive trend, which is natural given the deflating consumer bubble
circumstances that are characteristic of booming rental income periods.

14

12

10

8

6-

4- .

—&— Debt burden in the U.S.

2 4 —O— Debt burden in Russia according to the servicing schedule (over 4 quarters)

L e e S e o R S e B o e BT B s e e L B e e e o e N m
LD DD O OO V= = AN AN AN AN NN NN <N NN n O OO
SO O DO D = o e T e e e = e e = = = — — — = = o o —
SO OO D000 OO0 OO0 OO0 OO0 OO0 OO
AN A AAA AT AN A AAAdAAAdAAdAAAQ
O 5 9 Q0 5 S o0 B8 S 99 Ko o9 E g o0 gde0E a9y .ga
o = o 0= 5 0 &8 53 9090 S 5 0 08 o 0= 008 5008 35 0o
RS ERAAS SRR A S A AASEAASEAASERAS 2 A

Fig. 2. Debt burden as a percentage of disposable household income in Russia and the US (%).

Sources: Bank of Russia, Federal State Statistics Service; Federal Reserve; Gaidar Institute estimates.
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Diversification of Russian exports. In 2015 and 2016, controversial and simul-
taneously important shifts occurred in the trends for Russian exports. The general
trend is for declining exports at times when their structure is being diversified. This
reduction is understandable given the decelerating global economy and growing
geopolitical tension that results in declining demand for products and, respec-
tively, declining prices. This process also explains the diversification of exports
because the prices for fuel and energy products and metals fell significantly, even
further than other product categories. As a result, beginning in 2014, the propor-
tion of exports from fuel and energy products has decreased continuously (from
72% in 2014 to below 60% in 2016) and

the share of other product categories has 4.5 -

increased (agriculture, chemicals, light in- 4.0

dustry, textiles, machinery and equipment). 3.5 4

The reduction in the total value of exports 3.0 1

in non-energy industries progressed at 2.5 7

lower rates; in some industries growth 2.0 4

was observed (see Table). The volume of L5 ' ' ' '
agricultural exports reached the volume 20122013 2014 2015 2016
of armament exports and even exceeded Fig. 3. Russian export diversification
them. This resulted in the diversification coefficient.

of Russian exports; the export diversifi- Source: calculations by G. Idrisov (RANEPA)

cation coefficient doubled from 2014 to based on FTS data.

2016 (Fig. 3).1°

The export situation reflects a problem typical for modern crises, i.e., an incon-
sistency between short-term and long-term economic growth objectives. The re-
duction in exports is undoubtedly an unpleasant phenomenon that negatively im-
pacts current growth and budget opportunities. However, the diversification of
exports is laying the foundation for stable economic trends and a stable budget
system in the medium term. Of course, this stability implies that the government
and businesses can take advantage of the evolving circumstances and ensure
the increasing competitiveness of non-commodity industries, without relying ex-
clusively on the advantages of a low foreign exchange rate (see Kadochnikov
etal., 2016).

4. Conclusions

The recession in Russia finally ended around the start of 2017. The initial
adaptation of the domestic economy to the new economic and political reality
occurred, which may be of a long-term nature. However, the end of the reces-
sion does not equate to the end of the global crisis or the resolution of struc-
tural problems in the Russian economy. The primary negative factors that af-
fect the socioeconomic dynamics remain. The world economy continues to be
turbulent and it will pose new and challenging objectives for the governments
of leading countries, including Russia. Furthermore, these negative factors are

15 The degree of Russian export diversification was calculated based on the diversification index used by
the World Bank (the Herfindahl-Hirschman index; see http://wits.worldbank.org/wits/wits/witshelp/Content/
Utilities/el.trade_indicators.htm).
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Table
Changes in the breakdown of export and import products in Russia from 2014 through 2016 (% of total).
EAEU Product category Export Import
TN VED" 2014 2015 2016 2014 2015 2016
code
Total 100.0 100.0 100.0 100.0 100.0 100.0
01-24 Food products and agricultural raw 3.8 4.7 6.0 13.9 14.5 13.7
materials (except for textiles)
25-27 Mineral products 70.5 638 592 2.5 2.7 1.8
27 Fuel and energy products 69.5 629 581 1.4 1.6 0.8
28-40 Chemical industry products, rubber 5.9 7.4 7.3 16.2 18.6 18.5
41-43 Raw hides, furs, and derivative 0.1 0.1 0.1 0.4 0.5 0.4
products
44-69 Wood and paper products 2.3 2.9 34 2.1 2.0 1.9
50-67 Textiles, textile products and 0.2 0.2 0.3 5.7 59 6.0
footwear
71 Precious stones, precious metals, 2.4 2.3 3.1 04 0.3 0.2
and derivative products
72-83 Metals and derivative products 8.2 9.6 10.2 6.7 6.4 6.2
84-90 Machinery, equipment, and vehicles 53 7.4 8.5 47.6 448 474
68-70, Other products 1.4 1.6 1.9 4.4 4.2 3.9
91-97

D Commodity classification for foreign economic activity.

Sources: Russian FTS (official website, Customs Statistics for Foreign Trade section. http://www.customs.ru/
index.php?option=com_content&view=article&id=13858&Itemid=2095); calculations by the Russian Academy
for Foreign Trade.

more complex than those that were solved during the previous stage of anti-
crisis policy and adaptation.

The complexity of the objectives does not imply that their solution must be
more socially painful. Rather, it implies that the intellectual complexity of de-
veloping measures must ensure sustainable economic growth in the medium and
long term and refers to the political complexity of consolidating forces (interest
groups) to implement this program.

In a concentrated form, the economic and political objective for the near future
was formulated by President Putin at the end of 2016 in his address to the Federal
Assembly. Putin outlined that his primary goal is to ensure the development
of the Russian economy at a rate that exceeds the world average. This is quite
a precise definition that allows a departure from measuring against absolute
desirable growth rates because the Russian economy is deeply integrated into
the world economy and its rate of growth cannot be independent from global
growth. Russia’s current level of socioeconomic development allows for focus
on this rate for the foreseeable future. The task of developing this type of pro-
gram was commissioned in December by the Russian government and prima-
rily, for the Ministry of Economic Development. The outline of this program is
well known.!'® However, it should be completed with a system of specific mea-
sures that go far beyond the economic domain. It is commonly understood to-
day, that achieving Russia’s strategic development objectives is only possible if

16 Measures of structural modernization have been discussed in detail in the economic literature, including by
the author of this article (see, e.g.: Mau and Kuzminov, 2013; Mau, 2016b, pp. 29-32; Idrisov and Sinelnikov-
Murylev, 2014).
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the economy, governmental administration, social policy, and law enforcement
activity are comprehensively modernized.

The government specified priority projects around which it began to build
a policy to stimulate growth. These projects include healthcare, education, mort-
gage and rental housing, international cooperation and exports, labor productivi-
ty, small businesses and support for entrepreneurial initiatives, reforming control
and supervision activity, free and high-quality roads, single-industry towns, and
the environment. To implement these projects, a special Presidential Council on
Strategic Development and Priority Projects was established. If detailed further,
these sections should become the industry-specific and institutional basis for an
economic growth strategy. However, in developing measures for each of these
domains, it is important to overcome the traditional approaches that were used
during the pre-crisis period and analyze from the vantage point of the new reality
which recently took shape.

Another specific feature of the past year was that several groups of econo-
mists began work on the long-term socioeconomic development program (strate-
gy). Respective tasks were assigned to the Presidential Council for Strategic
Development and Priority Projects, the Center for Strategic Development, headed
by the Deputy Chairman of the Russian Presidential Economic Council, Alexey
Kudrin and to a group of businessmen and economists headed by Business
Ombudsman, Boris Titov, united under the aegis of the Stolypin Club. They all
must present their proposals in 2017, which, among other things, will become
a component of the upcoming presidential campaign. These programs can be
benchmarked against each other. We are expecting a difficult period, which will
require flexibility from the authorities, and consistency in their course. Flexibility
will be needed to meet new challenges, while consistency will be needed to solve
the fundamental (if not secular) tasks of comprehensively (not only economic)
modernizing Russia.
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