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| am glad to present to you the fif-
teenth annual National Human Development
Report for the Russian Federation, prepared
by a team of leading Russian experts.

Since 1995 the United Nations Devel-
opment Programme has promoted its proj-
ects in Russia by supporting the preparation
and publication of a series of reports which
provide analyses of the social and economic
challenges facing our country. Since 2011
the Faculty of Economics of Moscow State
University is the National Executive Agency of
the Project, having taken over this task from
the Ministry of Foreign Affairs of the Russian
Federation.

The Faculty of Economics has for many
years conducted serious research concern-
ing human potential, having significantly ex-
panded its activities in this field. The Faculty
trains masters and post-graduates, teach-
ers and professors of relevant disciplines,
including training in CIS countries. Together
with the UNDP the Faculty has published two
training manuals and has created an Inter-
net portal devoted to human development
issues, which offers an interactive training
course and contains a statistical module
with 100 indicators of social and economic
development in Russia’ regions.

In this way the UNDP and the Faculty
of Economics of Moscow State University

have joined forces to promote the human de-
velopment concept in Russia. Elaboration of
national human development reports in the
Russian Federation is a principal activity of
this joint project. The present Report is de-
voted to Modernization and Human Develop-
ment.

Modernization of the economy and
upgrading of many institutions, as well as de-
velopment of social infrastructure have long
been recognized as the necessary condi-
tions for overall modernization in Russia. Itis
therefore unsurprising that the issue of mod-
ernization and human development, dealt
with in the present Report, is a logical de-
velopment of the themes of previous Human
Development Reports for Russia. The issue is
of interest because it offers a general outline
of the modernization process, Russia’s main
economic parameters, social and institution-
al infrastructure, as well as contributing to
understanding of what human development
in a ‘new’ economy really means.

| would like to express my gratitude
to UNDP Russia for their support in prepar-
ing annual Reports, which are important in-
struments for inspiring government as well
as scientific and political circles to discuss
issues, which are vitally important for all the
people of our country and which have be-
come a significant factor for creation of civil

society in Russia.
e

V.P. Kolesov
National Project Director, UNDP Russia

Dean of the Faculty of Economics
of Moscow State University
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Executive Summary

The Introduction considers the mean-
ing of modernization and the possible types
of modernization, which emerge at various
stages of social development. Moderniza-
tion is divided into the following groups: gen-
eral modernization, modernization of the
economy and modernization of the technol-
ogy base of the economy; evolutionary mod-
ernization, i.e. modernization ‘from below’,
and engineered modernization, i.e. enforced
‘from above’; pioneering modernization, i.e.
carried out by a leading country, and catch-
up modernization, carried out in an effort to
reach the leader.

The specifics of modernization in in-
dustrial and post-industrial societies are con-
sidered in detail, leading to a discussion of
the concept of technological patterns, which
is closely related to human development. The
authors show that technological moderniza-
tion at the industrial development stage can
be carried out without serious changes in so-
cial and economic institutions. But modern-
ization aimed at changing the technological
mode of a post-industrial society is impossi-
ble without significant changes in the politi-
cal and social spheres.

The Introduction ends with a detailed
analysis of the political context of Russia’s
modernization, which was proclaimed by the
country’s leadership in 2008. The authors in-
vestigate the evolution of the social contract
in Russia in the past decade, which has led
to a certain impasse: without modernization
the country risks missing the train of global
development once again; but real transition
to a post-industrial stage through large-scale
modernization could entail loss of power for
a significant part of Russia’s ruling elite.

The conclusions drawn by the Intro-
duction concern the correlation between

modernization and the HDI: modernization
does not necessarily lead to growth of the
HDI, since the type of modernization, which is
chosen, has to be capable of leading to such
growth.

The external conditions, which largely
determine the state of Russia’s economy,
were mainly restored in 2010 and many anti-
crisis measures put in place to support the
economy were predictably curtailed. The ver-
dict on the government’s anti-crisis policy is
mixed. On one hand, utilization of resources
accumulated in oil & gas funds during the
boom period greatly cushioned the impact
of the financial crisis. On the other hand, the
government’s measures were mostly protec-
tive and conservative. The crisis was not used
to unburden the economy of non-competitive
companies. Production growth has resumed,
but is lagging behind rates in other countries
and has not yet compensated the crisis re-
cession.

The situation in the budget sector ap-
pears to be secure at least for the short-term
(unlike in many other countries where the cri-
sis has caused explosive growth of sovereign
debt). However, major efforts are needed in
order to return budget parameters to a path
of long-term stability, especially in view of
future demographic challenges. The prob-
lems are to a large extent caused by sharp
increase of pension expenditures (by about
3.5 percentage points of GDP).

Comparison of Russia’s pre-crisis eco-
nomic growth mechanisms with current eco-
nomic development shows that capacities
of the existing growth model have been ex-
hausted. The country is therefore faced with
the task of carrying out reform and creating a
new growth model, which would fully account



for the lessons of the crisis and for new inter-
nal and external conditions, in which the na-
tional economy must now develop. The new
economic strategy should prioritize elimina-
tion of macroeconomic risks, modernization
of the state, strengthening of market mecha-
nisms, creating incentives for business, etc.

The second chapter looks at the im-
pact of the social phenomenon of institutions
on human development. The concept of in-
stitutions and their variety are discussed, in-
cluding such basic economic institutions as
property and contract rights. Their impact on
the economy is discussed from both quan-
titative and qualitative points of view, citing
the results of a number of statistical stud-
ies, which use comparisons between coun-
tries to demonstrate how different levels of
protection of property rights influence GDP
growth rates.

Indices measuring institutional en-
vironment quality, which are calculated by a
number of international organizations, can
give a general picture of the set of institu-
tions that exists in a given country. The chap-
ter discusses the content of these indices
and presents their values for Russia in recent
years. Russia makes an unimpressive show-
ing by all measurements, so there is much
scope for our country to achieve both GDP
and HDI growth through improvement of the
institutional environment.

The final part of the chapter studies
the complex issue of how so-called informal
institutions — primarily a country’s culture —
can have impact on economic and social de-
velopment. The meaning of social and cultur-
al capital and their influence on the economy
is discussed, and the correlation between
social aspects of culture and long-term eco-
nomic growth in countries that possess vari-
ous leading cultural values is analyzed.

To conclude, the chapter finds corre-

lations between properties of Russians’ cul-
tural capital and particular aspects of mod-
ernization, for which these properties are ap-
propriate.

This chapter uses analyses of house-
hold income and financial behaviour to con-
sider possible development vectors for mod-
ernization in the household segment. Trends
in household income structure and inequal-
ity show that the fruits of economic growth
are concentrated in a very narrow circle of
households and that business incomes and
incomes generated by property ownership
have not become the driving force of eco-
nomic growth. Decomposition of income in-
equality shows that while high differentiation
has produced evident negative results, there
has been a failure to use this differentiation
as a resource for investments in the national
economy. The share of social transfers in per-
sonal incomes has reached a historical maxi-
mum. This represents a threat to stability of
the social security system, while at the same
time the poorest social groups, particularly
families with children, have still not become
the top priority for social support.

Involvement of households in financial
markets has seen quantitative and qualitative
expansion as the markets themselves have
expanded. Personal experience in obtaining
loans and making savings has been the main
factor optimizing financial and investment be-
haviour. Mortgage loans, which are currently
available to 5-7 percent of households, could
be a driving force for development based on
modernization. An increasing number of mort-
gage products are offered on the market and
the institutional environment - particularly
in the wake of the recent crisis — is creating
a space for risk diversification. However, there
is concern that levels of demand for mortgage
products - like development of business activ-
ity — has already reached the peak of what can
be attained in the present economic model.



For 20 years government policy on
the labour market has been limited to con-
trolling unemployment, and only the officially
recognized part of unemployment. Neither
‘concealed’ unemployment, nor employment
as such have ever been objects for govern-
ment regulation or political action. A policy of
preserving old-fashioned and inefficient jobs
clearly prevails over creation of new and effi-
cient jobs. This explains low wage levels and
low productivity: Russia is far behind leading
countries by both indicators.

Modernization of the labor market re-
quires changes in the basic principles of la-
bour policy. The main vector of change is tran-
sition from a policy focused on keeping down
levels of unemployment to a policy of efficient
employment, and from cheap unskilled jobs
to highly paid and skilled jobs. An efficient
market requires increased participation of
people in economic activity throughout their
life cycle, from youth to old age. The coun-
try also needs to shift from a combination of
strict labour legislation and poor compliance
with that legislation to flexible legislation and
proper compliance by market players. Finally,
an efficient labour market depends on in-
creased mobility of the national labour force
and use of international migration as a com-
pensatory mechanism.

The need for social modernization is
evident, but the question arises: what are to
be the driving forces for such modernization?
While the launch of modernization depends
on a coalition of economic and political elites,
its progress and the achievement of targets,
which have been set, depend on broad social
support.

The middle classes, which represent
about 20 percent of the population in Russia

today, are the central element of the social
structure. The Russian middle class is a so-
cial group consisting of relatively young, well-
educated, fairly affluent people living mostly
in Moscow and other large cities. They are
the most active social group in many aspects
of economic and social life: in innovative ac-
tivities on the labour market, in economics,
business and finance, on the consumer mar-
ket, etc. By its commitment to more active
socio-economic strategies the middle class
shows that it is ready to support and take
part in the modernization process, provided
that the process corresponds to its own in-
terests.

Chapter 5 shows that the issues of
human development, modernization and
education are closely interrelated. Russia
cannot reach a higher level of human devel-
opment without large-scale modernization,
which is unachievable without a renewal of
the education system. The chapter analyzes
modernization of education, and of its differ-
ent levels and branches, from the viewpoint
of the influence of education on human de-
velopment prospects. Worsening quality of
school education over the last four decades
appears to be the major source of problems,
which are blocking development of the whole
national education system.

More efforts are needed to transform
higher education, which remains Soviet in es-
sence and, although mass-oriented, was cre-
ated in another era and for other tasks. The
content of higher education should be the
main object of reform, since it is poorly nour-
ished by research and out of step with mod-
ern needs for building an education-oriented
society and the concept of life-long educa-
tion. The professional component of higher
education (university level) needs structural
reorganization, gradation and harmonization
with the opportunities offered by extended
(life-long) education. Renewal of higher edu-
cation also depends on improvement of the



status of higher education establishments by
giving them more academic independence,
and by changing the procedure and amounts
of financing. And none of this can be accom-
plished unless decent conditions of work and
remuneration are provided for teachers and
other employees of the education system.

Russia still lags behind developed Eu-
ropean countries and most East European
countries by most health indicators (infant and
maternal mortality, life expectancy). However,
human health depends not only on develop-
ment of the healthcare system, but also on
many other factors, and primarily on lifestyle.
Unlike application of the latest medical tech-
nologies, a healthy lifestyle culture does not
require huge expenditures and offers greater
impacts, particularly in the long run. Whether
to lead a healthy or unhealthy lifestyle is to a
large extent the choice of each individual and
of society as a whole.

A healthy lifestyle policy is beginning to
take shape in Russia: important programme
documents have been approved in the past
two years, alcohol and tobacco excises have
been somewhat increased, and health centres
have been set up at medical institutions. How-
ever, financing for healthy lifestyles remains
inadequate when compared with financing of
medical care. Analysis of main lifestyle com-
ponents — consumption of alcohol and tobac-
co, healthy diet and physical exercise — shows
inadequacy and, in some cases, complete ab-
sence of efficient government policy measures
in this sphere.

This Box analyzes principal trends and
problems of Russia’s demographic develop-
ment in the present and future. Solution of de-
mographic problems is of decisive importance

for modernizing the economy and making
it competitive, for achieving social develop-
ment and geopolitical stability. Depopulation,
caused by lower birth rates, excessively high
mortality by the standard of developed coun-
tries, ageing of the population and declining
numbers of people of working age, together
with relatively low internal mobility and inef-
fective migration policy, represents a threat to
Russia’s future.

Large-scale measures undertaken
in 2007-2010 have proved inadequate for
stabilization of population numbers, and the
relatively favourable trends of recent years
may soon give way to more rapid decline in
numbers of people living in Russia.

Demographic limitations are becom-
ing decisive for the development prospects
of Russia’s labour market. Shrinkage of the
workforce, growth of the dependency bur-
den and the high level of mortality among
people of working age (particularly men),
will be an obstacle to economic growth un-
less adequate productivity increases can be
achieved. Ageing of the population is bring-
ing the pension fund and the entire pension
system to crisis point.

Major investments in demographic
policy and substantail development of the
system of social guarantees for birth and
upbringing of children are essential for over-
coming the demographic crisis. Lowering of
mortality rates will require development of
quality medical care, strengthening of pre-
ventative medicine, regular clinical examina-
tions, and orientation of children and young
people towards healthy life-styles.

The meaning and vectors of modern-
ization are determined by its final goal, which
— for all the importance of economic growth
— is improvement of the standard of living of
every individual and provision of favorable
conditions for future generations. This goal is



usually defined as the provision of sustainable
development. UN documents make a close
connection between welfare improvement
worldwide and the achievement of Millennium
Goal 7: ‘Ensure environmental sustainability’.

Support is needed for modernization
of the economy in order to carry out a ‘win-
win’ policy: achievement of economic efficien-
cy, on the one hand, and reduction of emis-
sions, sustainable use of natural resources
and waste-free production, on the other hand.
This means combining Russia’s environmen-
tal goals with its economic targets: economic
activities should provide both economic and
environmental benefits.

The need for modernization is also evi-
dent from the appearance of anti-sustainable
trends, related particularly to environmen-
tally intensive restructuring of the national
economy in favor of resource-extraction and
polluting sectors, and simultaneous decline
of resource-saving and high-tech industries.
Russia could double or triple its GDP, and
significantly improve the well-being, and so-
cial and environmental living conditions of its
population through structural and technical
modernization of its industry, without any in-
crease in the level of extraction and utilization
of natural resources.

Modernization of Russia’s economy
should also take account of the country’s huge
capacity to provide ecosystem services, includ-
ing the global role of Russia’s natural ecosys-
tems. Mechanisms similar to those of the Kyoto
Protocol should not be limited to the items,
which are marketable today, but should be ex-
tended to most natural resources and services.

Introduction of sustainable develop-
ment indicators is highly important for mod-
ernization and ecologization of the economy,
since GDP alone is not an adequate indicator
for many key aspects of social and economic
development, and particularly for social and
environmental factors.

Major social and economic inequality
between Russia’s regions is considered to be a
barrier to modernization, but the gap in Gross
Regional Product (GRP) was constantly narrow-
ing from the middle of the 2000s and differences
between household incomes and poverty levels
in different regions have also been levelling out
since the first half of the decade due to booming
oil revenues and increased scale of budget re-
distribution. Social inequality between Russian
regions has been sustainably reduced overall,
with the exception of unemployment.

More rapid modernization in spatial
terms depends on growth of human develop-
ment, supported by three factors: 1) faster dis-
semination of innovation throughout the country
(supporting the development of cities as innova-
tion centres, priority infrastructure investmentin
territories where population is concentrated in
order to reduce economic distances); 2) stimula-
tion of competition between regions for invest-
ments in human capital (delegation of authority,
changing the proportions of tax distribution in fa-
vour of regions and municipalities, development
of horizontal ties); 3) increasing mobility of the
population (supporting various forms of migra-
tion, including labour and educational migration,
elimination of registration procedures, develop-
ment of housing markets with low entry barriers
and of the mortgage market, and creation of new
and high-quality jobs in major cities).

The Human Development Index (HDI)
in Russia grew slightly in 2009 (from 0.838 to
0.84), despite decline of GRP in most regions
due to the crisis. The progress will continue due
to growing life expectancy at birth and greater in-
volvement of children and young people in edu-
cation. The only HDI declines in 2009 were in six
regions, which suffered severe industrial reces-
sions. In 2005-2009 the share of Russians living
in regions with high HDI values (over 0.8) rose
from 17 percent to 85 percent. In 2009 Russia
had no regions with low HDI (under 0.7), while in
2005 such regions accounted for 19 percent of
the country’s population.



Modernization has been officially
proclaimed as the key instrument for trans-
forming the Russian economy in the coming
decade. Being closely associated with the
changeover to innovative development, mod-
ernization should give the Russian economy
a new technology base, reduce its depen-
dence on raw material markets, increase the
well-being of Russian citizens and make the
country more competitive.

The achievement of these goals and
solution of related problems should, in turn,
boost the development of Russia’s human
potential, which is a good indicator of the
quality of life in the country. However, the re-
lationship between modernization and qual-
ity of life is not direct, but is determined by a
series of factors, the most important of which
is the question of the type of modernization
that is to be implemented in Russia.

The notion of modernization as acqui-
sition by a society of specific traits, which dis-
tinguish it as modern rather than archaic, is
usually traced back to the works of Max We-
ber in the early 20th century. Modernization
was understood by Weber as the movement
away from a traditional society bound by cus-
toms and rituals and having little room for ra-
tional behaviour or for a free choice between
various human behavior patterns. However,
the term ‘modernization’ only emerged and
became popular with social scientists much
later, in the 1950s

Jurgen Habermas describes the con-
tent of modernization as follows: ‘the con-
cept of modernization refers to a bundle of
processes that are cumulative and mutually

1 Max Weber, Die protestantische Ethik und der «Geist» des Kapitalismus,
in M. Weber, Selected Works, M. 1990

reinforcing: to the formation of capital and
mobilization of resources; the development of
the forces of production and raising of labour
productivity; the establishment of centralized
state power and the formation of national
identities; to the proliferation of rights of polit-
ical participation, of urban forms of life, and of
formal schooling; to the secularization of val-
ues and norms, etc.2.” So, without countering
Weber’'s understanding of modernization, its
modern definition is wider, and is not confined
to the contrast between ‘what is traditional
and what is contemporary (rational)’. In fact,
modernization in the Habermas definition
covers almost all aspects of social life, from
psychology to politics, and from settlement
patterns to technology.

2 J.Habermas. Philosophic Discourse on the Modern, M.2003, p.8

Let’s ask ourselves a question: why
does Russia need modernization? You do
not have to be economically successful in
order to be happy. And this is as true for
countries as for people. There are countries
which seem quite content with what they
have, judging by their HPI (Happy Planet In-
dex), even though they do not go in for mod-
ernization and have not achieved any major
economic successes. There are different
ways of leading a human life and the life of
a country. So, does Russia really need mod-
ernization?

One thing to make clear is that lack
of modernization is not equivalent to the
Apocalypse! Even if modernization in Russia
stalls (once again) the country will not cease
to exist, will not be sucked into the abyss
and will not perish in agony. What will in fact
happen? Russia will become an extremely
dull country. After a further decade without
modernization the country’s profile will be
roughly this: a number of tycoons living in
London and owning most of the country’s
property; the rest of the population guard-



So, in speaking about modernization
today, we cannot regard it solely as movement
away from a frozen, traditional, patriarchal
society: even contemporary societies, which
have all of the attributes given in Habermas’s
definition, may be in need of modernization.

What could be modernized in contem-
porary society? The answer is simple: every-
thing that prevents people (the majority of
the population) from feeling at home in their
country, and that prevents the country itself
from being an acknowledged and respected
member of the international community.

Social, economic and technological
development has always been uneven and
remains so today: some countries run ahead,
others lag behind, while others stay frozen

ing the property owned by the tycoons; and
guest workers from former Soviet repub-
lics building more property for the tycoons;
and all of them managed by hired manag-
ers. The landscape will be adorned with a
10-lane road highway from China to Europe
with high-tech vehicles travelling in both
directions. Overhead there will be power-
ful cargo jets travelling the same route and
sometimes landing in Moscow or Novosi-
birsk for refueling. Any talented children will
be immediately taken out of the country...

We should all remember: Russia,
for better or for worse, is a great country.
It would be shameful to turn it into an ex-
panse of dullness. Russia is not only rich in
hydrocarbons and all the elements of the
periodic table — it also produces many tal-
ented children. And this is the second, and
maybe the most important, justification for
modernizing Russia. As it is organized to-
day, the Russian economy does not need so
much talented youth, because its economy
lives in the shadow of oil pipelines.

Based on a series of publications by A.A. Auzan,
'Institutional Economics for Dummies',
Esquire magazine, 2010-2011.

in the same state for a long time. The sup-
posed leadership of one country or group of
countries may have objective and subjective
expression. The objective indicators are: GDP,
exports, the achievements of science and
industry, etc. Subjective indicators are: the
opinions of foreigners as to which countries
deserve to be taken as models, which country
they would like to live in, etc. So the answer to
the above question of what needs to be mod-
ernized could be rephrased as follows: what
needs to be modernized is whatever prevents
us from being as close as possible to the
country that is recognized as the moderniza-
tion leader.

Does such a recognized leader exist
today? Research by social and political scien-
tists®, as well as mere common sense, tells
us that there is no such modernization leader
in the world today. Various groups of coun-
tries look to their own modernization leaders,
have their own milestones and could there-
fore have their own modernization. In that
respect the vividly pro-European definition of
modernization given by Habermas has been
amended by lan Roxborough* who analyzes a
number of books on the subject and proposes
to treat modernization as ‘increasing capaci-
ties for social transformation’.

And finally, Russian social scientists
Tatyana Zaslavskaya and Vladimir Yadov
have developed the logic of the definition
even further, proposing to consider modern-
ization as raising the capacity of the world
system for competition®. We find that such an

3 E.g. see S. Eisenstadt (ed.) Multiple modernities. London: Transaction
Publications, 2002; S. Eisenstadt Comparative Civilizations and Multiple
Modernities. Leiden: Brill Academic Pub., 2003; C. Garbowski, J. Hudzik
and J. Klos (eds.). Charles Taylor’s Vision of Modernity: Reconstructions
and Interpretations. Cambridge, UK: Cambridge Scholars Publishing,
2009; N. Mouzelis ‘Modernity: a non-European conceptualization’ //
British Journal of Sociology. 1999. Vol. 50. N¢ 1. P. 141-159; B. Wittrok
‘Modernity: One, None or Many? European Origins and Modernity as a
Global Condition’ // Daedalus. 2000. Vol.129. N°1. pp.31 - 60

4 |. Roxborough ‘Modernization Theory Revisited. A Review Article’ //
Comparative Studies in Society and History.1988. V. 30. N¢ 4. P. 753-
761

5 3acnaBckas T. W., fgoB B. A. CouuanbHble TpaHchopmauuu B



essentially functional interpretation of mod-
ernization best reflects the complex and vari-
ous processes that are collectively defined
as ‘modernization’ as well as characterizing
the variety of its possible future development
trajectories in various countries.

In this understanding modernization is
not a goal, where all that is needed is to insert
country-specific variables into a well-known
formula, but a problem, for which every coun-
try has yet to find the solution®.

The multiplicity of modernizations as
viewed in terms of their content, i.e. of the
models to which they are oriented, does not
preventthem having a number of similar struc-
tural traits, which enable us to group modern-
ization into several types (or classifications).

Approaches to modernization differ,
first, on the issue of whether modernization
should cover the whole of society (economy,
politics and the social sphere), or whether it
should concentrate only on economics, of,
making it even narrower, on the technological
foundation of economics.

In Russia many official documents and
government declarations regard moderniza-
tion in the latter sense. This ties moderniza-
tion firmly to technical and technological in-
novation, giving much less attention to social
innovations (in a broad sense). The arguments
advanced by the Russian establishment for
promoting only technical and technological
modernization are very simple: our society
can in no way be regarded as traditional, i.e.
rural. Russia has a perfectly modern society,

Poccun B anoxy rob6anbHbiXx M3MeHeHuH. [oknag Ha oOTKpbiTuun I
Couwuonorunyeckoro KoHrpecca, 21 okta6psa 2008 r. Pexum poctyna:
http://www.isras.ru/publications_bank/1225398577.pdf

6 AysaH A. A. MozepH13aumMa Kak npo6aema: B MOMCKax HaLMOHaNbHOM
dopmynbl // MypHan HoBoM 3KoHOMMYecKomn accoumaumun. 2010. No7.
C.136-137

so what need could there be for further social
modernization? Such an approach shows that
the understanding of modernization used by
Russian officialdom is closer that of Weber,
i.e. is almost a century old.

The second distinction concerns meth-
ods of modernization. Here it is customary
to distinguish an evolutionary (organic) mod-
ernization, the impulse for which comes from
below, from the mass of unorganized or self-
organized citizens and manufacturers, on the
one hand, and, on the other hand, an engi-
neered modernization, which is imposed from
the top downwards by the power of the state.

In this respect it is important to note
that a genuinely contemporary western-type
society, which consists of such unorganized
or self-organized individuals, both manufac-
turers and consumers, does not, in fact, need
the hand of the state in order to achieve evolu-
tionary development. These individuals gener-
ate innovations on their own initiative and at
their own risk, driven by their own, perfectly
egoistic interests in a highly competitive en-
vironment and within rules of the game (in-
stitutions’) that encourage entrepreneurship.
Among these innovations only those, which
prove to be of use to other individuals (com-
panies and individual customers), survive and
become established.

Of course, this is not to say that such
innovators reject state financing, cheap loans,
tax preferences, etc. — their governments are
eager to provide such assistance as well as
financing of fundamental science. But, at the
same time, the impulse for innovation (not
merely technical, but also social and organi-
zational) comes from below, from companies,
citizens and their various associations.

By contrast, in societies where, for
whatever reason, initiative and innovative

7 See Chapter 2 for details.



activity by citizens is at a low level — whether
it has not come into being or has been sup-
pressed by government — modernization im-
pulses can only come from above, from gov-
ernment. So when the Russian establishment
says that our society does not require mod-
ernization and at the same time proclaims the
need for technological modernization from
above, in the form of a government-directed
project, it is contradicting itself.

A third important modernization clas-
sification is the division between ‘pioneer-
ing’ and ‘catch-up’ modernization. ‘Pioneer-
ing’ modernizations are those carried out
by countries, which are world leaders and
models for others to emulate as they fight
for their status in specific competitive ‘world
systems’, as defined by Immanuel Waller-
stein®. Correlatively, ‘catch-up’ moderniza-
tion is implemented by countries that direct-
ly or indirectly admit their lag with respect to
the leader.

This is not to say that catch-up mod-
ernization mustinvolve precise copying of the
social and economic organization of leader
countries, or that catch-up modernization
is merely a task and not an issue in itself.
The catch-up country is trying to replicate the
leader’s final results and not the forms of ac-
tion of internal mechanisms, which made
the pioneering modernization possible. So a
national modernization formula may well be
requisite for catch-up modernization to be
successful.

Finally, another important distinction
between modernization types has to do with
coverage, i.e. whether the modernization is
total or local. These attributes apply equally
to modernizations of society as a whole and
to modernizations that only cover technolog-
ical aspects. A total modernization involves

& |. Wallerstein. World-Systems Analysis: An Introduction. Durham, NC:
Duke University Press, 2004

changes that affect all aspects of human life
and transform them in order to increase the
competitiveness of society for all its strata
and social groups. By contrast, local mod-
ernization may target only one social stratum
or a single social group, while keeping the
conditions for other groups and strata un-
changed. Total modernization of the techno-
logical components of a country’s economy
involves enhanced innovative action in all
segments, while local modernization of tech-
nology means that the action will be limited
to specific segments, etc.

The diversity of possible moderniza-
tion scenarios is therefore clear. It is impor-
tant to understand that they could all have
different impacts on human development,
and on its various aspects as presented in
the Human Development Index (HDI).

So total social and economic mod-
ernization, whenever it is aimed at improving
the value of human life, will definitely have a
positive impact on the country’s HDI. But lo-
cal technological modernization, especially
in segments that are not oriented to end-
users, could have no impact at all on the HDI
— if the number of employees, who are af-
fected, and the resulting growth of GDP are
not significant, i.e. are within statistical mea-
surement error values, etc.

The broad variety of modernization
types briefly described above does not, in
fact, entail complete freedom or randomness
in the choice among them. Whenever a coun-
try really wants to modernize, as opposed
to imitating modernization, the expected
results and efficiency of modernization are
factors limiting choice, and such results and
efficiency depend in turn on the level of de-
velopment of various aspects of social life,
which has been achieved to date.



The concepts of industrial and post-in-
dustrial society, which were formed in the early
1970s° and are generally accepted today, are
based on the concepts of techno-economic
paradigms and technology patterns.

The first is a generalization of the con-
cept of a technological paradigm, which was
first introduced by Giovanni Dosi in 19821°,
He regarded a technological paradigm as a
general ‘outlook’ on the means of solving
production problems, faced by companies.
His view is that technological paradigms con-
sist of several technology models and specif-
ic tasks that are allocated to these technolo-
gies. So technologies are regarded as prob-
lem-solving activities while the problems to
be solved are determined by the paradigms
themselves. In that sense technological
paradigms factually pre-determine the direc-
tion of gradual technological changes that
improve the initial basic design solutions.
Gradual improvement of basic solutions in
turn defines the trajectories of technologi-
cal progress within the framework of relevant
paradigms.

Movement along a technology path
can only continue for so long as it allows im-
provement of the ‘core’ of the paradigm, i.e.
the basic design solution or invention. When
that potential runs out, the paradigm stag-
nates and a search for a new ‘core’, initiat-
ing a more efficient technological paradigm,
is imminent.

The above-mentioned concept has
been generalized in the concept of a techno-

9 D. Bell, The Coming of Post-Industrial Society. New York: Harper Colo-
phon Books, 1974

10 G. Dosi, ‘Technological paradigms and technological trajectories. A sug-
gested interpretation of the determinants and directions of technical
change’ // Research Policy, 1982, 11(3):147-162

economic paradigm, which has been defined
by Christopher Freeman as follows: ‘A “tech-
no-economic paradigm” is a cluster of inter-
related technical, organisational and manage-
rial innovations whose advantages are to be
found not only in a new range of products and
systems, but most of all in the dynamics of the
relative cost structure of all possible inputs to
production. In each new paradigm a particular
input or set of inputs may be described as the
“key factor” in that paradigm characterised by
falling relative costs and universal accessibili-
ty. The contemporary change of paradigm may
be seen as a shift from a technology based pri-
marily on cheap inputs of energy to one pre-
dominantly based on cheap inputs of informa-
tion derived from advances in microelectronic
and telecommunication technology.’*!

Similar approaches via the concept of
a ‘technological mode’ were formulated some-
what later by Sergey Glazyev*2. From his point
of view a technological pattern (TP) is a large
complex of technologically connected indus-
tries, the basic combination of which forms
the core of the technological mode. Techno-
logical innovations, which participate in the
formation of such a core, represent the ‘key
factor’ of the TR, while the segments which
play the leading role in dissemination of the
new TP are its carrier segments. As with tech-
nological paradigms, the life cycle of a TP is
ended when the potential for improvement of
its core is exhausted. Usually, exhaustion of
the core is accompanied by formation of the
core of another TP, with its own key factor and
carrier segments.

The processes of change of TPs are di-
rectly connected with modernization process-
es. According to Glazyev: ‘when technologi-

1 C. Freeman, Preface. — In: G. Dosi, C. Freeman, R. Nelson, G. Silverberg,
L Soete. (ed.) Technical Change and Economic Theory. London: Pinter
Publishers, 1988, p.10

12 NbeoB A. C., MasbeB C. K. TeopeTnyeckne U NpUKIaaHble acneKTbl
ynpasnexus HTM. // 9KOHOMWKa 1 MateMaTuyeckue metoabl. 1986. N2
5; MasbeB C. 0. IKOHOMUYECKas TEOPUS TEXHUYECKOrO pa3BuTUs. — M.:
Hayka, 1990.



cal patterns are replaced countries which lag
behind gain advantages — without excessive
accumulated capital as a heritage of the pre-
vious pattern, they can use the already exist-
ing investment and technological experience
of developed countries while optimizing the
newly constructed process flows.

Replacement of technological pat-
terns usually requires corresponding chang-
es in social and institutional layouts which
promote mass implementation of the new TP
technologies, as well as corresponding types
of consumption and ways of life. Then comes
the time for a quick expansion of the new TP,
which becomes the basis for economic growth
and gains a dominating position in the eco-
nomic structure. In the growth phase of the
new TP most technological flows are recon-
structed in accordance with its requirements.
At the same time the next new TP starts to
grow. The newer TP remains in the embryonic
stage until the current TP reaches its maxi-
mum growth, after which a new technological
revolution begins. This creates a new type of
infrastructure, which overcomes restrictions
of its predecessor, and brings a changeover
to new types of energy, which form the basis
for the next technology pattern.’*®

The technological patterns (or tech-
nological paradigms) of an industrial society
differ from those of a post-industrial society
not only by specific costs, but by the speed
of technological upgrade. This means that the
centralized, engineered approach to modern-
ization, which has proven successful at the
industrial stage of economic development,
is unlikely to be successful for post-indus-
trial patterns. Any long-term project, which
has to have fixed goals, targets, executors,
deadlines and allocated budget funds can
hardly be changed after it has already been
launched, even when more efficient options

13 ThasbeB C. K. MupoBOi 3KOHOMMYECKWMI KPWU3UC KaK npouecc
3aMelleHUs JOMUHUPYIOWMX TEXHOMOrMYEeCKUX YKNafoB. 21 wuions
2009r. Pexxum pgoctyna: http://www.glazev.ru/scienexpert/84/

are discovered in the process. The reason for
this is evident: it is the scale of the modern-
ization project, and the need to organize co-
ordinated work by many participants via cen-
tralized management. In such cases changing
a single detail can force a review of the whole
project, which entails major costs and losses
of time. So large projects usually require not
only very thorough concept development, but
also very careful implementation.

However, an overbearingly complex
centralized modernization project is not need-
ed whenever modernization has an evolution-
ary, or organic character, i.e. is based on a
number of individual, ‘horizontal’ interactions
between individuals and legal entities. In the
course of such modernization the unpredict-
able appearance of a more efficient innova-
tion does not require review of the whole proj-
ect (since there is no such thing as the whole
project), but merely means that a new ‘local’
contract or formation of a new alliance, etc.,
is needed.

Therefore, the engineered moderniza-
tion approach was quite adequate for ‘slow’
industrial patterns, while ‘fast’ post-industrial
patterns have much less use for it. This is not
to say that evolutionary modernization re-
quires no design whatsoever — such a need
exists and the evolution is, basically, a collec-
tion of designs, but none of them is universal,
covering the whole modernization process.
That is why evolutionary modernization, be-
ing more adaptive than engineered modern-
ization, is more adequate for post-industrial
societies (and economies).

The first thing a country requires in or-
der for evolutionary modernization to begin is
an adequate number of motivated subjects
who are capable of initiative — not the par-
ticipants of a centralized project, but individu-
als and organizations that are ready, at their
own risk, to promote changes which they be-



lieve will not only increase their own, personal
competitiveness, but the competitiveness of
the country as a whole.

This basic condition can immediately
be compared with the country’s human po-
tential indicators: health, education and the
income level of the agents of evolutionary
modernization must be adequate for them
to start to carry out their intentions. In turn,
implementation of these intentions will have
a positive impact on the above-mentioned hu-
man potential components, as competitive
technologies will make greater demands on
workers.

The character of evolutionary modern-
ization processes emphasizes another vitally
important condition for their realization to be
possible: the country must provide opportuni-
ties for entrepreneurship. This condition re-
lates both to institutional aspects and the cre-
ativity and business initiative of the country’s
citizens. Evidently, the latter qualities are also
related to human potential in its broad sense,
even though they are not directly included in
the Human Development Index (HDI).

Modernization can be viewed in the
framework of economic theory and general
economic prerequisites or it can be regarded
as a choice made by an individual or a group of
individuals within the framework of a new po-
litical economics or constitutional economics.
In that case modernization is a political pro-
cess, which can be studied using economic
methods, where various interest groups act
within the framework of a more complex struc-
ture, which public choice theory defines as a
‘social contract’. That contract has various ty-
pological properties. In can be horizontal or
vertical, constitutional or post-constitutional,
explicit or implicit by nature. Social contract

dynamics in Russia were studied in works by
the Institute for the ‘Social Contract’ National
Projectin the period between 2000 and 2010.
In the early 2000s Russia established a verti-
cal social contract with a certain collision be-
tween constitutional norms and the post-con-
stitutional level of the contract. The collision
occurred because, from a constitutional point
of view, the Russian state is both liberal and
social, butin reality it has been run as a liberal
state, and this has led to recurrent problems
in providing public benefits and covering the
costs of producing public benefits. The social
contract in the 2000s was supported mainly
by symbolic rather than political methods, i.e.
not by political competition, but by a specific
exchange of signals between the state and
the society, carried out primarily through the
medium of television.

The contract was initially based on the
following formula: ‘Taxes in exchange for or-
der’. Such was the formula of the so-called
Gref Programme for reform in Vladimir Putin’s
first presidential term. Later on difficulties in
implementation related to court procedure,
issues of personal security, etc., caused a
change in the contract format, and since
2003 and 2004 it has taken the form already
described above, which can be summarized
in a single phrase as ‘Loyalty in exchange for
stability’, whereby the government has guar-
anteed a certain economic stability while sig-
nificant groups of citizens have been willing to
surrender active and passive political rights
while keeping a measure of personal liberty.

This structure of the social contract
creates various spheres of action for various
social groups. Obviously, in a vertical contract
dominant groups standing closest to the su-
preme power are most influential. A method
for studying these groups was developed
in 2007 by the SIGMA group of economists
when they were preparing a report by the In-
stitute of Modern Development and the book



Coalitions for the Sake of the Future. They de-
veloped possible strategies for Russia’'s de-
velopment and tried to estimate how various
groups of people could affect various strate-
gies. Indeed, comparison of data provided by
business media with those provided by the
economic or political press helps to single out
influential groups and specific configurations
of their assets, which can explain specific be-
haviours by such dominant groups.

The planning horizon of these domi-
nant groups is a key aspect of modernization.
If they have a long-term orientation, such
groups will invest in modernization, because
the inertia trajectory is depleting Russia’s re-
sources and, consequently, the resources of
these same dominant groups. But if they have
a short-term orientation, such groups will be
focused on competition with each other and
redistribution of assets, and modernization
will not be part of their agenda.

There are other active groups func-
tioning in Russia’s current social contract,
which are ready to invest in development.
But active groups in a social contract that de-
clares ‘loyalty in exchange for stability’ are,
in effect, marginalized. In the absence or im-
potence of political institutions for decision-
making these groups cannot influence the
decision-making process. Hence the exodus
of these active groups from Russia, which has
become a tendency of the post-crisis period,
and which poses a serious threat to modern-
ization, because changes of economic course
and the process of creating new institutions
are closely related to the extent to which ac-
tive groups are ready to participate in these
processes and the conditions on which they
would participate.

A broadly defined experiment in the
form of a business game that was designed
for and carried out at the Perm Economic
Forum in 2011 drew a distinction between

groups concerned with federal issues, region-
al issues, business issues and social issues.
The goal of the game was to determine the
possible structure of the social contract and
possible changes to the contract as it current-
ly exists in Russia. The experiment produced
two results.

Result 1. Active groups prefer a sce-
nario where in exchange for their investments
in production of public benefits of various
kinds (e.g. readiness of business to contrib-
ute to social capital or readiness of the non-
profit sector to not only criticize government,
but to make positive proposals) the groups
receive the opportunity to participate in de-
cision-making. This scenario is preferable for
active groups, but it is less probable. A more
real (but less desirable) option is prolonga-
tion of the legitimacy of current government
in exchange for greater autonomy of various
groups, including business groups, by means
of partial privatization, departure of govern-
ment from certain segments, and expansion
of opportunities for regions, not only by giv-
ing them mandates, but by giving them the
means to finance those mandates.

Experiments such as this are looking
for a construction of the social contract, which
would enable modernization, since the con-
tract structure that has been in place since
2003-2004 naturally tends to keep the situa-
tion unchanged and its outcome is stagnation
rather than modernization.

The attitude of large passive groups
of the population towards the government is
very important in the existing structure of the
social contract, since these groups are the
primary recipients of economic stability and
growth of real incomes, which government
provided from 2003 up to the onset of the re-
cent economic crisis. Dialogue between gov-
ernment and these groups of the population
is a matter of both economic and symbolic



exchange, and the values which these groups
prize most highly are of principal importance
for the structure of the social contract. The
value which is uppermost is stability, which,
in the period between 2003 and 2008, was
the basis not only for the loyalty of wide pas-
sive groups, but for the integrity of the political
regime. But dominance of such values could
hardly promote the process of modernization:
the stability at the start of the 2000s was un-
doubtedly a leap forward compared with the
chaos of the 1990s, but by the late 2000s
stability had come to mean institutional ero-
sion, and the replacement of institutional
guarantees by personal guarantees, i.e. attri-
butes which usually obstruct modernization,
rather than enabling it.

The prospects for modernization de-
pend, on one hand, on the negotiating ability of
special interest groups and on the planning ho-
rizon, which is characteristic of those groups,
as stated above. On the other hand, modern-
ization is influenced by external factors — the
institutional environment, including political
and economic trends. Estimates of probability
by measurement of these factors suggest that
from 2007, when such estimations were first
carried out, and up to the spring of 2008, the
probability of modernization in Russia was on
the increase. In the fall of 2008 such probabil-
ity plunged as a result of the world crisis and
the war with Georgia. Fluctuations since then
have been related to new phases of the eco-
nomic and political cycle.

Using this same method to estimate
possibility of Russian modernization as of the
summer of 2011, we must acknowledge that
external trends have had negative impact
through high prices for hydrocarbons, which
usually strengthen the old social contract and
give little hope for active modernization. On
the other hand, Russia’s customs union with
Kazakhstan and Belarus (and possible ac-
cession of Russia to the WTO) is positive for

modernization for various reasons. In par-
ticular, flight to the informal economy, which
in the past has been the reaction of small
and medium-sized business to increased tax
pressure, could be substituted by migration of
small businesses to other more liberal tax ju-
risdictions, i.e. there is scope for competition
between business environments in member
countries of the Customs Union and for other
institutional competition, which could eventu-
ally support the emergence of more efficient
institutions.

Conditions of political competition will
be strained during the acute phase of the po-
litical cycle, represented by elections to the
State Duma andthe Presidencyin 2011-2012.
The strain will be manifested in competition
between the values of stability vs. those of
development, and this can be clearly seen in
the field of the media, where the 'TV party’ and
the ‘Internet Party’ represent different possi-
bilities and different futures for large passive
groups and for small active groups. The acute
phase of the political cycle works in favour of
modernization, because increased competi-
tion and direct comparison of the ideas of de-
velopment and stability could help to recruit
more groups in support of modernization.
Overcoming of the economic crisis should also
be regarded as a positive factor for modern-
ization: a crisis environment can only support
modernization if the institutional environment
is ripe for a ‘Schumpeterian storm’ of innova-
tion and that is assuredly not the case in Rus-
sia. Ending of the crisis brings modernization
closer because it is a time when the dominant
groups mentioned above are interested in re-
inforcing and preserving the legitimacy of their
control over resources. They are therefore
more interested in institutions when the crisis
ends than when it is at its peak.

A new element in the context of these
varied group interests and different factors
impacting on such interests was the attempt



at a modernization policy staged by President
Dmitry Medvedev in the period since March
2008. A certain trend in modernization policy
can be traced through that period.

The formula for Russian moderniza-
tion proclaimed by President Medvedev at
the Krasnoyarsk Forum during the 2008 elec-
tion campaign contained the four ‘I's: institu-
tions, infrastructure, investment and innova-
tion. We believe that this formula correctly
defined the main issues of Russia’s modern-
ization policy. However, actual progress with
elements of that formula has turned out to be
more complex than was foreseen in 2008.

A programme of institutional changes,
led by an anti-corruption programme and the
judicial reform, was proclaimed. But institu-
tions are always tied to distribution effects,
so institutional changes nearly always entail
confrontation with the interests of dominant
groups, and progress is impossible without
strong negotiating positions of government
(the would-be enactor of reform) or a system
of compromises and compensation deals.
Since neither of these approaches proved fea-
sible, institutional reforms became bogged
down and were transformed into technocratic
actions such as greater use of electronic tech-
nologies, facilitating access to government
services via the Internet, and simplification of
court proceedings. These activities produced
positive results, but the results are unlikely to
be sustainable because they require adapta-
tion of existing groups to a new environment.
Modernization policy has become largely tech-
nocratic due to a lack of political strength in
carrying out institutional changes.

The crisis offered an excellent window
for investing in infrastructure, thanks to the
high multiplier effect, which is characteris-
tic of such investments. But the absence of
effective institutional reforms entailed sig-
nificant risks that money invested in infra-

structure projects would be misappropriated.
At the same time, the crisis made it neces-
sary to support demand, so, instead of being
used for infrastructure development, funds
were channeled into the pension system
and salaries for government officials, which
have strengthened positions of these groups
as compared to other social groups. This fa-
vours the inertia trajectory, in part because
such support for pension levels is not afford-
able for the Russian economy and has been
financed by increased social contributions,
which puts additional pressure on small and
medium-sized business.

The third element of the formula - in-
vestments — took a serious blow from the cri-
sis and relative worsening of the investment
environment in Russia as compared with oth-
er destinations for investments. So in 2009
President Medvedev and his team were faced
with the task of developing innovation without
the necessary institutional, infrastructure and
investment prerequisites for the task. In such
circumstances the only available mechanism
was a project approach, and this was most
vividly represented by the Skolkovo project for
creation of a Russian innovation centre near
Moscow. But implementation of a project poli-
cy inevitably led back to the issues, which had
been broached in 2008: implementation of
any project depends on the institutional en-
vironment, in which the project has to unfold.
From late 2010 the Presidential Committee
on modernization and technological develop-
ment of Russia’s economy, which acts as the
government’s modernization headquarters,
gave increasing attention to the institutional
agenda. This was most vividly demonstrated
by the President’s proposals for 10 measures
to change the investment environment in
Russia, put forward in March 2011 in Magni-
togorsk. The proposals referred to the close
association between institutions and invest-
ments, but they called for steps that were in
plain contradiction with what the government



was in fact doing: in particular the issue of
how the pension system should be financed
became an issue for political competition.

This further stage of the moderniza-
tion policy spiral, bringing it back to institu-
tional issues, poses the question of what the
final appearance of Russia’s modernization
will be, since technocratic and institutional
approaches to modernization could produce
significantly different results.

We believe that the relation between
supply and demand for modernization is
highly important. Russia’s history shows that
whenever modernization is imposed (‘sup-
plied’) without there being any demand for it
from society, what occurs is a mobilization-
type, ‘project’ scenario with serious long-term
adverse effects, because the country makes a
short-term leap forward, which is followed by
recession (the inevitability of such recessions
has been analyzed in the economic literature).
The alternative is modernization in the form
of a supply that is oriented to the demands
of specific groups in society. In that case the
modernization may not be so radical and fast,
but it provides sustained, long-lasting results,
as shown by the major reforms undertaken
by Tsar Alexander Il in the second half of the
19th century. For that to be possible we must
define addressees in society who are inter-
ested in a modernizing transformation, carry
out thorough study and, on occasion, change
social and cultural aspects of modernization
policy, because in that case modernization
becomes a certain social and cultural project,
aimed at an iterative change of the country’s
human potential and human capital.

Various types of modernization have
different impacts on the HDI as a whole and
on its specific components. For example, a

purely technological modernization in indus-
trializing countries can improve both per cap-
ita GDP (due to rapid economic growth), the
educational level (the rural population has to
be educated so that it can work in factories),
and average life expectancy (by improving the
health care system).

A similar purely technological modern-
ization in a post-industrial country could have
positive impact on GDP growth, but will have
negative impact on the educational level and
life expectancy. This is because, if such mod-
ernization is not accompanied by changes in
economic and political institutions that im-
prove the entirety of civil rights, growing GDP
may be appropriated by a small number of
owners, while living conditions of the general
public worsen, their motivation for long-term
education diminishes, accessibility of health
care services declines and, as a result, there
is a loss of hope for positive change, and a
spread of self-destructive practices such as
drug addiction and alcohol abuse.

In other words we cannot simply equate
modernization with growth of the HDI. The
question has to be asked: what sort of mod-
ernization is required, and at what specific
juncture in a nation’s history is it to occur?

Hence we arrive at simple and natu-
ral recommendations to leaders at all levels
of the state hierarchy: development and im-
plementation of modernization programmes,
strategies and projects must be accompanied
by thorough analysis of their impact on prog-
ress of HDI components.

As the famous Russian poet, Andrey
Voznesenskiy, once said: ‘Any progress is re-
actionary if it ruins the man’.



The economic outcome of 2010 can
be viewed in two ways. On one hand, the year
was one of transition between the crisis and
the recovery, and this had impact on fiscal
policy and main macroeconomic indicators.
On the other hand, the year brought the first
decade of the new millennium to an end,
enabling some conclusions to be drawn about
development in that period.

External conditions, which sparked the
crisis in Russia’s economy by their dramatic
worsening?, have now been mainly restored
(see Table 1.1). Qil prices and the scale of
investments in emerging markets in 2010
were outmatched only by the most favourable
years (2008 and 2007) and aggregate
demand in countries, which are Russia’s
trade partners?, even exceeded the pre-crisis
level. So the impact of external shocks, which
caused the Russian crisis, came to an end.

Table 1.1. External environment for Russian economic
development in 2005-2010.

Oil prices (USD/barrel) | 50.6 = 61.1 | 69.3 | 944 611 | 78.2

Terms of trade

0, 0, 0, 0, 0, 0,
(2005 =100%) 100% | 112% 115% 133% @ 94% | 111%

Demand from trade

0, 0, 0, 0, 0, 0,
partners (2008=100%) 100% | 106% | 111%  114% | 111% | 115%

Net capital flows to emerging

markets (USD billon) 291 | 252 | 695 | 230 | 237 | 470

Source: Calculations by Economic Expert Group based on the data
of the International Monetary Fund (IMF)

1 Typswi E., Mpunenckuin U. Yem onpegensinack rny6uHa cnaja B KpUsuc-
HbI nepuoa? *ypHan HoBon akoHOMMUYecKon accoumnaumm, Ne8, 2010.

2 This figure is calculated as the average physical volume of GDP in coun-
tries which are Russia’s trade partners, weighted to reflect their specific
importance for our country’s foreign trade.

Many economic measures that were
brought in to address the crisis have now
been wound down. The federal budget spent
a total of RUR 333 billion (0.7 percent of
GDP) on such measures. About half of the
amount was spent on housing for veterans
and handicapped persons, thus supporting
the construction sector, which had suffered
a dramatic decline of demand. About one
fifth of all anti-crisis expenditures went to
support the machine-building sector, which
also saw a major decline of demand, while
11 percent of the money was transferred
to regions to help their labour markets and
5 percent was used to provide additional
social support. There was almost no support
for the financial sector after 2009: despite
concerns, banks managed to cope with
the crisis on their own (although they were
unable to restore their lending operations).
So anti-crisis activities were reduced in
2010 and their vector was changed.

Provision of state guarantees for
loans was another important element of
anti-crisis policy. Total guarantees issued
were equal to 0.5 percent of GDP.

Meanwhile, a much larger increase
of budget expenditures was carried out for
implementation of the next stage of pension
reform. It is not clear whether these expendi-
tures should be treated as anti-crisis meas-
ures. On one hand the decision to proceed
with a new stage of pension reform was tak-
en in the second half of 2008, when the cri-
sis was at its peak, and was partially dictated
by the need to smooth the decline of house-
hold incomes (and of aggregate demand).
On the other hand increase of pensions is a
sustained, long-term course of action, which
sets it apart from most ‘one-off’ means of ad-
dressing the crisis. However, the World Bank
and IMF usually treat additional pension pay-
ments as a part of anti-crisis programmes.



The scale of additional spending to
support the pension system can be seen
in Table 1.6 below. The data in the table
show that financing of the pension system
from general revenue of the federal bud-
get (i.e. not from social contributions to
the budget) increased by 3.2 percentage
points of GDP.

Real and nominal budget expen-
ditures grew overall in 2010, as shown in
Table 1.2, but they also fell significantly in
proportion to GDP (by almost 2.5 p.p.). This
enabled reduction of the budget deficit from
6.3 percent to 3.5 percent of GDP. Still, rev-
enues remain significantly lower (by about
5 p.p. of GDP) while expenditures are signif-
icantly higher (by more than 4 p.p. of GDP)
than the pre-crisis level. In real revenue
terms the Russian budget was returned to
the level of 2005, while real expenditures
were over 40 percent higher than in 2005.

Public debt grew only insignificantly
in 2010 (by 0.3 p.p. of GDP), through itisim-
portant to note some reduction of amounts
held in funds, which accumulate tax reve-
nues from the oil & gas sector. But even if
we take only the net liabilities of the govern-
ment (i.e. the difference between state debt
and fiscal reserves) the reduction was rela-
tively small at around 4.1 p.p. of GDP. Net
liabilities of the federal government once
again became positive (after being negative
for three years), but remain close to zero.
Russia’s debt position is better than that of
most countries in terms of both scale and
trends, as can been seen from Table 1.3,
which shows gross debt of federal and re-
gional government.

Pension reform made social payments
the priority issue for state expenditures in the
crisis period. They more than doubled in two
years while overall expenditures grew by only
1.5 times (see Table 1.4). In that respect so-

Table 1.2. General government (federal and regional, and
extrabudgetary funds) budget execution in Russia

% GDP

Revenue 39.7% | 39.5% | 40.2% | 38.8% | 34.6%  35.0%

Expenditure 31.6%  31.1% | 34.2% | 33.9% | 40.9% | 38.5%

Balance 81% | 84% | 6.0% | 49%  -6.3% | -3.5%

In real terms (2005=100%)

Revenue 100% | 110% | 124%  128% | 96% | 104%

Expenditure 100% | 109% | 133% @ 140% | 142% | 144%

Source: Ministry of Finance of the Russian Federation
Table 1.3. Gross debt of government in various countries
(% of GDP)

All countries 576 | 60.8 | 685 | 71.2 73.7
Developed 731 | 792 | 91.3 | 96.6 101.6
Emerging 36.1 | 353 | 37.0 @ 36.0 35.3
G-20 606 | 64.0 | 71.9 | 745 773
UK 439 | 520 | 683 | 77.2 83

USA 622 | 712 | 846 | 91.6 99.5
Japan 187.7 | 195.0 | 216.3 | 220.3 | 229.1
Brazil 65.2 | 70.7 | 67.9 | 66.1 65.7
India 758 | 744 | 758 | 722 70.8
China 196 | 17.0 | 17.7 | 177 171
Russia 8.5 79  11.0 | 99 8.5

Source: IMF

Table 1.4. Progress of main budget expenditures (2007 = 100%)

General government expenditures 100% | 123% | 139% | 152%

General issues 100% | 110% | 110% | 123%
Defence 100% | 125% | 143% | 153%
Security and law enforcement 100% | 126% @ 144% | 155%
Economy 100% | 145%  179% | 149%
Education 100% | 124%  132% | 141%
Health care and sport 100% | 112%  120% | 124%
Social policy 100% | 127% | 159% | 206%

Source: Ministry of Finance of the Russian Federation




cial expenditures have usurped the role of
national economy expenditures, which grew
fastest in the pre-crisis period.

Fiscal policy during the crisis period
had mixed success. On one hand, use of
money accumulated in oil & gas funds when
market conditions were favourable signifi-
cantly cushioned impact of the crisis. The
funds were used to protect the banking sys-
tem, as well as segments and companies in
the production sector, to boost consumer de-
mand, and to provide social protection and
assistance to regions that were hardest hit by
the crisis.

However, analysis of anti-crisis mea-
sures shows that they were mostly ‘protec-
tive’ and conservative. This can be seen from
the share of measures for supporting specific
segments or even companies. This approach
runs counter to the recommendations of eco-
nomic theory, which suggest that anti-crisis
measures should be mainly used to compen-
sate for liquidity shortage and raise aggre-
gate demand. But other countries also devi-
ated from these rules, mostly in favour of the
financial sector. In fact many countries sup-
ported key financial institutions, which had
been destabilized, fearing negative systemic
effect for their national economies if these
institutions went bankrupt. However, Rus-
sian practice certainly contrasts with best
anti-crisis practice as regards support of the
real sector. Certain ‘informal’ measures also
had a protective character, including reported
pressure and incentives used by various gov-
ernment authorities to prevent companies
from cutting their workforce in order to avoid
social impact.

Various negative effects of the anti-
crisis principles chosen by the Russian gov-

ernment deserve to be mentioned. First, the
opportunity was not taken to rid the econo-
my of ‘lumber’ — uncompetitive companies,
which absorb enormous financial, material
and labour resources but make insignificant
contributions to production. Earlier research
has shown that such companies represent a
significant share of virtually every industry in
Russia in terms of labour force. This ballast
has been kept, together with the healthy part
of the economy. Correction of the aggregate
production structure was also limited. Some
changes to that structure did take place, as
we will show below, but it seems that the ac-
cumulated economic disproportions called
for a more radical correction.

Another negative aspect of Russia’s
anti-crisis plan is that it is a typical example
of ‘soft budget constraints’. This is most viv-
idly demonstrated by support to the automo-
tive industry. Russian automotive companies
have repeatedly obtained ‘temporary protec-
tion’ against outside competition via import
duties, deferred introduction of European
fuel standards, etc. When the period of ap-
plication of such measures expired, it turned
out that competitiveness of the segment had
not improved, and further protection was ap-
plied. The crisis did strengthen competitive-
ness of the Russian automotive industry by
bringing down the real exchange rate. But this
proved insufficient in the face of plummeting
domestic demand and the government spent
significant funds to support the industry. Un-
fortunately, the financing was not used to
support modernization, but to support the
existing product line. So the automotive in-
dustry has survived again, and again has not
made any effort to increase its competitive-
ness. The situation is similar in the so-called
‘one-factory-towns’ (towns that rely on the
employment offered by a single large enter-
prise or sector), where there were dramatic
falls in output of the dominant employer. De-
spite the fact that such towns are chronically



vulnerable to the risks posed by market fluc-
tuations, allocated funds were used to support
them, but not to restructure them.

These aspects of Russia’s anti-crisis
policy prioritize short-term objectives over me-
dium- and long-term goals. And this point is also
true for several other aspects of the policy.

It is worth considering one indirect con-
sequence of Russian anti-crisis measures,
which has not attracted much attention from
economists to date: the fact that the authorities
put the emphasis on cushioning social impacts
meant that adaptation of Russian companies to
the shock of the crisis was limited. This could be
seen from increase in the share of compensa-
tions to employees in the composition of Rus-
sia’s GDP, from about 47 percent in 2007-2008
to 52.8 percent in 2009 and 50.4 percent in
2010 - a shift that reduces competitiveness of
Russia’seconomyandimpedesitsfuture growth.
The effect is the reverse of what occurred after
the crisis of 1998. At that time the government
had neither budget reserves nor the ability to
borrow, so it could not prevent plunging wages
in the industrial sector, and was also forced to
cut budget expenditures in real terms, thus com-
pounding the decline of household incomes. The
social consequences were dramatic: in just two
years (1998-1999) real disposable household
incomes fell by more than 25 percent, while
real average wages fell by almost 30 percent.
However, the other side of the coin was a sharp
increase in the competitiveness of the Russian
economy, reflected, intra alia, in shrinkage of
the share of compensations to employees in the
structure of national GDP by over 11 p.p. (in the
same two years). We think that the position of
the prominent economist, Guillermo Calvo, who
said that it was the reduction of real wages and
not the devaluation itself that boosted Russia’s
economy after the 1998 crisis®, is substantiat-
ed. Restoration of financial health was another

2 G. Calvo, A. Izquierdo, E. Talvi, ‘Phoenix Miracles in Emerging Markets:
Recovering without Credit from Systemic Financial Crises’. NBER Work-
ing Paper No. 12101, 2006

key factor: dramatic reduction of budget expen-
ditures reduced the deficit of the consolidated
budget, which had been stuck at 8-10 percent
of GDP prior to the crisis, to 1.0 percent of GDP
and thereafter led to a significant surplus.

The latest crisis also had reverse institu-
tional consequences compared with the 1998
crisis as regards budget policy. After 1998 Russia
turned to a prudent policy of controlling oil and
gas incomes, making gradual improvements.
The first stage included conservative forecast-
ing of oil prices, 2004 saw creation of the Stabi-
lization Fund, and in 2008 that mechanism was
replaced by fixing oil & gas transfers, set as a
percentage of GDP. Contrarily, after the onset of
the current crisis, these budget rules were sus-
pended and today there are no budget rules.

These points make the contrast be-
tween economic development after the two cri-
ses unsurprising. Growth of GDP in 1999 easily
compensated the crisis recession, and annual
growth in the next five years averaged 6.8 per-
cent. Growth in 2010 only just compensated
one half of the more recent crisis recession, and
the speed of economic growth expected in com-
ing years is much lower than last time. According
to the latest estimates by the IMF, growth of the
Russian economy in 2011-2015 may average
4.4 percent. So cushioning social impact of the
crisis has paradoxically worsened the post-crisis
prospects for the national economy, in contrast
with the situation after 1998 (see Table 1.5.).

Table 1.5. Impact on Russia of the 1998 and 2008 economic crises.

GDP growth (%) 14 | -53 | 64 | 52 | -78 4.0
Real wage growth (%) 47 |-133-220| 115 -35 52
Unemployment (%) 118 | 132 | 130 63 | 84 | 75

Compensation to employees

share in GDP (%) 514  48.0 | 40.1 474 | 528 504

General government fiscal 80 | 54 | 10| 49 | -63 -35

balance (% of GDP)




The pension reform staged in 2010
offers another example of short-termism. Its
key elements are as follows:

e The base pillar of retirement pensions was
abolished. As result, when pensions are
calculated the base component is calculated
virtually and that portion is indexed using the
general coefficient established for the whole
insurance pension.

e Pension rights acquired prior to 01.01.1991
were revised upward (so-called ‘valorization’
of pension rights).

* Pensioners whose pension is lower than
the living standard for their region are
provided with social bonuses to make up the
difference.

e The unified social tax is replaced by
social contributions (including pension
contributions).

Simultaneously with the above chang-
es (and a few others) to the pension system,
pensions themselves were raised. In Decem-
ber 2009 base pensions were indexed by 30
percent. The outcome of all these innova-
tions was increase in the size of retirement
pensions by 44 percentin 2010 and increase
in the ratio of wages to salaries to a level of
36 percent (vs. 24 percent in 2008). Aggre-
gate pension payments rose to 8.9 percent of
GDP (vs. 5.1 percent in 2008).

These changes are not without some
positive features. Primarily, they have elimi-
nated poverty among pensioners through
social bonuses, which raise pensions to the
minimum subsistence level. This has been
carried out in a less-than-optimal manner,
but the cost implications are relatively minor,
because most pensioners are now in receipt
of a sum that is above the minimum subsist-
ence level.

Table 1.6. Sources for financing of current and future pensions

Contributions

For the base and insurance pillars | 3.9% | 3.6% | 3.9% | 3.6% | 4.7%

For the funded pillar 0.4% | 0.6% | 0.7% | 0.7% | 0.7%

Transfers from general revenues of

the federal budget 1.5% | 2.0% | 3.3% | 5.2% | 4.3%

For labour pensions 0.6% | 1.3% | 2.3% | 4.0% | 3.0%
of which
for valorization 0.0% | 0.0% | 0.0% | 1.1% | 1.0%

for covering income

shortfalls and social bonuses | 0-8% | 0-8% | 1:2% | 02% | 0.2%

for covering the Pension

Fund deficit 0.1% | 0.4% | 1.0% | 2.6% | 1.7%

For social, military, etc. pensions | 0.3% | 0.3% | 0.5% | 0.6% | 0.6%

Compensations to pensioners 0.6% | 0.5% | 0.6% | 0.7% | 0.7%

(For reference: share of funds

0, 0, 0, 0, 0,
provided by the federal budgety | 22 7° | 28% | 45% | 60% | 46%

*Law on the Pension Fund budget

The price of the reform greatly exceeds
what the economy can afford. The figures in
Table 1.6 show that 3.2 percent of GDP have
been redistributed in favour of the pension
system over two years. The scale of these ad-
ditional resources can be grasped by noting
that they exceed all standard expenditures of
the national budget on either defense or the
economy (i.e. spending on these items not
including emergency anti-crisis additions).
Initial plans were to reduce transfers from
general revenues of the federal budget to the
Pension Fund starting in 2011 by means of
increased social contributions, but this de-
cision was later changed due to resistance
from the business community.

The consequences of the new stage
of pension reform are particularly severe for
the budget in the post-crisis environment.
Reduction of the tax burden and shrinkage



of the tax base as a result of the crisis has
lowered budget revenues. This situation is
typical for many countries, but most of them
have reacted by reducing imbalances. By
taking on additional liabilities in the pension
system Russia risks a situation where its
existing fiscal deficit becomes chronic. The
government has to decide whether to pump
up levels of state debt or stage a dramatic tax
increase or drastically reduce other expendi-
tures (on all tiers of the budget system, bear-
ing in mind that regional and local budgets
will lose part of their revenues). Cross-coun-
try studies has proved that both creation of
fiscal deficit by increase of social spending
and increase of social spending by reduction
of expenditure on public investments, health
care and education slow down economic
growth. Adverse impact of the increased tax
load adds to these problems.

Even more serious problems are
bound to arise in the long run. In the coming
decades Russia will see an abrupt worsen-
ing of its demographic situation: according
to Rosstat forecasts, by 2030 the ratio be-
tween working-age and pension-age social
groups will grow from 32 percent to 52 per-
cent (a change of 1.5 times for the worse).

So analysis shows that changes to the
pension system in 2010 have increased the
current pension level but have not brought
us closer to addressing long-term challeng-
es. In many ways the changes have made the
situation even worse. First, a sharp increase
in the share of pensions that is funded by
transfers from general budget revenues puts
sustainability of the new level of pensions
in question. Second, money in the National
Wealth Fund, which was created for dealing
with long-term issues of the pension system,
could be quickly depleted.

We will now look in more depth at the
main macroeconomic parameters of post-cri-
sis development. Russia’s economic results
in 2010 cannot be regarded as successful,
compared both with Russia’s own perform-
ance in the aftermath of the 1998 crisis and
with performance of other countries follow-
ing the recent crisis. Production returned to
growth (4.0 percent), but GDP did not return
to the pre-crisis level, remaining 4.1 per-
cent lower than the 2008 peak. Production
in 2010 was 1.9 percent lower than its peak
volume. These figures contrast with those
shown by most emerging markets and by the
world economy as a whole (see Table 1.7).
World GDP in 2010 was 4.5 percent higher
than in 2008. Emerging markets and devel-
oping countries in general did not experience
a recession in 2009 and have grown by 10.2
percent in two years. GDP of BRIC countries
has grown by more (by 14.2 percent).

Table 1.7. GDP growth of countries and groups of countries

World -0.5 5.0
Emerging markets and developing countries 2.7 7.3
Central and Eastern Europe -3.6 42
BRIC countries 48 8.9
Source: IMF
Brazil -0.6 7.5
China 9.2 10.3
India 6.8 10.4
Russia -7.8 4.0

Predictably, construction has been
the worst-affected sector of the Russian
economy. The plunge of the construction



market in 2009 went further in 2010. As a
result value-added in the construction sec-
tor has fallen by more than 15 percent in
two years. The residential construction mar-
ket seems to have overheated in the pre-
crisis level, which made it particularly vul-
nerable to the impact of external shocks on
the Russian economy. So there is no reason
to expect construction sector indicators to
regain pre-crisis values: some part of the
fall reflects inevitable decline of demand
for housing. Continuing depression on the
housing market also reflects the fact that
the banking sector, which plays the key role
in financing house and apartment purchas-
es, has not yet fully recovered.

The worst result in 2010 alone was
in agriculture, where production fell by near-
ly 11 percent due to the drought, which hit
main grain-producing regions of Russia. The
extremely adverse conditions are thought to
have destroyed almost a quarter of the entire
grain crop, which slowed down GDP growth
by about 0.5-0.7p.p. compared with expec-
tations. The highest growth in 2010 was in
manufacturing (12.3 percent). However, that
segment was hardest hit during the crisis, so
pre-crisis levels were not regained despite
the rapid growth. Production figures for main
sectors are shown in Table 1.8.

2010 has seen a significant growth of
fixed investment (by 6.1 percent), but that
growth is far below pre-crisis rates (16 per-
cent per year in 2005-2006) and significantly
lower than the previous year’s decline (14.4
percent). The obvious explanation is incom-
plete recovery of the banking sector: in 2010
credits issued to enterprises grew by only
13 percent, which is a major improvement
from 2009 (-0.3 percent) but much less than
in the pre-crisis period (average 41 percent
p.a.in 2004-2008). However, there may also
be deeper factors, including reassessment
by the business community of prospects for

Table 1.8. Production growth by sectors of the economy

1 | GDP in market prices 4.0% -4.1%
2 | Agriculture, hunting and forestry -10.7% -9.5%
3 | Extractive industries 4.7% 5.2%
4 | Manufacturing 12.3% -4.4%
5 ‘I;(r)t\)l\;ieur,ctgi’c;r; :23 ‘(livi:ttgirbution of electric 5.5% 0.2%
6 | Construction -0.7% -15.2%

Wholesale and retail trade; repair of
7 | automobiles, motorcycles, household 5.0% -1.5%
appliances and personal belongings

8 | Transport and communications 7.7% -1.5%

9 | Finance -2.4% 0.3%

the Russian economy. This is suggested by
the fact that net capital continued to be fun-
neled out of Russia in 2010, following a brief
respite in the second half of 2009. Aggregate
net capital flight in 2010 was USD 34 billion
(2.3 percent of GDP), which is only slightly
less than the amount taken out of the coun-
try at the height of the crisis (USD 56 billion
in 2009).

Relatively weak economic results
(despite restoration of external conditions)
make it natural to assume that viability of
the growth model of the pre-crisis period has
been exhausted. Let us study the specifics of
that model.

The significance of various growth fac-
tors altered over time during 2000-2008, but
it is clear that rapid expansion of domestic
demand played an important role in growth
throughout the period. The expansion was
determined by a number of factors. Principal
among them was rising oil prices, which had
impact from several directions. High oil prices
had the direct ‘wealth effect’, i.e. overestima-



tion by economic agents of their aggregate
long-term incomes. But increasing oil prices
also had the indirect effect of boosting de-
mand through increase of state expenditures
and expansion of loan programmes. Although
the main portion of windfall gains was stored
in oil and gas funds, some of them were used
for expenditures. Increasing oil prices also
led to greater inflow of net capital. Esti-
mates by the Economic Expert Group show
that in the pre-crisis period a USD 1/barrel
increase in oil prices led to about USD 1 bil-
lion increase of foreign capital inflow. These
resources were used for both investments
and household consumption. The latter was
also a key factor of economic growth: growth
of household consumption was only slightly
less than that of savings (13 percent on av-
erage in 2005-2007).

Exchange rate policy also played an
important role. Its main principle was to keep
the exchange rate relatively stable via curren-
cy interventions. Analysis of prices for USD
forward contracts shows that, starting from
2004, expectations were close to the current
exchange rate. Naturally, under such condi-
tions domestic interest rates were almost
fully determined by international rates (es-
pecially after lifting of limitations on capital
transactions); in accordance with the interest
rate parity, expectations of a stable exchange
rate brought nominal interest rates in Rus-
sia closer to international ones. In a context
of much higher inflation in Russia this led to
chronically negative actual rates, which fed
the credit expansion and rapid expansion of
domestic demand.

Rapid expansion of domestic demand
was not matched by capital formation growth,
which did not exceed 22 percentin the 2000s,
leading to a gap between supply and demand
on the domestic market. That gap was filled
by explosive growth of imports and was fi-
nanced, on the one hand, by improving trade

conditions and, on the other hand, by external
loans. Foreign debt of the private sector grew
by more than 50 percent p.a. in the pre-crisis
years, much faster than GDP and exports, and
a large part of that debt consisted of short-
term borrowing.

Clearly the situation was unsustain-
able. It would be reasonable to suppose that,
even if the external environment had re-
mained stable, Russia’s economy would have
entered a risk zone after a few more years,
becoming vulnerable to small fluctuations on
global financial and resource markets.

This analysis shows the need for a
new model of economic development. The
best place to start in choosing main vectors
of a reform strategy is diagnosis — finding the
biggest current and potential risks and limi-
tations for national development. Competi-
tiveness ratings, which provide systematic
evaluation of economic development envi-
ronments in various countries, could serve as
major sources of information for such diag-
nosis. Such ratings show that Russia’s weak-
est point is the quality of its public institutes.
They rate low on most features: protection of
property rights and intellectual property; in-
dependence of the judiciary; quality of state
regulation; levels of corruption; and transpar-
ency of activity by government bodies.

Other ‘bottlenecks’ for Russia’s devel-
opment include:

e Weak competition (particularly at regional
and local levels) and anti-monopoly control.

¢ Insufficient openness of the economy
(administrative  barriers to customs
clearance in import and export operations,
limitations on foreign investments).

e Underdevelopment of the financial
system.

e High cost of tax administration for
business.



Lack of protection of ownership
rights and other shortcomings of the busi-
ness climate diminish Russia’s investment
attractiveness, leading to a significant out-
flow of domestic capital and limiting in-
flow of foreign direct investments. Barriers
to imports and direct foreign investments
block the transfer of modern technologies
(international experience shows that cut-
ting-edge technologies are mostly distrib-
uted via these channels). Export barriers
[imit development of the most promising
industries.

Russia is therefore faced with the
task of carrying out reforms and building a
new growth model, which would take full ac-
count of the lessons learned in the crisis pe-
riod as well as the new internal and external
economic environments.

Summing up what has been said, we
can draw the following conclusions:

Russia’s economy has returned to
growth, but it is lagging behind other coun-
tries and has not yet compensated the crisis
setback.

The results of anti-crisis policy have
been mixed. On one hand, it has protected
households from shocks similar to those ex-
perienced in 1998-1999. On the other hand,
the opportunity, which the crisis offered, for
jettisoning ‘lumber’ (allowing uncompetitive
companies to fail) was not used.

The Russian budget is fairly secure
in the short run, in contrast with many other
countries where the crisis has caused explo-
sive growth of national debt. But, serious ef-
forts are required to return budget parame-

ters to long-term stability, particularly in view
of future demographic challenges.

The priorities of a new economic strat-
egy should be as follows:

Elimination of macroeconomic risks.
Protecting the economy from fluctuations of
the external environment, ensuring long-term
stability of the budget system, maintaining
price stability in the national currency.

Modernization of the state. Increasing
the quality of government services and reduc-
ing expenditures for procurement of these
services, improving the quality of government
administration, increasing transparency of
government and its preparedness to regis-
ter social needs and react to their changes,
elimination of corruption and the struggle for
‘rent control’. The outcome should be reduc-
tion in levels of state regulation of business.

Changing actual functions of the
state. Replacing current excessive participa-
tion of the state in the real economy by pro-
tection of ownership rights and enforcement
of contractual obligations, judicial settlement
of disputes, provision of basic social services
(security, secondary education, health care),
developing communal infrastructure.

Accumulation of human capital. A
system for training and re-training of skilled
workers and specialists, who are needed by
the market, needs to be created in addition to
raising the quality of education at all levels.
Accumulating of human capital requires at
least as much systematic effort as accumu-
lating physical capital: ways must be found of
preventing the ‘brain drain’ and encouraging
the return of Russian professionals working
abroad.

Improvement of market mechanisms
and stimulation of business activity. Protec-



tion of property has to be radically improved,
administrative barriers to market entry by
new companies and removal of old compa-
nies need to be lifted, and incentives put in
place to increase production efficiency. Mov-
ing economic resources from companies with
low efficiency to efficient companies is an
important task, which could boost economic
growth and could be best achieved by with-
drawal of direct and indirect government sup-
port for non-competitive companies. The old
companies will then be either restructured or
eliminated, with their resources being trans-
ferred to efficient enterprises.

Modernization of production. The
share of manufacturing (especially high-tech)
in both production and exports needs to rise,
productivity should be increased to the level
of leading countries, energy intensity of pro-
duction should be reduced, and innovation
activity by companies should be expanded.

A return to the impressive growth
rates, which Russia enjoyed before the crisis,
will not be possible without development and
implementation of resolute and far-reaching
policy changes.



Chapter 2

There is a view that institutions are
just not for Russia. Institutions involve rules.
But in Russia formal rules — laws — are
interpreted to suit the occasion and life is not
law-governed. Maybe it is governed by certain
unwritten rules?

But observance of unwritten rules is
characteristic of communities with their own
norms of behaviour and customs, as in a vil-
lage, and no one seriously supposes that we
follow the rules of the Russian village with its
homespun maxims: “offer something thrice,
refuse it twice”, etc. Some people say that we
live by the ‘poniatiya’ — the code of the crimi-
nal world — and it is a fact that, at least since
the 1950s, the whole country has enjoyed lis-
tening to songs from that world. Certainly, the
‘poniatiya’ are an institution to themselves,
representing informal rules generated and
backed by the criminal community. But this
set of rules also fails to work in Russia, where
‘bespredel’ (‘mayhem’, literally ‘no limits’) has
become a highly popular word, and which, in
underworld jargon, has the specific meaning
that the ‘poniatiya’ are not abided by.

Certain  statesmen  assert that
institutions are simply irrelevant for Russia.
The prominent Russian philosophers Ivan llyin
and Nikolai Berdiayev said that there are no
institutionsin Russia — there are personalities.
Ontheone hand, denial of institutionsis linked
with the undoubted egoism of government,
for which life without rules is a convenient
and easy option: ‘Things will be how | say
they will be’. On the other hand, denial of
institutions stems to a great extent from
our own consciousness, from the renowned
Russian ability to improvise. The creativity of
Russian people is no myth; it is confirmed by
sociometric research, for instance, among
children starting at school. But institutions are
algorithms, and if you are ready to devise an
original solution for each instance, you don’t
need an algorithm.

Almost half a century ago Douglas
North, an economist and future Nobel Prize
winner, proposed the motto: ‘Institutions
Matter’. But nowhere in the world does this
seem as arguable as in Russia. Do institutions
matter to us, or do we inhabit some extra-
institutional space?

Of course, institutions do matter
in Russia. We use them continuously and
intensively. The idea that institutions are
established by government or law makers is
only a first impression: the truth is that each
of us creates them every day. We are always
choosing between various options. Should
we lease out a flat with or without a contract,
and would it be better to write the real rent
amount in the contract or a lesser amount in
order to dodge some tax? Customs clearance
for imports is available in ‘white’, ‘grey’, or
‘black’: we can choose whether or not to risk
importing computers and writing ‘green peas’
on the customs documents. We know that
every option has its pros and cons.

These choices are not merely between
commodities, but between institutions. They
are a kind of voting, but we are voting for
certain institutions in our daily life and not at
parliamentary elections.

The concept of ‘institution’ is widely
used in many branches of science that study
society. But its content varies between them.
The widest interpretations are characteristic
of sociology, where institutions are regarded
as relatively stable systems of interaction be-
tween individuals, including both manifest
and tacit rules for specific types of interac-
tion between the individuals themselves, and
also between the knowledge, conceptions,
and convictions, which determine their com-



pliance with the said rules. The institutions
of the family and marriage, statehood, etc.
are viewed in this way. Various organizations
are also often referred to as institutions (for
instance, we speak of ‘financial institutions’
meaning such entities as banks, investment
funds, etc.).

In economics, particularly in the
branch of economics which researches insti-
tutions — new institutional economic theory —
a narrower conception is used. The accepted
view here is that institutions are a specific
type of rules. This view is traced back to the
works of Douglas North, the American econo-
mist and Nobel Prize winner who describes
institutions as ‘the rules of the game’ and
organizations as ‘the players’ who follow the
rules of the game. The distinctive feature
of institutions is as an mechanism external
to the individual, which compels him to obey
the rules. This distinguishes institutions, first
and foremost, from customs and behaviour
stereotypes, i.e. automatic actions performed
by economic agents either without thinking
at all or because they have decided for them-
selves that this course of action is the best.
From here on, in discussing institutions, we
will use the term in the narrower sense used
by economists.

It is common practice to divide the
plethora of various institutions into two prin-
cipal types: on the one hand, institutional
conventions, which are rules established for
a specific or indefinite period by the very ad-
dressees of such rules (the individuals who
are supposed to comply with the rules in
question), and, on the other hand, institu-
tional environment, which consists of rules
established by some individuals for others
or which arose spontaneously at an earlier
time and are now perceived by people as a
given, as a part of the surrounding reality.

1 D. North, Instituions, Institutional Change and Economic Performance.
New York: W.W. Norton, 1997

Accordingly, there is always a certain hier-
archy of rules within society: the harder it is
to modify a rule, the higher its level in the
hierarchy.

Another ‘cross-section’ divides the
variety of institutions into formal and infor-
mal ones. Formal institutions possess spe-
cialized guarantors, whose core activity is to
control observance of relevant rules. Informal
institutions are backed by any individual who
believes that a rule, which is part of such an
institution, must be complied with. The laws
of a country are an example of formal institu-
tions, while its customs are informal ones. It
might seem that formal institutions should al-
ways operate better than informal ones: after
all, they have guarantors whose sole task is
to enforce compliance. However, this fails to
take account of one simple but important fac-
tor: for the specialized guarantor the task of
enforcement is merely a way of earning a liv-
ing, which he can also do in other ways, for in-
stance by ‘forgiving’ a trespasser in exchange
for a payment. By contrast, in the case of infor-
mal institutions it is doubtful that a trespasser
could buy off retribution: the guarantors who
witness the transgression consider fulfilment
of the rules in question to be a social value
and are usually not prepared to compromise
on it. On the other hand, the probability of mis-
conduct being spotted is lower in the case of
informal institutions, simply because no one
is specifically charged with catching trespass-
ers. So formal institutions have no clear ad-
vantages over informal ones, and vice versa.

Any institution determines certain
rights for its addressees and also for the
guarantors, i.e., the individuals who monitor
compliance by the addressees with the rule
and apply various sanctions against them
for trespasses that are discovered. A right
determined? by an institution is the totality of

2 Such a right should not be confused with rights ‘as such’, i.e. the com-
bination of legal norms operating within society, comprised both of the
laws enacted by the state and the basic ‘natural’ social norms. The word



possibilities, which the addressee is allowed
to exercise freely, and the guarantor of such
an institution is bound to protect him/her
against impairment of such rights by other
individuals.

Some of the most fundamental rights
in economics are property rights, that is, the
totality of actions involving goods, commodi-
ties, plant assets, etc., which an individual is
free to perform when striving to improve his/
her welfare3. The said items subject to prop-
erty rights are limited resources, so other in-
dividuals often lay claims to them. For this
reason, the degree of protection of property
rights or, as it is also called, the degree of ex-
clusiveness of property rights acquires funda-
mental importance.

An individual’'s property right to
assets is exclusive if, alone or supported
by the guarantor of the relevant rule, he/
she is capable of excluding all access of any
other individuals (or organizations) to such
assets unless authorized by him/her. The
economic importance of properly protected
property rights arises from the incentives to
most efficient use of resources, which are
associated with such rights.

Indeed, efficient use of resources and
maximum possible output of quality products
is devoid of sense for an individual if he/she
can be easily deprived of the fruits of his/her
labour. There is no point in making any long-
term industrial investments in a production
facility if it can be appropriated by someone
against the owner’s will, etc.

The precise determination of property
rights, that is, determination of what is
possessed by whom and what an owner is or is
not entitled to do with items possessed is called

‘right’ is appropriate in the first instance, but the word ‘law’ is more ap-
propriate in the second.

3 Society attaches paramount significance to each individual’s right to
life, without which discussion of any other rights becomes pointless.

specification of property rights. Specification
activities are normally undertaken by the
guarantorofrightsbecause he will subsequently
assume the responsibility for their further
protection. In modern societies the state is the
ultimate guarantor of property rights, being the
entity with maximum potential for enforcement,
used, in particular, to protect assets against
all trespassing acts. The state is precisely the
ultimate protector because the owner usually
undertakes a number of preventive measures
him/herself (erecting fences, fitting locks, etc.),
sometimes with the help of family members,
friends and neighbours. Owners appeal to
the state when all other means of protecting
property rights are exhausted.

The opposite process — the creation
of uncertainty in one or another component
of property rights — is usually referred to as
an attenuation thereof. It can emerge for a
variety of reasons, including the development
of technology. For example, so long as the text
of books was written on paper, reproduction
of their content required much effort. But
when electronic media appeared, text copying
became an almost zero-cost activity, and free
downloading resulted in shrinking income
for the holders of relevant rights. However,
the gravest negative impact for the economy
occurs when property rights are attenuated
by their most powerful guarantor — the state
itself, or, more precisely, certain state officials
(sometimes numerous) who misuse the power
of the state to improve their personal welfare.
Such misuse can take a variety of forms:
Russian mass media have described the
many methods used by officials themselves,
especially in law-enforcement agencies, or by
their affiliated businessmen to simply grab an
attractive business from its lawful owners.

Contractual rights, which arise with
respect to performance of agreements,
also have great importance. In two thirds of
conflicts (not only in Russia, but also in other



countries) their protection is ensured by the
parties to the agreements themselves, and
appeal by one of the parties to third-party
guarantors — primarily, for judicial protection
— only occurs in one third of cases.

Contractual rights, like property rights,
have economic importance for establishing
viable incentives to efficient use of resources.
If the rights of parties, as established by a
contract voluntarily made and entered into,
are secured — i.e. if each side is assured that
the counterparty will perform the obligations
assumed - then both sides become
motivated to exactly fulfil the counterparties’
requirements while economizing their own
resources, which precisely means the efficient
use thereof. This is clearly a win-win situation:
one side gets precisely what it needs, and the
other side gets the payment promised and a
‘surplus’ of its resources. But if fulfiiment of
the obligations (including timely payment)
is not binding, the relevant incentives are
impaired and negative phenomena appeat,
such as shipment delays, payment delays,
and supply of wrong products, with resulting
losses for one of the parties.

Settlement of disputes between parties
with more orless equal bargaining powers mostly
takes place by negotiation. But if the strength
of the parties differs significantly, which is true,
for instance, in contracts between large firms
and small businesses, or firms and government
customers, settlement by negotiation is
unlikely and involvement of third-party conflict
management machinery in the form of courts
is required. This is equally true for conflicts
involving protection of property rights.

What this emphasizes is the
importance for a country of a judicial system
that is independent (from other branches of
power) and impartial (not subject to any bias
in favour of either of the conflicting parties).
Put another way, independent and impartial

courts as the fundamental guarantor for
protection of property rights and contractual
rights are essential for successful operation
of the economy, for efficient commodity
production in the competitive environment.

The theses as formulated above
enable us to approach the important concept
of quality of institutional environment in the
national economy, or, simply put, quality of
institutions. An economy is reputed to have
high quality of institutions if it ensures, in
the first place, a high level of protection for
property rights and contractual rights.

Quality of the institutional environment
in the national economy is also affected by
piling up of administrative barriers*. The
latter are construed as various, fully legal,
regulations and statutes setting rules for
business operations and interaction of
businesses and individuals with government,
which procure social benefits that are less
than the aggregate compliance costs for
their addressees. Administrative barriers
also include rules which are, in themselves,
useful and necessary for development of the
economy and improvement of public welfare,
but which involve excessive costs for their
addressees (i.e. their implementation could
be organized more efficiently).

The procedureforcompanyregistration
servesasagood example. The procedureitself
is useful for the firm (because legalization will
give it wider access to a number of necessary
resources), for the consumers of its products
(because they obtain the ability to influence
the quality of such products in a lawful way),
and for the state (because a new taxable
entity comes into existence). However, this
procedure can either be a very simple and
declarative one or a very complicated and
time-consuming processofobtaininglicences.

4 For more detail: Ay3aH A.A., KptoukoBa [1.B. AgMWUHWUCTpaTUBHbIE
6apbepbl B IKOHOMUKE: UHCTUTYLIMOHaNbHbINM aHanu3. M.: U ® «CTMPOC»
KordOnn, 2002



Where an appropriate set of rules are in force
a company can register online in half an hour,
but a different set of rules can make the
process last for months and involve heavy
expenditure of time and money. The latter
situation is a clear administrative barrier.

Various authors propose other factors,
which contribute to the quality of institutional
environment, such as the level of freedom in
accessing various resources, including infra-
structure and loans, freedom to participate in
international trade, etc. So no uniform concept
of the quality of institutional environment, un-
ambiguously specifying its components, has
been developed to date. However, the ratio-
nale, explained above, for stressing protection
of property rights and contractual rights as cru-
cial to successful economic growth and devel-
opment has been amply supported by statistics
in recent decades.

Gerald Scully’s work of 19885 [Scully,
1988] was one of the first statistical proofs of
the importance of property rights for economic
growth. He concentrated on the impact of politi-
cal, civil, and economic freedoms on economic
growth rates and the efficiency of an economy.
He viewed lack of control over the state by its
citizens and high levels of government control
over the economy as factors attenuating prop-
erty rights and impairing business incentives.
Conversely, the dependence of the state on
the electorate and the rule of law were consid-
ered by him as determinants for a high level of
protection of property rights.

Scully’s work was based on data collec-
tion from 115 countries. The explained variables
in a variety of equations were per capita GDP

5 G.W. Scully, ‘The Institutional Framework and Economic Development’ //
Journal of Political Economy, 1988, 96(3): pp.652-662.

growth in the 1960s to the 1980s, economy
efficiency, and efficiency improvement. In addi-
tion to institutional factors, the equations fea-
tured the following explanatory variables: initial
level of GDP per capita, proportion of invest-
ments in GDP in 1960 and population increase
as a rough measure of workforce growth. The
variables describing quality of institutional
environment were taken from Raymond Gas-
til’'s publications® and transformed into binary
variables. Each of the three indices (political,
civil, and economic freedoms) yielded two bi-
nary variables: one corresponded to a high
level, the other, to a low level. The first part of
the research assessed the separate influence
of institutional variables. To that end Scully
first constructed and calculated an equation
correlating economic growth with growth of its
classical factors (labour and capital); he then
assessed six more variants of the same model
adding the variables one by one. All variables
proved to be statistically significant and had
the predicted sign. Furthermore, institutional
variables corresponding to ‘poor’ institutions
(substantial menace to private property from
the state) had a larger coefficient and gave the
model more explanatory power than those cor-
responding to ‘good’ institutions. In the second
stage the equations were calculated with all
institutional variables included as explanatory,
and part three of the work again considered
impact of single institutional variables on eco-
nomic efficiency and efficiency improvement.
The calculations showed that ‘good’ institu-
tions ensure levels of efficiency, which are dou-
ble those provided by ‘poor’ institutions.

One of the best-known estimates of
quantitative impact on the economy from
quality of institutional environment is the
research by World Bank officials Philip Keefer
and Mary Shirley’. It correlates data for 84

6 R.D. Gastil Freedom in the World: Political Rights and Civil Liberties.
Westport, Conn. : Greenwood Press, 1982

7 P Keefer, M.M. Shirley, From the Ivory Tower to the Corridors of Power:
Making Institutions Matter for Development Policy. Mimeo. World Bank,
1998



countries from 1982-1994 describing, on the
one hand, their economic growth, and on the
other hand, the quality of economic policy
and degree of protection of property and
contractual rights. Real GDP per capita was
used as the measure of economic growth.
Quality of economic policy was determined
using three indicators: inflation, tax collection
and openness to foreign trade. The degree of
protection of property and contractual rights
(as an expression of the quality of institutional
environment) was measured using the
indicator developed for the International
Guidelines for Country Risk Evaluation. This
indicator comprises a variety of evaluations
of protection of property and contractual
rights, united into five groups: rule of law,
expropriation risk, repudiation of contracts
by government, levels of corruption in
government, and quality of civiladministration
in the country.

In the first stage of their research
Keefer and Shirley established a typology
of countries in accordance with the value
of the above-mentioned quality indicators,
allocating two degrees for each of them (high
and low), and then determining average rates
of economic growth for each of the four groups
of countries. The results were as follows:
countries with high quality of both economic
policy and institutions had an economic
growth rate near 2.4%; those with poor
economic policy and high-quality institutions
achieved 1.8%; countries with high-quality
economic policy and poor institutions showed
a rate of 0.9%; and those where both factors
were of poor quality managed only 0.4%. So
the economies of countries with inadequate
economic policies but sound institutions grew
twice as quickly as those of countries with
good economic policies but poor institutions.

In the second stage of the research, an
econometric equation was designed, which
correlated the rate of real income growth per

capita with indicators describing political and
institutional factors, investment, and work-
force quality for each country. This more sub-
tle analysis proved that the qualitative con-
clusions obtained by typological comparison
are fully supported by quantitative findings:
impact of the institutional indicator on growth
of real per capita income was almost twice
greater than impact of political indicators.

The two works considered above
offered a quantitative measurement of how
quality of institutions impacts on economic
growth, and many similar research works
using subtler econometric techniques have
been carried out subsequently®. They confirm
the earlier conclusions: level of protection
of property rights is an important factor for
a country’s economic growth. Economic
growth determines GDP per capita, which is
a significant component of HDI, so it is clear
that quality of the institutional environment
has substantial impact on development of a
country’s human potential.

Tounderstand the nature of thisimpact
in Russia, we need to review the quality of
the institutional environment in the Russian
economy.

Several indices are published today,
calculated by various international research
organizations and generated on the basis of
objective and subjective primary indicators,
which use various methods to reflect the
quality of institutional environmentin a large
number of the world’s countries. The indices
differ as to their end goals and tasks (some
of the indices aim to measure the level of
economic freedom; others, to evaluate the

&  Seedetailed examination in: Tam6oBLeB B.J1. (pea.) UHCTUTYyUMOHaNbHbIE
OrpaHMyYeHns IKOHOMUYECKoM AnHamuku. M.: TEUC, 2009



ease of doing business in a country; and oth-
ers to meet investor needs for information
about the country, etc.), their source data,
methods for their convolution into the final
indices, and the measurement scales used,
but they all give similar rankings of countries
by quality of the institutional environment.
Naturally, the numerical values (scores) and
the ranking positions of the countries differ
because the number of countries measured
varies between different indices (and even
for one index evaluated in different years).
So spot values or ranking of a country in one
index is insufficiently informative, and devel-
opment of a country’s institutional environ-
ment needs to be established by compari-
son of several indices for several years. It is
in the nature of human potential to change
slowly and sources containing the longest
series of values represent the greatest in-
terest.

We therefore cite data from two
sources that evaluate quality of the
institutional environment in Russia: firstly,
the database of the Heritage Foundation for
the period from 1995 to 2011; and, secondly,
data collected by the Fraser Institute within
the scope of the project Economic Freedom
of the World, also for the period from 1995
onwards.

The Heritage database regards the
level of protection of property rights as a
component of the level of economic freedom.
Individual and general indices are scored
from O to 100, where O means complete
absence of property right protection (and of
economic freedom), whilst 100 corresponds
to completely and reliably protected property
rights and complete economic freedom.

For the period under consideration
the degree of protection of property rights
in Russia was evaluated as follows: 1995-
2001 - 50.0; 2002-2008 - 30.0; 2009-

2011 - 25.0°% So, according to the Heritage
Foundation, this level was steadily falling
throughout the whole survey period.

The Fraser Institute (Canada) mea-
sures protection of property rights on a scale
from 1 to 7, where 1 means the worst protec-
tion level, and 7 represents the best level. The
data values through the period are shown in
the table below.

Table 2.1. Degree of ownership right protection in Russia

Ownership right protection 156 |1.88 |3.63 360 '3.79 |3.45

Source: http://www.freetheworld.com /2010 /reports/
world/EFW2010-ch1-ch2.pdf

As can be seen, the Fraser Insti-
tute index shows an opposite trend com-
pared with the Heritage Foundation results,
though it also suggests that levels of prop-
erty right protection remained mediocre
throughout the whole calculation period (as
mentioned above, the maximum value for
this Index is 7).

The Ease of Doing Business Index
calculated bythe World Bank can be taken as
an integral characterization of institutional
environment quality. Certain components
of this generalized Index were published for
the period from 2004 to 2010, but overall
Ease of Doing Business was only calculated
for 2009 and 2010. In those years Russia’s
ranking was, respectively, 116th and
123rd among 183 countries®®. As in the
preceding example, while the estimates
differ in quantitative terms, the qualitative
picture remains the same: from the point
of view of its formal components the
institutional environment represents a great
obstacle for Russia’s economic growth, and
consequently hampers growth of Russia’s
human potential.

9 Source: www.heritage.org/index/property-rights

10 Source: http://russian.doingbusiness.org/custom-query#Topics



It is much harder to evaluate informal
institutions than to evaluate formal ones.
The major impact of informal institutions on
economic and social processes has been
increasingly recognized in recent years.
Whilst in the past D. North’s ‘Institutes
Matter’ was the most frequently cited motto
in various textbooks and research works, the
last decade has seen S. Huntington’s ‘Culture
Matters’ become equally popular.

In terms of economic theory, culture is
the aggregate of norms or values supported
by a specific mechanism, by which any
member of a society or of a group acts as
their guarantor. This can be viewed as the
most widely accepted definition of informal
institutions.

Studies of informal institutions in
past decades have established several key
concepts for evaluation of their impact. First
and foremost is the concept of social capital.
Hundreds of works have been produced
studying the phenomena of trust and honesty
in a society, and various sociometric studies
are being carried out. It has been clearly
established that social capital has two basic
forms: so-called ‘bonding capital’ (i.e. mutual
trust within sufficiently uniform groups) and
‘bridging capital’, when trust is developed
between heterogenic members of society.
Naturally, those forms of trust produce
different economic effects. In the first
case they may intensify the re-distribution
processes with resulting positive effects
within the group, but negative effects on a
wider scale. In the second case, social capital
becomes an important factor for development
of modern large-scale economic institutions
in developed countries.

The sociometric studies, which have
been carried out, allow the conclusion that
development of social capital has a complex
historical nature and explains the ease or,
accordingly, the complexity of collective
activities in a country in both the economic
and political spheres.

Another, younger concept describing
those processes is that of ‘cultural capital’.
This set of features has been researched
during recent decades using cross-cultural
correlations between various countries.
For that purpose a number of different
methodologies were established enabling
comparison between cultural features of large
communities and correlation of the behaviour
of those features with economic growth and
development characteristics.

Clearly, trends in social and cultural
capital are important for the study of
modernization issues as a whole and Russian
modernization in particular and they correlate
directly with issues of human development,
level of human potential, and human capital.

The project entitled ‘Cultural Factors
of Modernization’'* attempted to assess the
impact of culture on the socio-economic de-
velopment of countries through calculations
that use data in conformity with the methods
of Ronald Inglehart, Geert Hofstede, and the
GLOBE project.

Based on Angus Madison’s statistical
tables, three groups of countries were
established: (1) modernized countries (whose
development trajectory is denoted as the ‘A
trajectory’), which achieved some degree of

11 Authors: A.A. Auzan (project leader), A.N. Arkhangelsky, P.S. Lungin, V.A.
Naishul; with participation of A.O. Voronchikhina, A.V. Zolotova, E.N. Ni-
kishina, A.A. Stavinskaya.



modernization in the early 20th century; (2)
countries that moved to the A trajectory in
the second half of the 20th century; and (3)
countries, which could not reach the ‘high’
modernization trajectory and are developing
along a lower ‘B trajectory’. It was found that
changes of cultural features in countries
positioned at various stages of modernization
can be viewed as substantive features of the
modernization processes.

Quantification of cultural features by
G. Hofstede as part of the GLOBE project was
carried out in different periods and subject
to different methods, but dealt with similar
parameters: individualism, distance from the
authorities, and avoidance of indeterminacy.
The numerical values of features determined
under different methods are incompatible,
but their relative behaviour®? can be traced.

Figures 2.1 and 2.2 show differences
in the dynamic of cultural features of Western
countries following the A trajectory®, Eastern
countries that recently moved to the A
trajectory!4, and Eastern countries developing
outside the A trajectory*®.

Figure 2.1 shows a distinctive
movement of Eastern countries that recently
switched to the A trajectory towards more
individualistic forms of social life. It is also
notable that, on average, the Eastern and
Western countries converge with respect to
desired levels of individualism.

Figure 2.2 clearly shows that in the
Eastern countries, which have moved into the

12 The majority of Hofstede’s data on cultural features refers to the period
1967-1973, and GLOBE’s data on cultural features refer to the late
1990s. GLOBE's desired parameters of cultural features were consid-
ered as a third time interval, with limits as yet unspecified. Accordingly,
the change in a country’s ranking (or of the average ranking of a group
of countries) for similar features may be a result of changes over time in
the relative position of the object referred to by those features.

13 Australia, Canada, Finland, France, Germany, Italy, Switzerland, UK,
USA, etc.

14 Hong Kong, Japan, Singapore, South Korea, Taiwan.

15 China, India, Indonesia, Malaysia, Philippines, Thailand.

A trajectory, the distance from the authorities
was initially much lower than in other Eastern
countries, and it has continued to diminish.

Two indices are used for the World
Value Survey: survival/self-expression values
and traditional/secular rational values. In
Figure 2.3 the arrows show the movement
of the three groups of countries within the
space of the two indices?®. It can be seen that
countries, which have modernized, are mostly
moving towards the top-right corner. This
cultural trend is also confirmed by the results
of research by Ronald Inglehart and Christian
Welzel, which found that the modernization
process is associated with transition from
traditional values to secular rational ones,
and that survival values tend to be replaced
by self-expression?’.

The calculations show that
fundamental values and convictions tend
to change in a predictable direction in the
course of socio-economic development. The
analysis of the trend in cultural features in
modernized countries (belongingto group 2)
leads to the conclusion that modernization
is a socio-cultural process that results
in transition to a sustainable economic
development trajectory and that involves
transition from traditional values to secular
rational ones, reduction of distance from
government,andstrengtheningofthevalues
of individualism and self-expression.

A large number of studies have
been dedicated to evaluation of the impact
of social capital on economic growth, but
actual correlation between social capital and

16 Figures 1 to 5 correspond to their values in 1981, 1990, 1995, 2000
and 2006.

17 R.Inglehart, C. Welzel. Modernization, cultural change, and democracy:
the human development sequence. Cambridge University Press, 2005



Chapter 2. The Role of Institutions in Modernization

Figure 2.1. Change in relative position of countries by the ‘individualism’ indicator
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Figure 2.2. Change in relative position of countries by the ‘Distance from Government’ indicator
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Figure 2.3. Changing positions of countries within the R. Inglehart value space
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economic development has been less studied.
However, work that has been carried out to
establish the connection between socio-
cultural and macroeconomic features points
to the decisive role of institutional factors.

The Russian research work, ‘Inter-
connection of cultural and social capital
with social and economic development fea-
tures: Discovered correlations’®, tested
and proved the hypothesis that the nature
of dependence between changes in social
capital and economic growth differs de-

18 The research was performed as part of a university seminar of the As-
sociation of Independent Centers of Economic Analysis, with students
of Moscow Lomonosov State University as participants (N. Zvereva, M.
Inina, I. Kotov, N. Kuzmichey, E. Nikishina, I. Pominova) chaired by cura-
tors of the Institute of the ‘Social Contract’ National Project (A. Auzan, A.
Stavinskaya, V. Tambovtsev) in spring-summer 2010

Data source: World Values Survey

pending on the quality of institutional en-
vironmenti® .,

Calculations as partofthe work show a
positive connection in the cluster of countries
with developing institutional environment
between changes in trust and changes in the
economic growth rate, which the research
authors attribute to reduction of transaction

19 To analyse the correlation between changes in confidence and changes
in the growth rate, three data blocks were used (data of 51 countries
were used for the study in total):

e Data on social capital based on Global Value Research for the four
periods: 1989-1993, 1994-1999, 1999-2004 and 2005-2008.

e Economic growth data calculated on the basis of real GDP per capita
in 2005 (prices at purchasing power parity), according to Penn World
Tables.

e Institutional environment quality data described by indicators for
rule of law and ownership right protection, based on data of govern-
ment control quality and economic freedom provided by the Fraser
Institute.



costs with respect to negotiations, making
of contracts, and opportunistic behaviour
by counterparties. Measurement of the
correlation between changes in confidence
and changes in the growth rate based on
panel data for 1990-2005 point to a clear

Sociological studies were carried out
in March-May 2011 on the initiative of the
Strategy 2020 Foundation by the Centre for
Independent Sociological Studies as part of
the above-mentioned project, ‘Cultural Factors
of Modernization’. The studies were conducted
in Russia (St. Petersburg), the USA (Maryland
and New Jersey), and the Federal Republic of
Germany (Berlin and North Rhine-Westphalia),
and looked at specific traits of Russian
employees, which can be regarded as factors
in the modernization processes in Russia.

The analysis took into account both
the observations of American and German
managers directly describing their Russian

negative connection between changes
in trust and changes in the growth rate
for countries with developed institutional
environment. To explain such correlation
the authors used the studies by M. Olson
concerning the distributive effects of activity
by special interest groups and C. Forbes
concerning increase of social inequality,
which, according to his calculation, leads to
decline of the growth rate. The authors note
in their conclusion that shortage of available
data make it difficult to establish causal
relationships between features of social
capital and economic development, so it is
only possible to assert the existence of a
correlation between these indicators.

The research results referred to
above clearly demonstrate that socio-

employees and reflections of the employees
themselves about their work histories. These
materials were used to define general features
that amount to a professional ‘habitus’ of
Russian employees, created in the course of
their studies and work in Russia. The studied
features were: importance of vocation,
interest in work, professional creativity and
individualism. According to the interviews in
the USA, the following were noted as specific
Russian national traits: reluctance to follow
rules, lack of ‘production culture’, a tendency
towards conflict; ‘workaholism’; passivity;
autocratic management style. Findings in
Germany included universal qualification of
employees, acquired inthe Russian educational
system, in contrast with narrow specialization

of German professionals.
A. A. Stavinskaya (Ph.D. Economics)
E. N. Nikishina

cultural features (including those associated
with special qualifications and behaviour
models of employees) may be important
factors for deciding the forms and stages
of a modernization strategy for the Russian
economy.

If the findings, which show dominance
of individualism and a high level of creativity
among Russian employees, are deemed to
be accurate, the best forms of organization
in the first stages of modernization would be
small and medium-sized business rather than
large companies. The economies of scale
characteristic of large facilities is unlikely to
bring significant results because observance
of a standard and process discipline are



not the priority values for Russian labour
behaviour. This is not to say that transition to
large-scale formats will be impossible at later
stages of modernization, but such transition
will need to be supported by educational and
cultural policy designed to transform people’s
value structure, encouraging attachment
of greater value to laws and standards (i.e.
respect for rules in social relations and in the
work place).

This is directly linked to the issue of
changes to the institutional environment and
to the formal institutions, which constitute
this environment. For instance, supremacy of
the law is clearly connected with the degree of
autonomyand efficiency ofthe judicial system,
and its separation from manipulation by
other branches of power. It is clear, therefore,
that Russian modernization, in order to be

successful, must involve modernization of
formal institutions, including government and
the political structure.

Harmonization of formal and informal
institutions is highly important for the
business climate, particularly as regards
property rights (discussed above), and would
enable Russian socio-cultural characteristics
that favour development of small and
medium-sized businessto be deployed to best
effect, particularly in the innovation sphere.
Reduction of administrative barriers and
changes to control and monitoring machinery
would reduce transaction costs for entry
into new innovative types of business, while
ensuring a balance of public interests that
takes account of possible modifications to
the social contract between society, business
and government in Russia.



Chapter 3

In considering the outcome of mod-
ernization in the majority of countries, re-
searchers emphasize two aspects connected
with living standards. On the one hand, mod-
ernization has been associated with welfare
growth thanks to growth of labour income as
small business activity and labour productiv-
ity expand and also thanks to social transfers
of an insurance and non-insurance nature.
But, on the other hand, the dual nature of
social permutations pertaining to the labour
market (opportunities to obtain education
and qualifications expand, but demands on
quality of human capital become more strin-
gent and competition more intense) spawns
new factors of differentiation and results in
growth of inequality. So social doctrines in
developed countries generally aim at reduc-
ing inequality.

Formation and use of household in-
comes has its specifics at each stage of social
development. Russia endured one of the se-
verest recessions among post-socialist coun-
tries in the 1990s. The chronic decline of the
Russian economy, coupled in its final stage
with a world financial crisis, culminated in the
default of 1998. Decline in real income level
of households is the regular consequence of
crises: in 1992, when prices were deregulat-
ed in Russia, household income dropped by
2.3 times, and in 1998 the decline was 1.4
times. A prompt recovery and economic up-
turn then followed, due mainly to growth of
world energy prices. Real household income
started to increase in the second half of 1999
and its total growth in 1999-2007 was 2.8
times. Despite dramatic reduction of the real
value of pensions in 1992, they were bet-
ter indexed than wages through most of the
1990s (up to the crisis of 1998). So pension-
ers were relatively better-off than other social
groups. However, from 1999 onwards growth
of real wages outpaced that of pensions. This

became particularly evident after the launch
of pension reform in 2002.

The severity and duration of the major
worldwide economic, structural, and financial
crisis, which began in 2008-2009, have yet
to be determined. In 2008 real household in-
comes in Russia fell by 11%, representing the
first decline since 1999. However, the fall was
fully compensated by recovery in 2009. Offi-
cial wages saw no decline in real terms, but
their rate of increase became much slower.
We should note that undeclared wages suf-
fered most from the macroeconomic shock: in
2008 real wages taking account of concealed
labour payments® dropped below their level
in 2007 and the 2007 level was not restored
until 2010. Impairment of wages was largely
compensated by substantial growth of aver-
age real pensions in 2008-2010. A major in-
crease in 1Q 2010 boosted real pensions by
44% (Figure 3.1). However, 1Q 2011 saw a re-
duction in real household income, which fell
to 96.2% of its level in April 2010, including
decline of real pensions by 0.6%, while real
salaries grew by 2.7%. Overall income trends
in 2011 point to economic stagnation.

Low pensions are a barrier to social
modernization. Pension levels remain partic-
ularly problematic despite substantial growth
in recent years of real pensions (in contrast
with other household income sources). For
the middle classes the ratio between average

1 Non-standard payment forms falling outside the statistical monitoring
picture are characteristic of the Russian labour market. Nearly 40% of
the payroll is concealed from statistical monitoring, according to studies
performed by the Russian State Committee for Statistics (Rosstat). The
specific features of informal labour income are manifest in crisis situa-
tions when, on the one hand, they are at higher risk of shrinkage and, on
the other hand, they recover and increase more quickly than declared
wages.

In preparing this chapter the author used the results of research carried out using Grant N2. 11-32-03001 of the Russian Humanitarian Research Fund.



Figure 3.1. Trends in real household income, wages, and pensions, % y-0-y, Rosstat data
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pension and average salary is in an extremely
low range of 3-7%. Unless the established
rules of correlation between labour income
and pensions are changed, there is little hope
of implementing a pension reform that would
depend on employees playing an active role
in contributing towards pensions. This is par-
ticularly true for relatively well-to-do social
strata (the middle classes).

This example presents a crucial causal
chain of problems for Russian modernization:
the labour market and demography fail to
establish a basis for an efficient mutual pen-
sion system; so, people do not believe in their
chances of a dignified life in old age; and as
soon as welfare in old age is in doubt, motiva-
tion disappears for overcoming behavioural
factors that cause high mortality. Participa-
tion in a defined contribution pension sys-
tem could be a powerful incentive to a more
self-preservative lifestyle, and this is the path
that has been followed by most economi-
cally developed countries: a person who has
spent 20 or 30 years accumulating resources

for his or her old age has an interest in liv-
ing long enough enjoy the fruits of those sav-
ings. The main obstacles to such a scenario
in Russia are labour market barriers and high
inflation, which prevent the institutions of a
defined contribution pension system from
operating properly. So labour market prob-
lems and inability to control inflation are the
main economic and institutional barriers to
modernization development. Any social and
economic formation has to find a way of level-
ling out the benefits that individuals receive
at various stages of the family life cycle: pre-
industrial society depended on the institution
of the family to solve this problem, but start-
ing from industrial models, non-family institu-
tions have gained more importance, including
pension schemes as a principal tool.

During the
last years of the Soviet period, the structure of
household income was mainly consistent with
the standards of societies that had passed
through modernization development, though



Table 3.1. Structure of household incomes in Russia, %

1985 100 2.7 74.8 - 16.4 15 4.6
1990 100 3.7 76.4 - 14.7 2.5 2.7
1992 100 8.4 73.6 - 14.3 1.0 2.7
1993 100 18.6 61.1 - 15.0 3.0 2.3
1994 100 16.0 64.5 - 13.5 45 1.5
1995 100 16.4 62.8 25.0 13.1 6.5 1.2
1996 100 13.1 66.5 25.8 14 5.3 1.1
1997 100 12.5 66.4 27.9 14.8 5.7 0.6
1998 100 14.4 64.9 26.2 13.4 5.5 1.8
1999 100 12.4 66.5 31.2 13.1 7.1 0.9
2000 100 15.4 62.8 24.7 13.8 6.8 1.2
2001 100 12.6 64.6 25.9 15.2 5.7 1.9
2007 100 10.0 67.5 26.1 11.6 8.9 2.0
2008 100 10.3 65.5 20.8 13.2 9.0 2.0
2009 100 9.7 65.2 24.0 14.9 8.2 2.0
2010 100 9.3 66.4 23.0 18.0 6.3 2.0

Source: CTaTUCTUYECKUI COOPHUK «CoLManbHOe NOMOXEHWE U YPOBEHb XU3HU Hacenennsa Poccumn» 3a pasnunyHble rofbl.

with some differences from market econo-
mies. In Russia, as in all industrial coun-
tries, labour revenues (wage and business
income) are the basis of household money
incomes, but the role of small business in-
come and property income is relatively small
(see Table 3.1).

Itisan
important fact that, at the start of market re-
forms, business income and development of
small business were essential in cushioning
Russian households from the negative impact
of structural transformation of the economy.
However, when Russia entered the period of
economic growth the role of business income
for households — widely regarded by analysts
as a modernization driver — faded. This indi-
cates a worsening of conditions for small and
medium-sized business development, which
is the second barrier to modernization that

can be deduced from analysis of household
income structure. The prospects for develop-
ment of the middle class are often associ-
ated precisely with broad access to business
income. For how many Russian households
is business activity a significant source of
income? Numbers of Russians in receipt of
business income are as follows:

1. Sole traders, who numbered 3.4 million in
2008 but have now declined to two mil-
lion;

2. Notaries and lawyers, numbering near
64,000, according to the Russian Minis-
try of Justice;

3. Peasant and farm holdings (253,100 as
of July 1, 2006);

4. Household plots and allotments (22.799
million as of July 1, 2006);

In theory, as many as 45% of all Rus-
sian households are involved in small busi-
ness, but this mainly represents people who



grow produce on their own allotments (40%
of Russian families). According to quarterly
studies of household budgets by the Russian
State Committee for Statistics, onlyabout 10%
of households report receiving any income
from their allotments and, as a rule, access
to that income source fails to put these fami-
lies among the 40% top-income households.
Growing produce on allotments is a means of
survival rather than of modernization.

Sole traders, owners of farm busi-
nesses, notaries and lawyers are more likely
candidates for middle-class status, and this
is confirmed by sociological studies. Overall,
though, our estimates suggest that no more
than 5% of Russian families can be counted
as belonging to the middle class on account
of access to business income. So the general
economic environment in Russia fails to cre-
ate preferences for small business develop-
ment, and certainly fails to encourage it in
forms that can drive expansion of the middle
class in terms of material well-being. But ex-
pansion of the middle class is an important
and desirable result of modernization devel-
opment.

Administrative barriers are widely re-
garded as the main obstacle to small busi-
ness development, but the real problem lies
elsewhere: the administrative barriers arise
due to the lack of a business environment. In
post-industrial countries the presence of such
an environment enables SMEs to delegate re-
sponsibilities for negotiating administrative
barriers to more powerful structures (banks
that provide lending and factoring services;
insurers that cover the key risks; leasing com-
paniesthat makes expensive movable proper-
ty items affordable; owners of real estate that
provide premises on lease; and major whole-
salers purchasing commodities from small
businesses and providing goods and services
to organize and support small-scale busi-
ness). The structure of household incomes

shows that there is no favourable climate in
Russia for small business, and the situation
has grown worse than it was 20 years ago.

The next indicator of a country’s pros-
pects for modernization development is in-
come from property and financial assets.
The number of people in Russia with access
to such income, which represents 5-10% of
total household incomes, is also limited. Ac-
cording to the author’s assessment based on
data obtained in the second wave of the panel
sampling survey ‘Parents and Children, Men
and Women in Family and Society’ carried out
by the Independent Institute of Social Policy
in 2007, only 2% of households mentioned
property and financial assets as a significant
source of cash income. These households are
only 3% of all Russian households with mid-
dle-class income levels, and they are 4% of
all households that can be defined as middle-
class based on wealth and employment fea-
tures and capability to control their social and
economic status.

So strategies for generating income
from new sources, i.e. sources that did not
exist in the Soviet period, are available to no
more than 8% of households, and there have
been no significant institutional or economic
changes in past years that would expand this
share. There is clearly potential for expansion
of the middle class, mainly via market-based
income sources, as business and property in-
come are a significant resource for 20-25% of
households in developed countries.

The main hope for expanding the
middle class to 50-60% of all households? is
associated with the ‘new middle class’ group
of hired employees, consisting mainly of highly
paid white-collar professionals and managers.

2 Long-Term Social and Economic Development Concept for the Period
until 2020. http://www.kremlin.ru



Higher rates of wage growth during
the period of steady economic growth (2000-
2007) pushed up the wage share of house-
hold income from 62.8% in 2000 to 70.4% in
2007. Aggregate labour income was 80.4%
of total cash incomes in 2007, correspond-
ing to the level in the late Soviet period (Table
3.1). So wages of hired employees have been
and remain the principal means of achieving
wealth levels compatible with middle-class
consumption standards, and wage trends will
determine change in the numbers of middle-
class households. Currently about 65% of
households include hired employees: 30%
of families have one member who is a hired
employee, 26% have two employees, and 6%
have three or more employees. Even suppos-
ing that labour payment levels and differen-
tiation in Russia are analogous to developed
countries, where a half of households that in-
clude hired employees belong to the middle
class?, the share of middle-class households
in the country’s total households is unlikely to
exceed 33%.

However, the phenomenon of con-
cealed wages makes it is difficult to form
any reliable judgement about the size of the
middle class in Russia based on income of
hired employees. In recent years the institu-
tional conditions of building a labour market
with highly flexible wages have spawned all
sorts of non-standard forms of payment that
fall outside the statistical monitoring picture.
Studies by Rosstat from 1999 onwards pro-
duced estimates of the scale of concealed la-
bour payment, which are presented in Table
3.1 and suggest that nearly 40% of payroll is
concealed from statistical monitoring. This
fact is crucial for establishing the degree of
correlation between the prevailing relation-
ship models on the Russian labour market
and standards that would enable middle-
class economic behaviour and modernization

3 CpeaHui Knacc B Poccuu: KONMYECTBEHHbIE U Ka4eCTBEHHbIE OLEHKU/
E. M. ABpaamoBa u ap.; PyK. aBT. Konnektusa T. M. ManeBa; Blopo aKko-
HomM4ecKoro aHanusa. — M.: TEMC, 2000.

development. What is the scope of this prob-
lem? Let us review employment and labour
payment data for 2009, which is the last year
for which the most comprehensive statistical
data are available at present:

(1) according to Household Studies Relative
to Employment in 2009, the number of
Russians in employment was 69.3 mil-
lion;

(2) according to macroeconomic monitoring
by Rosstat, average monthly wages were
RUR 18,637.5;

(3) according to Treasury data, the taxable
payroll was RUR 11,316.8 billion;

(4) according to Rosstat, total payroll, includ-
ing concealed wages, was RUR 18,538
billion.

Conditional model analysis based on
the assumption that all employed persons
work during the whole business day and are
not combining two or more jobs* yields the
following results: firstly, only 50.6 million per-
sons are involved in the formal labour mar-
ket and their average monthly wages are RUR
18,637.5; secondly, 16 million people are in-
formally employed and their average wages
are RUR 37,613.

The real situation is somewhat differ-
ent, as a number of employees combine for-
mal and informal employment or work part-
time, but the key point is that informal wages
are concealed from taxation. If we recalculate
the income structure leaving out wages that
are concealed from monitoring, the situation
looks problematic from a viewpoint of social
transfers (Table 3.2). The Table shows that, if
concealed wages are left out of account (as
they must be if we want to calculate the mod-
ernization balance between labour income
and social transfers), the proportion of so-
cial transfers even now substantially exceeds

4 Not more than 3% of the total number of employees are combining two
or more jobs.



Table 3.2. Changes in the structure of household incomes, 1990-2010, %, not including concealed wages

1985 100 74.8 2.7 1.5 16.4 4.6
1995 100 50.4 219 8.7 17.5 1.6
1996 100 54.9 17.7 7.1 18.9 15
1997 100 53.4 17.3 7.9 20.5 0.8
1998 100 524 19.5 7.5 18.2 24
1999 100 51.3 18.0 10.3 19.0 13
2000 100 50.6 20.5 9.0 18.3 1.6
2001 100 522 17.0 7.7 20.5 2.6
2007 100 56.0 13.5 12.0 15.7 2.7
2008 100 56.4 13.0 11,4 16.7 25
2009 100 54.2 12.8 10.8 19.6 2.6
2010 100 56.4 121 5.6 23.4 2.6

the level achieved in Soviet times. The ques-
tion is not how much or how little the budget
spends on social transfers, but that, without
concealed wages, the proportion of social
transfer expenses is very high, and the exist-
ing social transfer structure will crumble if oil
revenues fall.

Role of the energy sector in income
and inequality. Many experts link the prob-
lems and opportunities of modernization
development with Russia’s energy sector in-
come. Energy-related business is tradition-
ally highly paid and non-labour-intensive. The
2009 Human Development Report already
examined input of the energy sector to Rus-
sian household income and showed that en-
ergy business has little impact on income and
employment: only 2.5% employees of large
and medium-sized businesses are involved in
the energy sector, representing only 2.9% of
the total payroll of such businesses. Employ-
ment in the energy sector accounts for only
2% of total household income, so its effect

on income and employment is very limited. It
was further demonstrated that the causes of
high inequality in Russia are not employment
in resource-extracting industries but the na-
ture of redistribution of revenues from those
industries.

Russia is a country with high levels of
inequality: maybe this fact could provide ef-
ficient lifts for successful social moderniza-
tion? The scope of the present Report does
not allow us to dwell on problems of social
inequality in any detail. A negative attitude to-
wards inequality is increasingly popular in po-
litical speeches and economic analysis, but it
is inequality that creates the models, which
transform education into earnings and earn-
ings into investments. Territorial inequality of
incomes is negatively regarded by the gen-
eral public overall, but income inequalities
between regions and types of settlement are
a marker for relocation of people to growth
points. The most illegitimate type of inequal-
ity is between wages for the same type of



position in different industries. In this respect
the resource-oriented economy and its inher-
ent income redistribution mechanisms create
massive obstacles to modernization: the gap
between average salaries of similar or identical
employment positions in different industries in
Russia was as high as 3.2 times in 2009.

No arguments could be found to support
successful transformation of inequality into in-

Figure 3.2. Inequality factors in 1992-2008 (contribution of between-the-group component to
aggregate inequality, mean logarithmic deviation)*

vestments, and inter- and intra-group decompo-
sition of inequality based on data from ‘Russian
Monitoring of the Economic Situation and Health
of Households’ using Theil entropy indices offers
no grounds to suppose that inequality is creat-
ing efficient lifts for income mobility. The sum
of inter- and intra-group inequality gives 100%.
Where there is high and increasing inter-group
inequality, creation of mobility lift is a possibil-
ity. Figure 3.2 shows contribution of the inter-
group component to total
inequality for such factors
as family size, gender and
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Table 3.3. Household cash savings and expenditures, %

Cash savings and expenses, total 100 100 100 100 100 100 100 100 100
of which:

purchase of goods and services 86.2 84.3 75.3 70.5 755 69.1 69.6 741 69.5
mandatory payments and various contributions 10.0 11.9 11.8 5.6 7.8 8.3 11.8 12.3 10.6
real estate purchases 0.0 0.2 0.3 0.1 1.2 2.0 3.9 47 2.9
increment of financial assets 3.8 3.6 12.6 23.8 185 20.6 14.7 8.9 17.0
increment/reduction (-) of cash held by households -0.2 0.9 5.0 3.6 2.8 2.7 0.4 0.4 0.4

cial lifts. During the crisis, the inter-group
inequality component for the factors operat-
ing as social lifts was reduced, while the Gini
coefficient for inequality remained practically
the same.

Savings. Extensive involvement of
households in investment and borrowing is a
key aspect of successful modernization. How
has this involvement developed in Russia?
First, we will examine macroeconomic data
(Table 3.3) that describe household savings
and expenditures.

There was an evident reduction in the
post-Soviet period of spending on goods and
services,and anincreasein spendingon finan-
cial assets. Structure of expenditures shows
that households became actively involved in
borrowing after the 1998 crisis, as confirmed
by increasing mandatory payments, which
include loan service payments. At the peak
of development of the mortgage programme
households switched their resources from in-

vestments in financial assets to real estate
investments, so spending on real estate pur-
chase and mortgage loan service saw a sharp
upturn. Comparing household income levels,
housing conditions, and involvement in mort-
gage lending programmes, it can be seen that
30% of mortgage deals are investment deals,
carried out for the most part during the period
of rapid growth of housing prices. Fall of hous-
ing prices during the last crisis and recovery
of financial markets, as well as existence in
Russia of a bank deposit insurance system,
encouraged households to shift their focus to
financial investment instruments in 2009.

Economic models of savings behaviour
by households are based on the assumption
that households are inclined to even out their
consumption using savings and loans. These
behaviour models are primarily characteristic
of the middle class, which is rational, aspires
to stable living and consumption standards,
makes long-term plans and tends to rely on
its own resources.

The issue of management by house-
holds of their financial resources, including
savings, borrowing, and insurance behaviour,
is important for a number of reasons. Organ-

* Note: due to the sample size, all factors with specific weight over 5% are regarded as significant



ized savings by individuals are traditionally a
source of internal investments in the national
economy, and in this sense their amount and
structure, as well as the proportion of house-
hold savings attracted by credit and financial
organizations, are an economic development
resource. Increase in quantity of attracted
funds is evidence of growing confidence not
onlyin banking and financial structures, butin
commitment of the state to ensuring the insti-
tutional conditions for savings. Growing confi-
dence means that the economy is focused on
‘long’” money, which, in turn, promotes tran-
sition to an innovation development model
based on inflow of investments with relatively
slow rate of return. In addition to the econom-
ic role of savings, their social role is also im-
portant. First, they ensure a ‘safety margin’ in
crisis situations of either global or individual
nature. Second, inclination to make savings
and the opportunity to do in favourable insti-
tutional conditions enable long-term social
and economic behaviour strategies for invest-
ment in education, health, and ultimately, hu-
man development, which stabilizes the social
and economic situation and enhances the
country’s innovative development prospects.
Borrowing behaviour, in turn, influences the
scale of internal demand, thereby supporting
economic activity. Involvement of households
in insurance programmes contributes to so-
cial stabilization. So the more complex and di-
verse the financial behaviour of households,
the greater its involvement with savings, bor-
rowing, and insurance programmes, the more
positive will be the impact on economic and
social life.

Russians saved 5.3% of their cash
earnings in 2008 and 14.2% in 2009. The
quarterly behaviour of the savings share of
cash earnings is shown in Figure 3.3. It can
be seen that the savings share advanced sig-
nificantly in the first half of 2010 compared
with previous years: from 7.7% in 2008 to
13.3% in 2009 and 15.8% in the current year.

The increasing disposition to save is a natu-
ral reaction by households to the crisis, and
the share of savings in the structure of earn-
ings has doubled in comparison with the pre-
crisis period. This is due to declining interest
of households in mortgage market products,
impaired investment conditions on stock and
real estate markets, and lack of attractive in-
struments to invest in pension accruals. Also,
the global nature of the crisis and the exist-
ence of household deposit insurance guaran-
tees at Russian banks made ruble deposits
an attractive form of short-term investment.

Savers and creditors. According to
sociological studies, some 40% of households
had savings in 2010, and 3% of families had
savings in excess of RUR 1.5 million. Involve-
ment of households in borrowing and savings
models is increasing: the 2007 survey, ‘Par-
ents and Children, Men and Women in Family
and Society’ and the representative sampling
survey of impact of the crisis on economic and
financial behaviour of households, ‘The Crisis
and Behaviour of Households’, carried out by
the Independent Institute of Social Policy in Au-
gust-September 2010, found that the propor-
tion of those having no loans and no savings
had declined by 9.4% in three years separat-
ing these studies (Figure 3.4). Four types of fi-
nancial behaviour were differentiated, depend-
ing on whether a household had savings and
was involved in borrowing and insurance pro-
grammes. The majority of Russian households
either have no loans or savings at all, or prac-
tise the simplest forms of saving or borrowing
behaviour. Near 20% of households, however,
manage their finances in a more diverse fash-
ion, and about 3% deploy versatile strategies
of financial behaviour. More complex financial
behaviour forms are characteristic of better-off
households and urban households, particu-
larly those in regional centers. However, when
specific forms of saving behaviour are consid-
ered, the differences between settlement types
are less visible. The key borrowing behaviour



Figure 3.3. The share of savings in cash income and growth /reduction of cash in hand, January 2008-July 2010, %
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markers are financial experience and relatively
young age.

The economic crisis put the institution
of lending to the test. Shortage of funds
caused banks to reduce lending and increase
their lending rates, while lower household
earnings and reduced employment led to pay-
ment delays on loans previously received and
soaring numbers of ‘bad’ loans in bank port-
folios. This put an abrupt end to the lending
upsurge of the pre-crisis period, and consum-
er lending is still far from complete recovery
despite positive trends. Caution now domi-
nates the consumer lending sector, both on
the part of banks in their assessment of credit
worthiness of potential borrowers, and on the
part of households, which have become more
rational, deploying their available resources
and savings to buy domestic appliances, fur-
niture, and cars.

Mortgage lending is potentially one of
the most powerful drivers of modernization
development. The relationship model arising
from mortgage loans implies sufficiently high
income level at time of entry into the credit

loan indebtedness, and real estate purchases.

Source: KpaTKocpoyHble 3KOHOMUYeCcKne nokasatenu, 2011 r.

relationship and motivates the borrower to
maintain that level throughout the loan pe-
riod. So it becomes a driver to increase pro-
ductivity on the supply side of the labour
market. But there are more questions than
answers as regards availability of mortgages
to broad strata of Russian households. No
more than 3% of Russian households cur-
rently have mortgages. According to findings
of the survey, ‘Parents and Children, Men
and Women in Family and Society’, carried
out at the peak of economic growth in 2007,
nearly 60% of families had aspirations to im-
prove their housing conditions, but a quarter
of them hoped to receive better housing from
their parents for free and only 6.2% intended
to take specific actions for improvement of
their housing circumstances in the coming
three years, of whom half said they intended
to take a mortgage loan, whilst the other half
planned to use their own resources. This does
not suggest that traditional mortgage lending
can be viewed as a significant modernization
driver at present. However, it can become one
if it extends to broader strata of households
thanks to new mortgage products and posi-
tive changes on the labour market.
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Figure 3.4. Changing proportions of households with various financial strategies, %
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The potential for extending the basis
of traditional mortgage lending is clear: every
tenth Russian household with per capita in-
come above three minimum subsistence levels
aspires to improve its housing conditions and,
theoretically — based on its earnings — could
become a mortgage borrower. But, in practice,
such a household cannot reach the income
threshold for mortgage entitlement, because
what mortgage lenders count are employment
wages and not real earnings. In addition to
shortage of money, most households are re-
luctant to enter the mortgage market because
of their doubts and fears about involvement in
such a borrowing model. If mortgage expenses
could be reduced, if restructuring of mortgage
debt was possible, and if some ‘repayment holi-
days’ are available upon the occurrence of cer-
tain events, such as loss of job or birth of chil-
dren, this category of households could join the
group of mortgage borrowers. The professional
and qualification profile of potential mortgage
borrowers shows that they include many hold-
ers of university degrees who are employed in
the public sector of the economy. This catego-
ry of employees is concentrated in the group
with per capita income between two and three

[l Savings only
[l Loansonly
[ Savings and loans

B No savings or loans

80% 100%

minimum subsistence levels. If ways could be
found of distributing responsibilities and risks
between the state and the families of public
sector employees for the purposes of mortgage
loans, Russia could achieve a substantial mod-
ernization of the fabric of daily life: as well as
expansion of the group of mortgage borrowers
(people motivated to increase their income and
improve labour productivity), the attractiveness
of employment in the public sector and, con-
sequently, the quality of services in education
and public health, would be improved without
increase of wage expenses. But this would re-
quire specialized mortgage products, which are
not yet available on the Russian market.

A number of mortgage products avail-
able on the markets of post-industrial countries
are suitable for promoting modernization, par-
ticularly those, which help labour migrants to
resolve housing issues. There are virtually no
obstacles to labour migration by households
between cities in those countries: decisions to
move from one place to another are motivated
by improvement of labour conditions and higher
labour income, and do not depend on the pos-
sibility of obtaining housing, which is efficiently



dealt with through a developed rental market
and/or off-the-shelf lending procedures. Avail-
ability of easy tools to provide labour migrants
and their family with accommodation is what
makes it possible for citizens of the USA and a
number of European countries to change the
region where they live and work 5-7 time during
their lives, on average. Modernization develop-
ment involves realization of a large number of
projects that create substantial new openings
on the labour market. But Russian real estate
business practices have not developed far and
are mainly based on cash settlement, prevent-
ing citizens from carrying out transactions that
are spread over time and putting even more ob-
stacles in the way of housing exchange deals
between regions. In view of the under-develop-
ment and lack of transparency of the housing
rental market and the high proportion of hous-
ing owners in Russia, a specialized product
based on mortgage of existing premises could
be the simplest and the least risky tool to ac-
commodate labour migrants in new cities, over-
coming the current obstacles.

Elimination of living standard dispar-
ity between working households and old-age
pensioners is another important problem for
modernization development towards a post-
industrial society. It can be surmounted by
developing the funded component of pen-
sion schemes, transforming the assets ac-
crued during active labour life into resources
for current consumption and inter-genera-
tion support in the family. Development and
introduction of mortgage lending tools ena-
bling elderly people to obtain mortgage loans
on the security of their housing, with repay-
ment of the loan upon a specified event, was
started in the USA in 1970 under the name of
the ‘reverse mortgage’. Unlike a conventional
mortgage, where the housing owner repays
the interest and a portion of principal to the
lender on a monthly basis, the lender in a re-
verse mortgage makes a lump sum or period-
ic payments to the elderly housing owner. The

debt bears interest and is repaid by selling
the housing after a specified event occurs. A
repayment option without sale is also avail-
able: either by the borrower him/herself or by
his/her heirs or parents.

The reverse mortgage has a number of
advantages for the borrower: first, the value
of the housing is converted into money, while
the owner continues to live in it; second, the
housing owner obtains a loan that does not
require repayment while he/she is living in
that housing; and last, a reverse mortgage is
a non-recourse loan. So, even if by the time
of repayment the value of the mortgaged
property is lower than the amount, which the
borrower received, only the mortgaged prop-
erty is transferred to the lender, with no addi-
tional cost for the borrower or his/her family.
Moreover, if the proceeds from sale of such
housing exceed the debt amount, the excess
is returned to the borrower or his/her benefi-
ciaries. As a rule, government financing or-
ganizations provide insurance cover for the
lender’s risk of loss in that situation. Reverse
mortgage lending in the USA is dominated by
the HECM programme (nearly 90% of all re-
verse mortgage loans), which is considered to
be the most reliable as the insurance is pro-
vided by the US Government. By 2008 more
that 308,000 elderly housing owners were
participating (popularity of the programme
increased substantially during the 2000s).

1. Despite significant growth of pen-
sions during recent years, the ratio of average
pension to average salary for the middle class
is in a range of 3-7%. Unless the established
correlation rules between labour income and
pensions are changed, there is little hope of
implementing a pension reform with active in-
volvement of employees.



2. Income-generating strategies using
cash income sources, which did not exist in
the Soviet period (business and property in-
come), are available to no more than 8% of
households, and there have been no signifi-
cant institutional or economic changes in re-
cent years to expand this share. Expanding
the access of households to market-based in-
come sources is one of the paramount vectors
of modernization development. In developed
countries business and property income are
a significant resource for 20-25% of house-
holds.

3. Non-transparent labour payment
schemes are a trap for evolutionary moderni-
zation. Main hopes for expanding the middle-
class to 30-40% of the whole Russian popula-
tion are associated with the ‘new middle class’
group of hired employees, chiefly represented
by highly paid white-collar professionals and
managers. The fact that nearly 40% of Rus-
sian payrolls remain concealed implies major
barriers for modernization development of
the labour market.

4. Russia is among countries with high
levels of inequality, but effect of this inequality
is not transformed into investments to stimu-

late the national economy or into a source of
budget revenue, so the positive component of
inequality does not work for modernization.
Inter- and intra-group decomposition of in-
equality confirms that such factors as educa-
tion and residence in economically developed
constituent entities of the Russian Federation
are weak welfare drivers.

5. Extensive involvement of house-
holds in investment and borrowing supports
successful modernization. The post-Soviet
period has seen reduction in spending on
goods and services and increase in expenses
on financial assets. Involvement of house-
holds in borrowing and saving models is in-
creasing, and mortgage lending can become
one of the most powerful drivers of moderni-
zation development. The relationship model
arising from mortgage loans implies avail-
ability of a sufficiently high level of income at
the time of entry into the credit relationship
and motivates the borrower to maintain their
level throughout the loan period: it becomes
a driver to increase productivity on the supply
side of the labour market.



Chapter 4

The Russian Labour Market: Efficient Employment
or Limiting Unemployment?

4.1

Dynamics of the Russian labour
market at different stages of the
economic cycle: crisis — recovery -
crisis

The labour market is a key component
of the social sphere, and most other social
processes derive from it.

For a long time the greater part
of the instruments and actions used on
the Russian labour market have not gone
beyond regulation of visible (registered)
unemployment, without attempting to
restructure and enhance the efficiency of
employment. All parties on the labour market
have had an interest in maintaining high
levels of employment: employees preferred
low-paid but permanent jobs; employers
met their needs for permanent staff, and the
government minimized spending on support
programmes for the unemployed. Those
factors together contributed to maintaining
social stability.

As a result employment rates declined
much more slowly than GDP during the economic
slump of 1990-2000 and growth of employment
significantly lagged GDP growth in the 2000-2007
economic boom (Figure 4.1). This is explained by
the ‘labour hoarding’ used by Russian employers
in the 1990s, when production was in sharp
decline®: the superfluous employees who had
been retained in the 1990s suddenly proved
useful in the economic boom of the 2000s, but
the outcome was that the booming economy did
not need any new jobs, nor did employers need
any new employees.

The low level of real earnings is a
direct result of high level of officially registered
employment maintained by the hoarding method
used in the economy of the 1990s2. The number
of the employed declined by only 14 percent in
the crisis of 1998, which was accompanied by
majordropin GDP.Unemploymentlevelsjumped,
but remained low by global standards and

1 P W. KaneniowHuKoB. POCCMINCKMI PbIHOK Tpyda: ajantauus 6Ges
pecTpyKTypnsauuun. M., 2001

2 3apaboTHas nnata B Poccuu: aBonioums v auddepeHumaums: MoHorpadus
/ Nog peg. B. MmnenscoHa 1 P. KanentowHnkoBa. — M.: 'Y BLU3, 2007

Figure 4.1. Dynamics of GDP, employment and real wages in 1990-2007 (1990=100 percent)
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or Limiting Unemployment?

compared with other post-socialist countries.
At the same time, real wages dropped threefold
and reached a minimum in 1999 (34 percent of
the level in 1991). This method of maintaining
a balance on the labour market created a large
and permanent social group — the ‘working poor’
(see Table 4.1).

Table 4.1. Structure of those in poverty (based on a

sample survey of household budgets)

All those in
poverty, percent | 100.0 | 100.0  100.0 | 100.0 | 100.0 | 100.0 | 100.0 | 100.0
of whom

economically
active population, | 61.2 | 60.5 | 60.2 | 60.2 | 60.5 | 61.1 | 61.4 | 63.3
percent

employed,

percent 58.7 | 58.2 | 58.1 | 58.4 | 58.7 | 59.4 | 59.7 | 60.7

Source: Poccrat. CoupnanbHoe nonoxeHue
1 YPOBEHb XM3HU HaceneHus Poccun, 2010.

The main features of the Russian labour market
are as follows:

. Employment levels react very slowly to
major decline/growth of production and
remain more or less stable.

. Salaries are flexible and highly sensitive
to production dynamics: enterprises
adapt to changing market environment

70000

and production cutbacks by manipulating
the amounts payable to employees -
primarilywages — ratherthan by reduction
of employee numbers.

o Low wages and existence of the ‘working
poor’ group.
. Low level of visible unemployment and

relatively widespread forms of disguised
unemployment.

. Significant divergence between
unemployment levels measured
by ILO methodology and registered
unemployment levels.

. High levels of informal employment.

Low labour productivity of the Russian
economy, putting Russia three or even four
times behind the global leaders, has been an
outcome of the specific configuration of the
national labour market (Figure 4.2). It would
be wrongto blame the labour market alone for
low productivity, but it should be recognized
that simulated high employment preserves
the archaic structure of the overall economy
and fails to contribute to mobility of labour
resources and to motivate efficient labour.

The economic recession, which began in
2008, could not fail to affect the Russian labour
market.

Figure 4.2. Labour productivity in Russia and some other countries
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The main effect of the recession on the
labour market in the second half of 2008 was a
drop in employment to the level of early 2007,
i.e. two-years of vigorous growth in 2007-2008
were |ost at a stroke. However, employment then
recovered to levels above those attained before
the crisis (Figure 4.3). Unemployment trends are
even more expressive, showing a major upsurge
in 2008 followed by a decline from the middle of
2009 (Figure 4.4).

However, microeconomic analysis® re-
veals a more dramatic effect of the recession:
adverse changes affected almost one third of all
households or 36 percent of families with mem-
bers of working age. The most common problem
was late payment of wages (20 percent), followed
by reduction of the official salary, i.e. the salary
on which the employer has to pay social contri-
butions (10 percent), and about 7 percent were
transferred to part-time work, made redundant
or missed bonuses and benefits. From May 2008
to the end of 2010 almost one third of house-
holds that include individuals of working age
had a household member who had been unem-
ployed for a month or more. One or more principal
breadwinners lost their job during the recession
in 26 percent of households, and in 9 percent of
households those workers had failed to return to
the labour market by 2010. In total, 66 percent
of main breadwinners who lost their jobs in the
crisis went on to find employment, 15 percent of
them retired (left the labour market) and 12 per-
cent became unemployed. So retirement was the
principal cause of employment reduction.

Overall, however, it is fair to say that the
Russian labour market has coped with the crisis
and the current situation is similar to that which
obtained before the recession (Figure 4.5).

However, this quantitative evening-up
conceals severe deformations. The main impact
of the recession on the Russian labour has been

3 ‘The Crisis and Behavior of Households’, a population survey conducted

by the Independent Institute for Social Policy in the 3rd quarter of 2010.
The sample consisted of 3140 households.

Figure 4.3. Number of the employed in 2008-2011,
seasonal decomposition
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Figure 4.4. Number of the unemployed in 2008-2011,
seasonal decomposition
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Figure 4.5. Key features of the labour market during the
economic crisis of 2008-2011, % (August 2008 = 100%)
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at large and medium-sized enterprises where
‘good jobs’ are concentrated (over 3.5 million
jobs in total). Return of general employment and
unemployment indicators to pre-recession levels
has been in a context of worsening labour market
structure (see Table 4.2).

Table 4.2. Structure of employment by enterprise types
in 2007-2010 (thousand people)

Economically
active population

Employed, of whom | 70570 | 70965 69285 | 69803 | -767.00

75159 | 75757 | 75658 | 75448 | -289.00

at large and
medium-sized 40374 | 39366 | 37595 | 36743 | -3631.00
enterprises

at small enterprises,
including micro 10157 | 11412 | 11193
enterprises

at small enterprises,
excluding micro . 6737 | 6187 | 6017
enterprises

in the informal

sector 13018 13951 13490 11582 -1436.00

Sources: Pocctat. O6¢cnefjoBaHne HaceneHus no npoéiemam 3aHATOCTH
2008-2010; 3koHOMMYEeCKan aKTMBHOCTb HaceneHus Poccuu, 2010;
CoumManbHO-3KOHOMMYECKOE nosioxeHue Poccuun B 2007-2010 rr.
Manoe npeanpvHumatensctso B Poccun 2008,

Manoe 1 cpegHee npeanpvHMmMaTenscTso B Poccun 2009, 2010

The specific feature of the Russian
labour market — adjustment by manipulation
of wages — has emerged once again in
the current recession (Figure 4.6). At the
beginning of the recession it remained to
be seen whether the Russian labour market
model would be effective at the given stage of
economic development?, but in 2010 we can
confirm that the traditional Russian model
has again proved its sustainability.

For 20 vyears government labour
policy was limited to regulation of registered
unemployment, which ranged between 1 per-

4 P KanenowHuKkoB. KoHel, pOCCUICKOM MoAenu pbiHKa Tpyaa? — M.:
®doHp JInbepanbHasa muccus», 2009

cent and 3 percent of the economically active
population. Neither concealed unemployment
(up to 6 percent) nor employment (92-94 per-
cent) has ever been the object of government
regulation.

Since 2004 there has been no ministry
with direct responsibility for the labour market®.
The Ministry of Health and Social Development
controls the Federal Service for Labour and Em-
ployment, but, although its name includes the
term ‘employment’, the Federal Service (as well
as its predecessor the Federal Employment Ser-
vice) is not directly concerned with employment,
but is focused on job placement and combating
unemployment, including via active programmes
on the labour market. The Service assesses the
labour market environment by analysis of regis-
tered unemployment and labour market needs
are gauged on the basis of vacancy notices pro-
vided to Service by employers. This approach
does no harm, but it does not help to under-
stand the real situation on the labour market or
enable political action to adjust it, since it fails
to capture most of the unemployed and many of
the vacancies that appear and are successfully
filled. The labour market in Russia develops for
the most part without any regulation.

Labour market problems were
exacerbated by the 2008 crisis, when the
risk of an unemployment surge emerged as
the main social challenge. The government
therefore made an unprecedented decision in
2009 to support a number of large industrial
enterprises in order to prevent large-scale
redundancies. The enterprises included in the
‘supportlist’ (Figure 4.7) provided employment
to about 15 percent of all economically active
Russians. This was the first intervention
by the state in the sphere of employment
since the start of reforms in the 1990s. The

5 Before 2001, financing at federal level of support programmes for the
unemployed and payment of unemployment benefits was the responsi-
bility of the State Employment Fund . In 2004, the Labour Ministry was
abolished and a part of its functions were delegated to the Ministry of
Healthcare and Social Development of the Russian Federation.



aim of preventing large-
scale redundancies was

Figure 4.7. Labour market policy at the crisis peak in 2009

achieved, but the action
also had the effect of
encouraging stagnation in
the economy.
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resources were channeled

to regional employment

programmes. At the crisis

peakin 2009, the government organized pub-
lic works, temporary employment and train-
ing of graduates in order to address negative
effects on employment (these measures ac-
counted for 87 percent of participants in em-
ployment programmes in 2009 and 72 per-
cent of all funds spent on such programmes).
This effectively disguised unemployment:
those engaged in public works, temporary
employment programmes, etc., were record-
ed in state statistics as employed, but only
so long as the programmes were in opera-
tion. Financing of programmes for support of
small businesses and self-employment was
greatly increased, but they were powerless to
resist general deterioration of the small-busi-
ness environment, which is typical in any re-
cession, and they tended to create inefficient
and low-paid employment, which did nothing
to help the economy find a new growth path.

These events and all preceding gov-
ernment actions have supported old and inef-
ficient jobs rather than creating new efficient
jobs: ‘employment policy’ does not deserve
the name, being in fact an ‘anti-unemploy-
ment policy’. The consequences of this para-
digm are preservation of the archaic econom-

Economically active population

ic structure, low labour efficiency, very low
wages, creation and constant reproduction of
the ‘working poor’, etc.

The general configuration of the Rus-
sian labour market and nature of its process-
es depend on specifics of the institutional en-
vironment. Russia combines stringent labour
laws, which prevent an employer from releas-
ing redundant labour force, with irregular and
generally inefficient control over compliance
with these laws.

The outcome is that labour-market rela-
tions become less official and shadow employ-
ment schemes expand. Employers have large
opportunities for wage manipulation as the
variable share in wages is very large®.

These contradictions are associated
with the appearance of several sets of rules for
the labour market (Figure 4.8).

6 3apab6otHas nnata B Poccuu: 3Bonouus U anddepeHumaums:
MoHorpadus / Mog pea. B. MmnenbcoHa v P. Kanenowxukosa / M.: TY
BLL3, 2007



The Labour Code of 2002 and its pre-
decessor, the Code of Laws on Labour (1971),
are focused on industrial-type employment,
where manual workers predominate. But, in
the post-industrial economy, business focused
on services and information is dominant: such
business already accounts for over 60 percent
of Russian employees. Russian labour laws
fail to meet the new standards. In particular,
no provision is made for alternative employ-
ment types that arise together with post-
industrial and innovative development (e.g.

Russian labour law is among the most
stringent in the world, particularly as regards
regulation of employment and dismissal. Rus-
sia scores 61 points against 45 on average for
OECD countries in a World Bank ranking of
levels of labour market regulation. Russia is
even further ahead as regards rules govern-
ing dismissal, scoring 71 points against 28 for
OECD countries.

The OECD itself agrees with this as-
sessment, giving Russian labour laws 3.2
points against 2.0 for OECD, 2.4 for EU coun-
tries and 2.5 for transition economies.

But stringency of Russian labour law is
compensated by extremely poor observance
and non-compliance. The International Insti-
tute for Management Development ranked
Russia 15th among 49 countries for actual
compliance with employment law (the lower
the ranking, the worse the compliance).

H. BuwHeBcKas, P. KanentowHWKoB. MHGOPCMEHT TPyAOBOro 3aKoHoaa-
TenbcTBa B POCCUU: AMHAMUKa, OXBAT, permoHanbHas aubdepeHumaums.
MpenpuHT WP3/2007/02. M., TY BLL3, 2007

remote employment). By the mid-2000s, the
scale of alternative employment, i.e. employ-
ment that does not fit the Labour Code stan-
dard (full-time, indefinite-term employment at
an enterprise or organization, based on a con-
tract) was as high as 25-30 percent of the total
number of jobs’. This indicates the degree, to
which both employers and employees deviate
from labour law standards, and the incapac-
ity of the Labour Code to register the variety
of forms and types of employment typical of
the present-day labour market. This is not a
matter of random deviation from labour law
standards, but of systemic structural shifts
in the economy, transition from conveyor-belt
production to post-industrial technologies, in-
tensification of competition, desire of the em-
ployer to reduce expenses, and the need of
both employer and employee for flexibility.

Although the Labour Code has ex-
panded the scope of application of fixed-term
employment agreements, in reality indefinite-
term employment agreements still predomi-
nate and their share has even increased fur-
ther (Figure 4.9). Indefinite-term employment
agreements with the relevant guarantees of
permanent employment create no motivation
for most employees to work efficiently, im-
prove their skills and obtain new competen-
cies. This tends to prevent improvement of
labour productivity.

Overregulation of the process of trans-
fer to a different job by reason of technology
changes hinders innovation in production.
Flexible working schedules and part-time
employment are hard to operate, and there is
a lack of simplified procedures for hiring and
dismissal.

By providing employees with a wide
range of social benefits® the Labour Code

7 B. [umnenbcoH, P KanenowHukoB. HectaHgapTHas 3aHATOCTb B
poccuitckon akoHomuKke / M.: TY BLU3, 2006

& T. ManeBa u ap. CKonbKo CTOMT TpyaoBoi Kopaekc? // MOCKOBCKMi
ueHTp KapHeru, 2001



limits the employer’s
room for maneuver: the
obligation to notify work-
ers in advance of any
expected release makes
it impossible to respond
adequately to the chang-
ing market environment.
This greatly hinders chan-
neling of personnel to ef-
ficient and innovative in-
dustries, and the effect is
much more burdensome
in the event of a crisis or
the appearance of objec-
tive reasons for substan-
tial staff release.

Labour laws
do not apply

The absence of official tools for labour
market flexibility is compensated by regular
violation of labour law. As in most economi-
cally developed countries, the law is designed
to ensure social benefits for hired workers.
However, the law fails to effectively protect
the interest of employees when employers,
deprived of any legal means of responding to
the changing market environment, act unlaw-
fully in respect of their workers. The employee
may win in court, but the employer wins in
practice, because, firstly, violations of labour
law are so widespread, secondly, due to insuf-
ficient knowledge of the law by employees,
and thirdly, due to the fact that an employee
reinstated at work by order of the court has
won a tactical victory at the cost of a strategic
defeat, since he will thereafter be viewed by
the employer with hostility.

Excessively stringent labour law results
in large-scale non-compliance by all parties.
This is one of the reasons why informal employ-
ment exists and is constantly reproduced in
Russia. The number of employees in Russia’s
informal sector is currently about 11.5 million,
which is comparable with total employment in
a large economy as that of Australia.

Figure 4.8. Application of the Labour Code

e
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-
Other
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No modernization of the labour market
is possible without changes to the key prin-
ciples of labour policy. The required changes
are from a policy of low unemployment to a
policy of efficient employment, and from low-
paid and unskilled jobs to decently paid and
highly-skilled jobs.

Unemployment is dangerous not so
much when it is large-scale as when it is
chronic®. If the process of new job creation is
vigorous, any large-scale release of workers
will not result in severe social and political
consequences, as the unemployed will be em-
ployed again in a very short time.

Creation of new jobs must become the
main political priority on the labour market. In-
frastructure projects and services are the main
areas for creation of new jobs in a post-industrial
development model: there is enormous potential

° . Mpokonos, T. ManeBsa. MonuTuka NpoTMBOAENCTBUA Ge3paboTule //
B3A, M., POCCMN3H, 1999



Figure 4.9. Forms of labour relations before and after adoption of the Labour Code  jg to extend the duration of

people’s economic activity
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for creation of new jobs in road transport and
construction, housing and social services,
particularly by development of the non-profit
sector. Millions of jobs could be created in
these spheres. But in order to ensure the
quality of work and services performed and
delivered in those sectors, the prestige of
these jobs needs to be raised by first provid-
ing a decent level of wages.

As explainedin earlier UNDP*° reports,
the Russian labour market must contend with
inevitable shrinkage of the overall population
and of the number of people of working age!!
(see also the Box ‘Demographic Development
of Russia: Trends, Problems and Solutions’).
In these conditions the labour market and
the economy in general need a fundamen-
tally new level of labour efficiency. The situ-
ation also poses additional challenges for
employment policy, which must use available
reserves to offset the decline in population
of working-age. The most obvious reserve

10 Russia Facing Demographic Challenges. National Human Development
Report in the Russian Federation/ M., 2009

11 Different scenarios of the demographic forecast disagree only with re-
gard to the speed of that reduction. See Social and Demographic De-
velopment in Russia. The Cairo Action Plan: 15 Years On / UNFPA, M.,
2010

to obtain official employ-

ment and which need to be
lifted. Young employees bring new competen-
cies that meet the developing requirements
of the economy and this determines the type
of jobs that would be most suitable for this
social group.

At the other pole of the age structure
are individuals of retirement age. The neces-
sity and possibility of raising the retirement
age in Russia, which has the lowest life ex-
pectancy among economically developed
countries, is the subject of intense debate.
But there are fewer and fewer economic and
demographic reasons for refusing to raise the
retirement age'? and the step looks essen-
tial to meet the needs of the time. The issue
here is not creation of new jobs for ‘senior’
employees (they already exist, mostly in the
‘old economy’), but the need for institutions,
which would enable employees to maintain
their qualifications, competence and educa-
tion and thus to remain competitive on the
labour market throughout their working lives.
This requires strong development of all types
of additional education.

12 ManeBa T.M., Cunasckas O.B. MoBbileHWe NEHCUOHHOIO Bo3pacTa: Pro
et Contra’ // XypHan HoBo# akoHoMHYecKor accoumaumu. 2010, No. 8.



A changeover from stringent labour laws
and weak compliance to flexible labour laws and
strict compliance is needed. The Labour Code
must be amended to expand the list of justifica-
tions for fixed-term employment contracts and
to extend the scope of their application, to allow
flexible working schedules, to cover new alter-
native types of employment (including remote
employment), and to bring standards governing
work and rest time and employee benefits into
line with similar standards in the laws of OECD
countries. These are the minimum and urgently
required changes to Russian labour law, which,
in its present form, is oriented to the economy
of the past. Development and introduction of
new labour laws that meet needs and economic
activities of the post-industrial economy are es-
sential for modernization of the Russian econo-
my and labour market.

But imperfections of the existing La-
bour Code are not the only or even the main
reason for low efficiency of the Russian la-
bour market. The Code was a compromise be-
tween market participants (employers, trade
unions and the state) and generally matched
the spirit of Russia’s stage of economic devel-
opment in the early 2000s, when raw materi-
als and the extractive industries were driving
growth. Today, however, the Russian economy
faces a fundamentally different challenge —
to carry out restructuring and development
of innovative sectors by all possible means.
Preservation of existing labour laws will be
an institutional impediment to meeting that
challenge.

An efficient labour market depends
primarily on territorial mobility, which is one
of Russia’s weak points®. The situation is
made worse by these specific factors:

. There are practically no regions with la-
bour force surpluses (the exceptions are

13 Russia Facing Demographic Challenges. National Human Development
Report in the Russian Federation / M., 2009

certain republics of the North Caucasus,
mainly Dagestan and Chechnya).

. The number of centres of gravity in
Russia is limited: the Central Federal
District, particularly Moscow, is to all
intents and purposes the only such
centre.

. Migration mobility will be reduced in
coming years for demographic rea-
sons since numerically small genera-
tions born in the mid-1990s will attain
working age (the age when people’s
migration potential is highest).

These problems have a common root:
extremely uneven social and economic devel-
opment of Russian regions and the lack in most
regions of any adequate institutional and social
infrastructure, which could facilitate movement
of migrants and their installation on new labour
markets and in new social environments (the
key issues are availability of housing, educa-
tion, health care, social services, etc.). Prin-
cipal barriers include: absence of a unified
vacancy data base and underdevelopment of
other employment institutions; and underde-
velopment of the housing market and absence
of proper regulation in the housing sector. It will
be impossible to unlock the available migration
potential to meet the challenges of the labour
market until those barriers are overcome.

Making use of internal migration po-
tential is one way of addressing shrinkage
of the Russian labour market, but the demo-
graphic and economic situation in Russia is
such that it will be very difficult to deal with the
qualitative and quantitative consequences of
shrinking labour resources without interna-
tional labour migration. Use of foreign labour
migrants is already a condition for operation
of the Russian economy, particularly in rapidly
growing regions. Compensatory international
migration will help to eliminate or reduce the
demographic impact of population loss, ad-
verse changes in the age structure, and popu-



lation distribution. But the mechanism can
only operate once a system of economic, em-
ployment, legal, social and other institutions
has been put in place, which can attract and
regulate labour migration.

For 20 years state policy has been lim-
ited to regulation of unemployment, particu-
larly registered unemployment, while disguised
unemployment and employment as such have
never been the object of government regulation or
political treatment.

The policy of preserving old and un-
productive jobs clearly prevails over creation
of new and productive jobs. Low wages and
low productivity, by which Russia lags far
behind leading countries, are results of that
paradigm.

No modernization of the labour market
is possible unless basic principles of labour
policy are changed by shifting from a policy of
low unemployment to a policy of efficient em-
ployment and from cheap and unskilled jobs
to decently paid and highly skilled jobs.

An efficient labour market requires
involvement of individuals in economic activities
throughout their life cycle, from youth to old age.

There needs to be a shift from strin-
gent labour laws and weak compliance to
flexible labour laws and strict compliance.

Labour market efficiency also depends
on increasing mobility of the national work
force and mechanisms that enable compen-
satory international migration.

To summarize, changes in the overall
~| policy paradigm are required, replacing

the policy of poverty control by a policy that
encourages growth of the middle class. This
means shaping a new or restructuring the old
system of economic, social, financial, political
and other institutions. The institutions, which
need renewal, are:

1. The labour market. The number of
jobs, which require a high level of skills and
are decently paid, is currently small. It will be
virtually impossible to swell the ranks of the
Russian middle class without major increase
in the number of such jobs.

2. The consumer and services market.
Consumer expectations and consumer activ-
ity of the middle class depend on the balance
between price and quality of available goods
and services.

3. Education and health care. The
middle class is the biggest user of educa-
tion and health-care services. High levels
of education and good health are the most
important intangible resources that enable
the middle class to remain competitive and
highly efficient on the labour market and in
other areas of the economy. In Russia the
majority of the population has full access
to these resources in theory only. In real-
ity, there are substantial barriers to obtain-
ing decent-quality services from education
establishments and healthcare facilities.
These barriers hinder growth of the middle
class.

4. Housing market. Housing is the con-
sumption priority for the middle class. Growth
of the middle class and strengthening of its
role in a country’s socio-economic develop-
ment cannot be achieved without an afford-
able market for modern housing.

5. Insurance institutions. The middle
class is more interested than any other social
group in maintaining the stability of its socio-



economic status and therefore in the exis-
tence of efficient insurance institutions.

6. Pension schemes. The middle class
wants guarantees of a comfortable retirement
and is willing to be involved into co-financing
of pension vehicles. Any increase in real state
pensions may boost pensions for low-paid pop-
ulation groups or the ‘lower middle class’, but
will not help the interests of the middle class.
New tools are needed for pension insurance,
particularly voluntary pension insurance.

7. Ownership rights, administrative bar-
riers and the court system. Ownership rights are
indissoluble from an efficient and independent
court system where the middle class could pro-
tect its economic and social interests. At pres-
ent, application to a court (the typical course of
action for a representative of the middle class
seeking to protect his/her rights in matters of
ownership) is often useless due to doubts over
court impartiality, particularly when a claim is
filed against any representatives of government.
Reform of the legal system is therefore a factor
for growth of the middle class.

The nature of most social processes
and the state of social institutions in Russia
is far behind the present-day achievements
of leading countries. The need for social mod-
ernization is evident. But is it possible and,
if so, what are the forces that can drive such
modernization?

Modernization can be put in motion by
a coalition of economic and political elites*
but progress along the road of modernization
and achievement of its aims require substan-
tial social support. Availability of such support
depends on the current model of social strati-
fication, which describes both the level of
development of any existing socio-economic

14 Koanuuuu ans 6ynyuiero. Ctpateruun passutus Poccun / «CUTMA» — M.,
PMNO-ueHTp, 2007; O6pas xenaeMoro 3aBTpa

system and the potential for future modern-
ization. The middle class is the central ele-
ment of that structure by virtue of the func-
tional roles that it has to play in society and
the economy:

. The middle class is the most produc-
tive, educated and qualified part of
the work force, concentrating a coun-
try’s human and social capital.

. The middle class is a class of property
owners, with a vested interest in the
stability of economic, financial and
social institutions, including those
regulating property relations.

. The middle class is a key taxpayer
and thereby a co-investor in the so-
cial sphere.

o The middle class is highly important

for operation of the consumer mar-
ket, which depends on the purchas-
ing patterns of that class.

. The medial position of the middle
class makes it of crucial importance
for stabilization of the entire social
structure and successful communica-
tion between various social groups.

. Finally, and most importantly, the
middle class is the conductor of inno-
vative behavior in the economy, con-
sumption, the financial sphere and
other realms.

The middle classes defined as the
aggregate of social groups which are rela-
tively prosperous, have high social and pro-
fessional status and enjoy these character-
istics in a sustainable manner, represent
about 20 percent?®® of the population in Rus-
sia today.

For purposes of future national de-
velopment the potential for expansion of the
middle class is much more important than its
present size. What social strata (classes or

15 T. M. ManeBa, J1. H. OB4apoBa. Poccuitckue cpeaHue Knacchl HakaHyHe
1 Ha NMKe 3KoHOoMuKYeckoro pocta // M., UHCOP, 2009



groups) could approach and join the middle
classes in the future? And what social groups
do not have such chances?

About 10 percent of Russian house-
holds belong to social strata with the lowest
socio-economic characteristics. These fami-
lies are below the poverty line, their senior
household members do not have higher edu-
cation and are therefore uncompetitive on the
labour market and forced to work in jobs that
are low paid and lack prestige. They have no il-
lusions as to their future social prospects and
do not see any way out of their situation.

However, the group between these
two poles — the so-called ‘lower middle class’
— represents the overwhelming majority (70
percent)ofall householdsin Russia. This huge
group is heterogeneous: nearly one half (30
percent) have features that resemble those
of the middle class, which they could there-
fore join. For our purposes this sub-group can
be referred to as ‘middle class recruits’, while
the other sub-group of 40 percent might be
called the ‘poverty risk group’.

Such were the essential features of
the social pyramid at the peak of economic
growth in late 2007 - the last ‘cloudless’ year
of Russia’s sustainable economic growth be-
fore the global crisis, which quickly turned
into a Russian crisis.

What is particularly worrying about the
social situation in Russia, as just described,
is notthatthe middle classis smallin number,
but that the social structure failed to respond
to changes in the environment: the structure,
which we have described at the end of eco-
nomic growth in 2007, had remained almost
unchanged since the end of the long reces-
sion period in the 1990s and the start of the
economic boom in the 2000s.¢

16 CpepHve Kknaccbl B Poccu: 3KOHOMUYECKUE W CoLMarbHble cTpaTernu
// KonnektnuBHas MoHorpadus noa ped. T. M. Maneso# / M., leHaanbd,
2003

This means that, contrary to massive
political and social expectations that growth
of the economy would in itself spur growth of
the middle class and help to reduce poverty,
the social situation in the country stagnated.
The reason for this is underdevelopment of
social institutions.

The small share of the genuine middle
class and predominance in the social struc-
ture of the ‘lower middle class’ suggest a poor
basis for modernization. But is the power of
the middle class in Russia really so limited?

The middle class represents just one
fifth of society, but whether that is a large or
small share depends the viewpoint chosen.
A 20 percent share of middle class people
in society, though less than in economically
developed economies (60-70 percent) is still
large enough not to be ignored.

Its main power is not in numbers, but
in its role in society, which is to be open to
innovation and convey innovative practices
to society in general. The present-day middle
class in Russia consists of young, well-edu-
cated and financially independent people liv-
ing chiefly in megacities and capitals, and all
of these factors make it particularly influen-
tial. Involvement of the Russian middle class
in innovative activities on the labour market,
in the economy, business and finance, on the
consumer market and in other areas is sev-
eral times greater than involvement of more
numerous social strata. The middle class is
committed to participating in and supporting
the process of modernization because the
process matches its interests.

However, it would be wrong to over-
state the innovation potential and commit-
ment of the middle class to modernization.
Conservatism is an essential feature of the
middle class, and the larger it grows the more



conservative it becomes. Such a tendency is
already visible in Russia. In the early 2000s
middle-class people in Russia had a degree
of ‘passion’ — appetite for risk, readiness to
master new skills and try new activities. But
this has already changed. The present-day
middle class includes a large contingent of
state officials and public sector workers (e.g.
employees of state corporations), who are un-
likely to have an appetite for risk and sense of
responsibility for results. The former dedica-
tion to economic activity has been replaced
by the pursuit of social stability” .

The middle class hardly ever initiates
reforms, though it may support them. But the
danger in Russia is somewhat different: if
the goal of reforms fails to match the inter-
ests of the middle class, the latter may reject
them (ignore, disregard or distance itself from
them). Already the middle class has reacted
to the unsatisfactory state of the institutional

17 A. T. JleBuHcoH. O KaTteropuun «CpeaHuit knacc» / SPERO, BecHa-neto
2009, N° 10; T. M. ManeBa, Jl1. H. OB4yapoBa. Poccuiickne cpegHue
Knaccbl HaKaHyHe M Ha NUKe 3KOHOoMMYecKoro pocta // M., MHCOP,
2009

environment by entering into unofficial rela-
tionships with service providers in education,
health care, the labour market and other ar-
eas, reaching informal deals with bureaucrats
and supporting all sorts of shadow relation-
ships in society. This is another way, in which
the middle class has shown its power: its
practices have been conveyed throughout so-
ciety, reinforcing the establishment of shadow
relationships.

The factors described in this chapter
make the middle class a key actor in Russian
modernization. Its economic needs and so-
cial expectations are already too high to toler-
ate stagnation or a retreat to lower standards.
The negotiating positions of the middle class
are not strong, but the government will have
to find an accommodation with it. The ques-
tion is what price government and the middle
class are ready to pay in order to achieve
modernization® .

18 J1.M. [puropbeB 1 ap. CpeaHuii Knacc nocne Kpusuca. IKenpecc-AHanus
B3MNSA0B Ha NONUTUKY M 3KOHOMUKY / M, B3A, 2010



Chapter 5

There is growing understanding in
Russian society today that people are not
merely the target of social and economic
development, but a resource for such
development, which will in the future depend
to an increasing extent on education.

In the past decade the Russian Fed-
eration has consistently ranked below 50th
but above 70th in the ordering of the world's
countries by the Human Development Index.
Russia’s HDI score in 2010 was 0.719.

HDI is calculated as the arithmetic
mean value of three indices: life expectancy,
education and income. Russia’s income index
is close to its general HDI value. The country‘s
result is pulled down by the life expectancy
index (below 130th position in the world
rating), which matches those of countries with
low overall HDI values. But negative impact
of the life expectancy index is compensated
by Russia’s score in the education index
(Russia’s positionis not far below 30th), which
combines literacy and schooling coverage
for young people. Russians enjoy medium
incomes, are well educated, but live relatively
short lives. Growth of the education index,
and moves towards growth of life expectancy
and GDP could improve the country’s overall
HDI rating in the near future.

The first issue here is provision of
education to young people in various age
groups. Although this component of the
education index is fairly high in Russia, there
are a number of difficulties. They include a
tendency in Russia towards production of
knowledge, for which there is no demand,
creating specialists who have nowhere to
work. Another problem is unacceptably low
provision of additional education (further
education for people who have graduated and
are in the workplace).

It is generally accepted that Russia’s
sustained development in the coming
decade requires movement away from raw
material dependence and adoption of a post-
industrial economic policy vector. The most
appealing image of this progress in the public
conscience is associated with ‘the knowledge
society’ and ‘knowledge economy’, where
knowledge becomes the main factor and
the major resource for the country’s social
and economic development. Such a society
cannot be attained without overall national
modernization. The goal of modernization
presupposes education, both general and
vocational, as the basis for training of new
professionals.

After a brief discussion on whether
to pursue modernization or innovative
development, public opinion has supported a
compromise interpretation of modernization,
which includes innovative development. Such
a compromise is explained by the need to
complete reindustrialization, still pending from
the Soviet era. This reindustrialization should
have taken Russia to the fifth technological
level and enabled the country to take part in
the global race towards scientific advances
and new mass technologies, which represent
the sixth technological level. Without the re-
equipment of a wide range of civilian industrial
segments to match scientific and technical
progress in the last quarter of the 20th century,
Russia lacks a firm basis for application of the
scientific breakthroughs produced by modern
scientific research. Understanding this aspect of
modernization is essential for understanding the
nature of the reforms that are needed in Russian
education. Provision of research specialists to
work in nano-, bio- or information technologies
will not solve the problem. Deep modernization
of the whole system of education is required.



Table 5.1. Level of education of the adult population in Russia and some OECD countries, %, 2007

Education

N School : :
Primary school g School education (to 16 years), basic

education and (to 14 vocational and non-higher post-secondary
lower years) school education

University, post-graduate,
and higher vocational
education

Intermediate
vocational education

Awtala 00 83 285 34 96 41
Begom 00 139 8t %9 | dl M0

Span 0 22 o274 A7 90 200
Caala 0 42 %2 %3 A7 46
Potugal 00 s65 et 138 ) 137
Fnlnd 00 96 99 47 44 209
Swizerbnd 100 83 83 80 . f0 23

Japan 100 n(4) n(4) 59.0 17.9 2341

* People of working and non-working age in accordance with the latest sampling studies for employment as of the end of November 2008.
** Including persons who began but did not complete the relevant courses.

*** Here and below the symbol ‘n’ in any cell means that the data from that cell were also included in another column shown in brackets
after ‘n’. E.g., n(3) means that the data are included in column 3.

Table 5.2. Comparative data on the number of students per stage of education per 1000 people in Russia and some OECD countries, 2007

Education

School (to 16 years), basic Intermdiate Higher
vocational and non-higher post- vocational vocational  Post-graduate
secondary school education education  (university)

School (to

Pre-school Primary 14 years)

Mo ms o we  mew s m w
Germany 2025 294 402 62 40 4 287 -

Spin 2050 31 67 M2 2% 83 30 16
Camea - w9 T8 s - %
Potugal 2024 29 74 3% 3% 3 33w 18
Filnd 264 271 | 6@ 3% 709 0 54 4
Swizerlnd | 2002 204 680 37 41 51 20 23

Japan 1717 239 565 284 298 72 237 6

73



Why, it may be asked, is this necessary
when Russia already has a relatively high
education index? Why should the education
system need reforming and modernizing if its
indicators are already at a high level? (See
Table 5.1)

When the literacy component of the
education index reaches its maximum, and
in Russia it reached 99.5 percent three
decades ago, the education index can only
improve further if there is growth of the second
component, i.e. schooling of corresponding
age-groups of the young population. However,
in Russia this indicator is also fairly high:
the annual average share of young people in
secondary education in 2001-2009 was 84
percent, and the figure for higher education
was 75 percentl. Measured by UNESCO
criteria, Russia has universal secondary and
universal higher education (see Table 5.2).

But as Rasul Gamzatov, a Dagestani
writer, put it: “l am in the Presidium, but I'm
still not happy”. Russia’s education system
has achieved peak indicators, but the general
public is not satisfied with it, and concern
over the state of education in Russia is ever
more frequently expressed. This is because
quantitative measurements do not always —
and certainly not in our case — reflect the true
state of affairs. Education has to be analyzed
in terms of its quality and its adequacy for
meeting social challenges and labour market
requirements.

There is a widespread belief in Russia
that, until recently, we had one of the best
education systems in the world, thanks to
which we trained the professionals who carried
out the country’s industrialization and rose
to daunting challenges such as the nuclear
and space projects. The national education
system seems to have been capable of
carrying out its tasks even though coverage of

1 Human Development Report, 2010, p.195

the relevant age cohorts was only one quarter
for secondary education and one sixth for
higher education, whereas nowadays, when
education is accessible and universal, it fails
to meet the expectations of young people,
families and the general public, as suggested
for example, by the never-ending attempts to
reform it. Why is this the case?

In trying to explain the current
situation it is important to take account both
of demographic changes in the number and
structure of the population, and of the long-
run consequences of educational reform.

Demographic trends in the last decade
show an absolute reduction in the number of
young people of school age and age for entry to
vocational training institutions (Figure 5.1)

2009.

2005 .

2000r.

0 5000 10000 15000

mAged 10-14 H Aged 15-19

Figure 5.1. Ages groups (thousand people)

Reduction of the number of pupils in schools
by 34 percent from 20.6 million in 2000 to
13.6 million in 2010/2011 and reduction of
the number of schools by 26 percent from
68,800 to 50,800 are a direct result of these
demographic trends. Shrinkage in the number
of state and municipal schools (not including
those that operate a shift system) has been
particularly marked in rural areas, where their



Table 5.3. Development of the school system

Schools (units) 69667 | 70257 = 68804 @ 63174 | 57992 55792 52422 50128
of which, schools (not including shift-system schools) 67571 | 68445 @ 67063 &= 61497 | 56407 54259 50977 48804
of which, in rural areas 48214 | 47569 = 45157 = 40367 = 36020 34309 32178 30326
shift-system schools 2096 1812 1741 1677 1585 1533 1445 1324
Number of students (million) 20851 |« 22039 @ 20554 = 15631 @ 14174 13752 13619 13569
?r;‘l“l’lrl‘;?)‘ in schools (not including shift-system schools) 20328 | 21567 | 20074 15185 13766 = 13363 = 13258 13244
of whom, in rural areas (million) 5797 6375 6015 4616 4138 3968 3854 3742
Students at shift-system schools (million) 523 472 480 446 408 389 360 325

numbers have declined from 45,200 to 30,300
or by 33 percent.

Following its impact on schools, the
declining trend is affecting all branches of
vocational education.

However, demographic changes alone
are transitional and could even be used to
the benefit of education. More importance
attaches to estimating the long-term impacts
of past education policy (particularly the
increase in its mass-orientation) and the
impact of market reforms in Russia.

The peak period for development of
the education system in Russia (then part of
the Soviet Union) was in the second half of the
1960s, when the country had for the most part
achieved industrial transition to the fourth
technological level. At that time developed
countries were engaged in reindustrialization
(the ‘second wave’ of industrialization), based
on the scientific and technological revolution,
which had already started there, and were thus
pursuing transition to the fifth technological
level. The Soviet Union was aware of that
transition, but underestimated the degree of
fatigueinthecommandeconomy,which started
to malfunction after Kosygin’'s reforms were
abandoned in favor of orientation to fuel and
raw materials. In the context of the arms and

space race and the country’s success in those
fields, the causes of economic inefficiency had
to be compensated by other ‘achievements’
with high political and ideological dividends.
School education was an obvious choice for
that purpose.

By the start of the 1970s the Russian
population was predominantly urban, and was
mainly employed in industrial development
and related construction of industrial facilities,
housing, infrastructure, public and cultural
buildings. Secondary education had to be
developed on a wider scale and this challenge
was addressed by the decision of the 24th
Congress of the Communist Party in 1971,
which set the goal of universal secondary
education.

Thiswas undoubtedlyatimely decision,
but the way it was organized raises questions.
While most Western countries had made
this necessary transition over periods of 2-3
decades, supported by legislation thatrequired
young people to remain in school until they
were 16 or 17 years old, the objective in Russia
quickly became maximum issue of school-
leaving certificates. Lack of a nationwide
system for evaluating knowledge among



school leavers and pressure from Party and
state officials demanding ever higher results
undermined the quality of school education.
Resource, staff and methodological support
for the transition was inadequate. Teachers
who had previously focused their attention on
pupils who were most talented and eager to
learn had to switch their time and attention to
those who did not want to study. Dismissing
a student or postponing his/her promotion
to the next grade was discouraged, annual
promotion exams were abolished and school-
leaving examinations were reduced and
simplified.

Other hasty and badly designed
school reforms were also carried out at
that time or somewhat later. They included
‘fundamentalization’ of school education,
which was supposed to direct students
towardslearningthefundamentalsofscientific
knowledge but in reality led a ‘scientism’ of
school education and overloading of pupils
with a large number of scattered and partial
morsels of scientific knowledge. It is difficult
todayto explainthe maniacal determination of
reformerstoforceallstudentstostudyscience-
like subjects, when most of them could not
and did not want to learn such material and
could have found ways of joining the world of
labour without general secondary education.
Other experiments included introduction
of a polytechnic system, vocational focus,
introduction and then abandonment of 11-
year schooling, etc. Objective analysis of
Russian school reforms has yet to be carried
out, though some authors are already working
on it2. We have made a brief excursion into
the subject in order to show that the trend
to worsening quality of secondary education
was not sporadic.

Declining quality and the increasingly
mass-focus of secondary education meant

2 J1.A. KyapsBueB. CpeaHee oGpa3oBaHue. Mpo6nembl. Pasaymbsa. M.
2003 r. M.B. borycnasckuit. Pedpopmbl poccritckoro o6pasoBanus XIX-
XX BB. KaK rno6anbHbli NpoeKT. “Bonpockl o6pasoBaHua”, N°3, 2006 1.

that the same fate was bound to befall
higher education, with inevitable impact on
socialization, education quality, ability to
meet the needs of the labour market, etc.
Reduction of standards in school education
reduced standards and the quality of training
in the system of higher education. This effect
became systematic when the ‘universal’
school generation rose to become teachers
and professors themselves. It was unrealistic
to expect that higher education, which in
the recent past had trained the scientific,
technical and managerial elite, could stage
‘mass production’ of that elite, particularly
in view of the low quality of inputs from
schools.

The problems have been compounded
by the trials and tribulations, which the Rus-
sian secondary school system has undergone
in the period of market transformation. Dra-
matic reduction of financing led to humiliat-
ingly low salaries of teachers, deterioration
of school buildings and low level of technical
support in schools. Decline of the social sta-
tus and prestige of teachers and their profes-
sion meant that fewer and fewer young people
were willing to work in schools.

The idea, proposed during the reform
period, of introducing a system of vouchers
to be used for payment of education services,
was untried in international practice and met
with a negative response from the general
public. The plan was not pursued, except in
the truncated form of the Uniform State Exam
(@ new nationwide school-leaving exam),
which is also very controversial on account of
fears that it may divert school education from
the task of promoting student development
towards drilling students for exam success.

Nevertheless, the present status of
secondary education suggests that there are
no insurmountable obstacles to it playing
a full role in modernization of the economy.



Underfinancing remains a problem, but
secondary education has seen a number of
important changes in recent years.

Steps taken by the Ministry of
Education and Science to put the universal
nature of secondary education on a new and
flexible basis deserve to be noted: clearer
distinctions have been made between 9-year
compulsory school education and full 11-year
education (the extra two years can either bein
higher classes at secondary school or at basic
or intermediate vocational colleges). Greater
variety in school curricula and differentiation
between types of school (lyceums, colleges)
have also had positive impact.

Salaries of school teachers and
principals have been increased and, despite
all its shortcomings, the Uniform State Exam
doesmeanthatallschoolleaversareevaluated
using a standardized nationwide system.
New school subjects have been introduced,
reflecting the need to improve the content of
school education, while overall ideological
mentorship has been reduced. Thanks to the
‘Education’ national project many schools are
now equipped with up-to-date equipment and
have Internet connection, and remuneration
of teachers has been reorganized to stimulate
better and more innovative teaching methods.
The national project and the first results of its
implementation have drawn public attention
to the problems of schools and given an
understanding of the assistance, which is
needed. In 2011 it was decided that repairs
and re-equipment of schools will receive
annual financing of up to RUR 60 billion from
the federal budget, while regional budgets will
provide RUR 30 billion for these purposes.
Various measures have been introduced to
reduce inequality of opportunity in education
and resolve the problems of inadequately
equipped schools (these include 80 percent
of primary schools), including creation of
base education centres with branch networks

and use of modern

technologies.

distance-learning

These and other measures have
brought many changes to school education,
but genuine modernization of the Russian
school system has yet to happen. The main
goal of school education is still to prepare
children for university, rather than training
them to live in constantly changing social,
economic and technological conditions. The
school system still needs to move away from
a knowledge-oriented approach towards
training schoolchildren for real life and to
pay greater attention to preparing teenagers
for the labour market. Parents and society
have the right to expect more openness and
democracy in the school system, and greater
readiness to consider and develop the
individual abilities of every child. The country’s
political leadership needs to reject an attitude
that finances education with left-overs from
other budget items, to increase salaries of
teachers to the average national wage, and
to realize that national modernization starts
with modernization of the school system.

Non-university vocational training
(basic and intermediate vocational training
institutes) suffered most during the years of
market transformation. As shown in Figures
5.2 and 5.3 the number of basic vocational
training institutes decreased from 4328 to
2356 (by 45.6 percent) between 1990 and
2010 and their students, including contract
students, decreased from 1.9 million to 1.0
million (by 46.1 percent).

The decline of non-university vocation-
al institutes was due in large part to reduction
in the 1990s of the overall number of indus-
trial enterprises in Russia (by about 70,000),
which had provided demand for skilled work-
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Figure 5.2. Number of basic and intermediate vocational training institutes (units)
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ers, and the disappearance of ministries and
agencies, which had been responsible for pro-
fessional training. It was also due to reduced
attractiveness of basic vocational training in-
stitutes (best known in Russian by the acro-
nym ‘PTU’, standing for ‘professional technical
college’), which lack prestige: young people
are now choosing to complete full secondary
education rather than basic secondary educa-
tion followed by PTU training. During the last
decade reduction in the number of students
at such institutes was also caused by reduced
numbers of the corresponding age groups,
although the ratio of students at basic voca-
tional training institutes to all young people of
the respective age even increased

(from 21.6 percent in 2002 to 22

percent in 2009 for 15-17 year-

sponse to local challenges and

skilled labor requirements, all

of these institutes have been

subordinated to local regional
authorities. Modernization of this level of pro-
fessional training has not yet been completed
and much remains to be done, but there has
been evident progress.

The situation is somewhat different in
intermediate vocational education, which has
become highly popular since completion of full
secondary education was made compulsory
(because intermediate vocational institutes
offer completion of secondary education in
addition to a professional training). The share
of 15-19 year-olds in this type of education
grew from 19.2 percent in 2000 to 25.2
percentin 2009. A maximum in absolute terms

Figure 5.3. Number of students in basic and intermediate
professional training institutes (thousands)
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was achieved in 2005, when there were 2905
intermediate vocational institutes with almost
2.6 million students, but the system has since
experienced a decline due to demography (the
number of people in the 15-19 year-old age
groups fell from 12.2 million at the start of
2005 to 9.3 million at the start of 2009).

Of all students at intermediate profes-
sional institutes in 2010, 1.129 million had
entered the institutes after completing minimum
secondary education and 997,000 had already
completed full secondary education. There
were 572,000 graduates from such institutes
in 2010 (471,000 base-level intermediate
training diplomas and 101,000 advanced-level
intermediate diplomas were issued).

Many ‘technikums’ (the usual name
for intermediate professional institutes)
have changed their name to ‘college’ (1413
out of 2784, or 51 percent) and the private
sector had become dominant at this level of
education by 2010, when 1828 (64%) of total
2850 intermediate professional institutes
were privately run. As of 2010 there were 149
students in the intermediate professional
training segment per 10,000 population in
Russia. The training offered by the segment
differs from higher education, being mainly
focused on practical skills, but colleges
and technikums that provide training on the
basis of full secondary education can
be viewed as a part of the higher
education (university) system and
their right to award applied bachelor
degrees to their graduates s

segment in the foreseeable future look more
favourable in comparison with the prospects
for higher education.

Modernization of higher (university-
level) education is the most urgent issue
for the Russian education system today. As
will be explained below, transformation of
the nature of university education from in-
depth professional training into a prestigious
and affordable form of universal, general
higher education is damaging for basic and
intermediate professional education (because
their function is partly usurped) and means
that university students do not acquire the
specialist skills, which can serve them after
graduation.

Improvements at all levels of Russia’s
professional education system represents
the biggest challenge for modernization of
Russian education today.

In order to become the catalyst of
modernization higher education must first
undergo a major renewal.

Quantitative growth has been the most
pronounced trend in higher education during

Figure 5.4. State (municipal) higher education institutions
Non-government higher education institutions
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Figure 5.5. Number of students at higher education institutions (thousands)
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the past two decades. In the last years of the
Soviet era the goal was set of raising the num-
ber of university students to 270 per 10,000
population. But in the new market environment
a level of 493 students per 10,000 people has
been reached without any support from the
state, making Russia a world leader by the num-
ber of university students relative to is popula-
tion. However, this trend was not associated
with growth in the economy: on the contrary, it
took place in a period when GDP plunged by 40
percent. Tremendous social demand for higher
professional education appeared in a context of
mass unemployment and low market demand
for specialists. The phenomenon was encour-
aged by the possibility of avoiding military ser-
vice through university enrollment, but, more
generally, opinion polls at the time showed that
most families and school leavers regarded en-
rollment in a university or insti-

tute as the only means of up-

ward social mobility. There were

only 550 — mostly narrow and 1800.0

M of whom, at non-government
higher education institutions

10000 The university system ex-
panded in order to meet the rush
of demand by opening new fed-
eral, municipal and (most of all)
non-state higher-education insti-

tutions, and institutions expanded provision

of generalized courses that were not linked
to their specific profiles (particularly courses
in economics, management and law). The
number of higher education institutions in the

country grew by 83 percent in 1990-1999,

student numbers rose by 44 percent and the

ranks of professors and teachers were swollen
by 36 percent. In the post-Soviet years up to

2010 the number of students grew from 2.8

million to 7 million, i.e. by 2.5 times (Figures

5.4,5.5,5.6).

The number of student places offered
each year by higher education institutions
now exceeds the number of school leavers in
the same year.

Figure 5.6. Enrollment and graduation of students in state
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By 2009 more than 70 percent of
the 17-22 year-old age group were in higher
education, which had thereby turned into a
mass phenomenon and could no longer be
correctly described as offering professional
training. It is often said that universities
in Russia have been turned into a form of
‘general higher education’.

Since levels of financing have re-
mained low, these developments have inevi-
tably meant reduction of per-student expendi-
tures, which have fallen to 40 percent of the
average level in OECD countries, resulting in
lower-quality education. The loss of quality has
several specific causes: university teachers
are underpaid (they have to make ends meet
by working in several universities) and have
low social status, so that talented people find
little attraction in lecturing jobs; the amount of
research work carried out by universities and
institutes has declined; scientific equipment
is often obsolete and social infrastructure has
deteriorated. Weak motivation of students is
another reason for low quality of education:
rationally enough, many young people have
no intention of spending time and effort to
learn things, which they do not believe will be
of use to them in their future life; and the job
market gives no or very few signals as to the
required level, quality and profile of graduates
that it needs, so that institutions often have
obsolete ideas of what their students need to
learn. Growth in the share of those studying
by distance learning methods (50 percent in
2010) has also undermined education quality.
Another factor has been upsurge in the num-
ber of branches created by established Rus-
sian institutes (there were 1668 such branch-
es in 2010), as well as new higher institutions
and non-core departments in old institutions,
where programmes are mostly lectured by
teachers holding several jobs simultaneously.

The over-rigid system of financing by
pre-established lists as well as administrative

practices (reporting and re-election systems)
have blocked diversity in Russian universities
and thereby contributed to the worsening of
education standards.

Higher education in modern society
has two missions: to socialize young people
and to give them professional training, i.e. to
train them both as citizens and employees.
If it cannot prepare students for the world
of employment it cannot teach them to
cope with the complex conditions of modern
society, i.e. to be active and socially aware
citizens. Therefore, without underestimating
the importance of the socialization task,
higher education today should be primarily
oriented towards a new quality of professional
training. This depends on upgrading higher
education via several vectors: upgrading the
content and methods of education (education
technologies), conducting structural and
institutional changes, and changing the
practices of financing and managing higher
education institutions.

Regardingthemainvector,i.e.upgrading
of the content and methods of education, the
keypointthatneedstobe understoodandacted
on is the importance of ongoing education
throughout people’s working lives. This
principle was first declared over half a century
ago and has been repeatedly highlighted by
numerous international publications and
conferences. However, in Russia it has been
translated into the idea of supplementary post-
university education, without being integrated
into higher education as such.

The concept of lifelong ongoing
education is now applicable to specialists
in every sphere: rapid growth in the volume
of knowledge and of the means of sharing it
have made the mission of training a specialist
once and for all — as happened in the recent
past — completely unfeasible, due to quick
obsolescence of knowledge and the short



lifecycles of many professions, which are re-
placed on the labour market by new ones.
These changes have made strict professional
specialization unworkable and created a need
for forms of basic training that are divided into
cycles. The Bachelor’s degree corresponds to
general professional training, while deeper
and more advanced study leads to a Master’s
Degree. An initial two-year period of higher
education has been common in many Euro-
pean countries for some time and, following
their adherence to the Bologna process, it has
been acknowledged in the form of a Founda-
tion degree at the end of two years of univer-
sity education. But even where the two-year
principle has not been introduced, study by
young people at university is now understood
to be the starting point and part of a continu-
ing education process, without claiming to be
complete and sufficient in itself. By contrast,
teaching staff at many Russian universities
are still guided by the principle of imparting
to the student every morsel of knowledge,
with they possess themselves. A related mis-
take that Russian universities often commit
is to ensure that all teachers in all their de-
partments are kept busy, so that students are
overloaded with a large number of mandatory
courses. A system has been created that over-
produces unnecessary knowledge in a costly
and wasteful fashion. So creation of base-
level higher education courses, which teach
adequate and optimally chosen disciplines,
is a highly important challenge for reform of
Russian higher education.

Russian higher education also needs
changes to the method of teaching, and this
issue is closed related to that discussed
above. As part of his or her base-cycle stud-
ies, a student should not only acquire knowl-
edge, but also ‘learn how to learn’. The tradi-
tional classroom method and its higher-edu-
cation variant of lectures/seminars followed
by examinations were appropriate enough for
passive transfer of information and estab-

lished knowledge. Nowadays, however, learn-
ing is not so much about memorizing as about
thinking and looking for solutions. As G.A.
Lukitchev has written: ‘Rapid obsolescence
of acquired knowledge implies a shift of ac-
cent in professional training from ingestion
of blocks of formal knowledge to implanting
a culture of self-development, and of meth-
ods and approaches that enable students to
acquire relevant knowledge and skKills, i.e. the
instruments of continuous education. What
is then obtained is a brand new educational
product — a trainable professional®.

New content and new approaches to
learning need to be accompanied by efforts to
develop the professional competence of higher
education graduates, i.e. teaching them how to
use acquired knowledge to resolve specific in-
dustrial, managerial, etc., issues. Progress in
that direction depends on constant updating
of fundamental and applied skKills, greater use
of interactive methods of education, organizing
efficient work experience schemes and place-
ments, interaction with employers, awareness of
market trends and response of educational pro-
grammes to the changes and challenges, which
such trends produce. As T.P. Ischuk has written,
‘The paradigm of knowledge is being replaced
by the paradigm of ability to act’4, which calls for
a whole series of universal skills and value ori-
entations alongside professional competence:
ability to work in different environments, com-
munication skKills, collective labor skills, specific
educational skills (ability to ‘self-educate’), and
social skills (good manners). Needed structural
changes represent a separate renewal vector
and are many in number. We will consider the
most important of them: issues of multi-level
education; differentiation between higher edu-
cation institutions; and the structure of stu-
dents/ trainees.

% T.A. JlyknyéB B nouckax 3dGHEKTUBHOrO B3aWMOAENCTBUS BbICLLENO
06pa3oBaHua U pabotoaaTenen. IKOHOMUKa obpasoBaHus, 2005 r.,
Ne4, ctp.8.
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There is a commonly held view that
multi-level training is tied to the Bologna
Process. It would not be a bad thing if this was
so, asthe changes, which the Process calls for,
might serve better as a programme for reform
of Russian higher education than the home-
made recipes, which in the last two decades
have failed to advocate any better way forward
than introduction of a voucher system. After
all, the Humboldt Model also came from
Europe. Not many people remember that the
transition to a two-tier system began in the
Soviet Union, when Gennady Yagodin was the
Minister of Education, and was suspended at
the start of market reforms when universities
and institutes were struggling for survival.
Regulatory support for that system was also
developed at the time. The transition was
long overdue and met the system’s internal
needs. There are many arguments in favor
of the transition but, for reasons of space,
we will only note that separation of the
Master’'s programme as a separate stage of
higher education is vital in order to ensure
regenerationofthe country’s professionalelite
— researchers, designers and other creators
— without whom modernization of the country
is impossible. At the time of industrialization
the professional elite consisted of nearly all
those who had higher education, but today
only those with post-Bachelor degrees are
qualified for that role. Transition to the two-
tier system for training of professionals has
key importance for modernization of higher
education.Thetransitionisbeingimplemented
at present and it must be protected from
compromises arising from the ambitions of
higher education institutions, which want to
offer their own Master’s programmes, but are
in fact unfit do so.

We believe that differentiation of
institutions is also an important vector for
modernizing the higher education system.
In Soviet times equal status of all institutes
was based on their right to issue standard-

type diplomas, but certain institutes won
renown for offering superior standards of
education. In the years of market transition
many establishments could not resist the
temptation of raising their prestige by raising
their formal status. By 2009 we had 345
universities, 177 academies and only 140
institutes. Incongruous names such as the
‘Textile University’ and ‘Forestry University’ or
failure of namesto match thetype ofinstitution
(for example, the appendage ‘state university’
whichhasbeenaddedtotheFinancial Academy
and the Higher School of Economics) show the
undue haste with which such decisions were
taken. Obviously, criteria for distinguishing
higher education establishments should exist,
butthe differentiation should reflectthe leader
status of the best institutes and their specific
role in the development of the country and its
regions. In accordance with that principle, the
two leading higher education establishments
in Russia (Moscow and St.Petersburg State
Universities) have been named ‘national
universities’, while seven other universities
have been given federal status and 29
higher education establishments have been
made ‘national research universities’. These
establishments have been the first to obtain
the right of issuing their own diplomas and
they are expected to operate as motors
of innovation. We are optimistic that the
differentiation process will continue and
that it will occur without creating a group of
leading higher education establishments
that enjoy monopolist privileges, since that
could slow down the emerging system of
nationwide competition between institutes
and universities.

Modernization of the Russian economy
also depends on changing the structure of
specializationsand subjects, thatare available
in higher education. Of 6.3 million ‘specialized’
highereducationstudentsin2010/2011,some
50,200 were studying physics and maths, and
65,100 were natural scientists, while nearly



2.4 million were in a catch-all category called
‘economics and management’. The inertia
of the system makes it unlikely that market
forces will be sufficient to correct such trends.
For the sake of the country’s modernization
the state needs to adjust demand from society
for certain specializations and to assist
market mechanisms by using direct means
at its disposal (state orders, differentiation of
grants, specifying the obligations of students
financed by the state, etc.) as well as indirect
approaches.

Many urgently required institutional
reforms — renewal of institutions, norms and
regulations in the higher education system
— also involve structural transformation.
For the sake of brevity, we mention only a
few of them:

— Status of establishments. In the
Soviet Union only a few higher education
establishments could enjoy a measure of
independence, and only with respect to
academic issues. Until recently administrative
and financial centralization was even stricter
than, forexample, the dependence of industrial
facilities on the State Planning Committee
in Soviet times. Limited resource allocations
(many still remember the tight control imposed
by Communist Party officials) forced higher
education establishments to manage their
affairsin an opportunistic fashion, which made
it very difficult, if not impossible, to promote
initiative, creativity and proper management.
Institutes and universities involved in defence
research were in a somewhat better financial
position. The situation started to change for
the better with introduction of paid education
in the 1990s, which gave many institutes
and universities additional resources to use
independently and flexibly. In most casesthese
resources could only partly cover shortages in
statefinancing, butthe new possibilities, which
they offered, underlined the shortcomings

of the centrally controlled system. Cautious
and gradual measures, including abolition
of the unified wage scale and differentiation
of wages by incentive bonuses, abolition of
estimate-based financing and change in the
status of most establishments to autonomous
publicly financed institutions have mainly
improved the situation by increasing flexibility,
operational control and responsibility for
managerial decisions. The right to organize
small innovative enterprises under the
umbrella of higher education establishments
has helped to incentivize staff. Further
changes in these directions will undoubtedly
enhance the contribution of higher education
establishments to Russia’s modernization.

— Status of the teacher. As budget-
funded employees, teachers at universities
and institutes, like school teachers, have to
make do with rather modest incomes and
limited opportunities as regards housing,
social benefits and pension expectations.
Teachers in higher education are allowed
to work part-time and they often use this
opportunity to work at several institutions at
once. This leads to overwork, reducing time
andincentivesforresearch work, improvement
of qualifications, and expansion of scientific
contacts, particularly with foreign colleagues.
On the other hand, inefficiency and a formal
approach to competition in staff selection
and quality control means that a teacher
can expect to keep his job even if he or she
is less than conscientious. Absence of age
limits and protective labour legislation cause
many senior staff to stay on in their jobs,
which at least provide a guaranteed income.
This situation seriously impedes mobility
and professionalism in higher education
and limits its responsiveness to the ideas
of modernization and innovative education.
Extraordinary measures are need to rectify the
situation: rating, regulating and increasing
the size of faculty salaries; raising academic



pensions to a reasonable level; introduction of
age limits; restrictions on part-time work; and
promoting combination of teaching, research
and consulting functions.

— Norms and Regulations. Renewal of
higher education to support modernization
will require amendment of many current
regulations. For example, introduction of
credits as evaluation units is contradicted
by the current practice of measuring hourly
occupancy, launch of interactive education
stumbles on mandatory lecture and seminar
work quotas for university teachers, while
the rating system of evaluating academic
progress contradicts a regulation on tests
and examinations. The ease of enrollment
and undemanding study programmes at
many higher education establishments,
along with their fear of losing students, has
pulled down examination standards and led
to abandonment of the practice of expelling
students who make no effort to learn. In view
of this trend it may be reasonable to require
students to retake specific subjects or whole
courses, which they have not completed
satisfactorily. The variety of educational
programmes (Bachelors, Masters, post-
graduate, etc.) has created a need for new
relationships between those responsible
for actual teaching and the departments,
which design study courses. There is still no
legislative response to the growing role and
complexity of the various back-up services in
higher education. Other issues also remain
unresolved.

Finally, unresolved issues of the sourc-
es and procedure for higher education financ-
ing pose serious challenges to modernization
efforts. In a market economy, even when state
control is tight, the state budget cannot be the
sole resource for funding the education sys-
tem, since the burden it too heavy. The share
of educational expenditures in the state bud-
get and their share in Russia’s GDP are much
lower than in developed countries.

Table 5.4. State spending on education

in Russia and OECD countries*®

Russia 11 12.4 29 3.9
Australia 13.6 13.9 47 4.6
Austria 10.7 11 5.6 5.4
Belgium 121 12.4 5.9 6
UK 11 11.9 4.3 5.5
Hungary 141 10.4 48 5.4
Germany 9.8 9.7 44 44
Greece 7.3 - 3.4 -
Denmark 15.3 15.6 8.3 8
Ireland 13.6 14.4 43 49
Iceland 15.9 18.1 6.7 7.6
Spain 10.9 11.1 43 4.3
Italy 9.8 95 45 47
Canada 124 11.8%* 51 5.1%*
Korea 16.3 15 3.9 4.5
Luxembourg - - - -
Mexico 23.4 22 4.4 4.8
Netherlands 11.2 12 5 55
New Zealand - 18.9 6.8 6
Norway 145 16.2 5.9 6.6
Poland*** 12.7 12 5 B8
Portugal*** 12.6 11.3 5.4 5.3
Slovakia 14.7 19.5 3.9 3.8
USA 144 14.8 49 55
Turkey*** - - - 2.9
Finland 125 12.6 6 6.1
France 11.6 10.6 6 5.6
Czech Republic 9.5 101 4 4.4
Switzerland*** 15.6 12.8 5.4 5.5
Sweden 134 12.6 7.2 6.8
Japan 9.5 9.5 3.6 3.5

« QECD data include state subsidies to households for supporting
students but not related to education; data for Russia include spending
by the consolidated budget and off-budget funds

#2005

==xSpending on state educational establishments

5
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This was excusable in the 1990s,
but it was harder to explain in the relatively
successful 2000s. Government spending on
education increased by 2.5 times in 2001-
2008, but the growth was uneven and usually
failed to match inflation. As T.Klyachko and
V.Mau have written: ‘Proclaiming of education
as a national priority only raised spendingto a
level that compensated under-financingin the
1990s, or it might be seen as a purely political
gesture related to the election cycle®'.

Expenditure by Russian households
on education are comparable with those of
the state budget, but this money is often
spent on grey or black markets. In these
circumstances the state has not only to
increase its own education expenditures but
to organize resource flows from all sources.
We would make the following suggestion:
if all students of non-government higher
education establishments and 55 percent
of students at government establishments
are paying for their education, it might be
preferable to abandon the Soviet myth of
free higher education and make all students
pay for their education. They might pay,
for example, 20-25 percent of the total
financing that is required. This seems all
the more reasonable in view of the fact
that higher education expenditures are
not merely a social benefit, but represent
investments in human development and in
future incomes of graduates. The payment
share made by the student could cover the
administrative expenses of providing his or
her higher education and might be made
possible by education credits, if necessary.
Such an approach could dramatically change
the attitude of budget-funded students
with low motivation. Central government
financing could focus on providing adequate
remuneration for teachers and technical
supportforthe education process, while local

6 9kenept, N°33, 2007, cTp.94

or regional authorities would finance repair
and maintenance of buildings and facilities
on their territory.

Unconnected with the above idea,
there is scope for greater financing of educa-
tion by business, through tax preferences and
deductions, as is done in France.

It should be stressed that increase of
financing for education in general and higher
education in particular must be supported by
institutional reform if it is not to be ineffective
or even harmful, because, as |.V.Abankina has
pointed out, more money without institutional
reform will only reinforce the ‘production-line
model’ of university education and pervasive
low standards’ . The government appears to
understand that and has channeled financing
to specific modernization programmes: sup-
porting national universities (RUR 10 billion);
development of federal universities (RUR 18
billion) and national universities (RUR 20 bil-
lion); supportingrelations between higheredu-
cation establishments and corporations (RUR
19 billion); attracting distinguished scientists
to higher education establishments (RUR 12
billion); development of innovative business
infrastructure (RUR 8 billion); implementation
of the federal target programme (FTP) ‘Scien-
tific and Pedagogical Staff of Innovative Rus-
sia’ (RUR 93.3 billion); and implementation of
the FTP ‘Research and Development in Prior-
ity Vectors of Development of Russia’s Scien-
tific and Technological Complex’ (RUR 194.9
billion). Though project-oriented financing is
by definition irregular and is often hampered
by bureaucratic restrictions, it partially re-
solves the issue of chronic under-financing
of the higher education system and promotes
modernization of top-flight higher education
establishments.

Despite all its past triumphs, Russian

7 W.B. A6GaHKMHa. WHHOBAUMOHHAs 3KOHOMMKA W UWHAYCTpUaNbHas
MoAeNb YHMBEPCUTETOB: TEeCT Ha COBMECTUMOCTb. XKypHan HoBow
3KOHOMMYECKOM accolmaumu, N°8, 2010r., c.143



education today is in dire need of modern-
ization, and such modernization represents
a major national challenge. Unless the chal-
lenge is met, Russia will be unable to shake
off its ‘raw material curse’ and achieve mod-
ernization in all aspects of social life on the
path to post-industrial development. This
path is associated with the appearance of
a knowledge-based society and depends on
creating a modern system of production with
transfer and utilization of knowledge and
broad access of all members of society to
all sorts of high-quality education. The most
urgent need in the Russian education sector
today is to raise the level of practice-oriented
and professional education by developing ac-
tivity-based educational methods as opposed
to passive learning. Modernization of the edu-
cational system based on these premises will
make Russia more internationally competi-
tive and ensure a higher HDI rating.

The main source of problems in
Russia’s education system is decline in the
quality of school education due to a 40-year
series of experiments and inadequate public
attention. The latest experiment was the
attempt to voucherize the education system,
and the Uniform State Exam is a by-product
of that attempt. A serious public discussion
on the future of school education is needed
without imposition of artificial ideas and
based on unbiased analysis of the reasons
for the system’s current predicament.

The school education system has

been turned into an ‘anteroom’ for higher
education and this explains why basic and
intermediate professional training are
no longer appreciated, despite offering
invaluable preparation of young people
for the world of work and further stages of
education. Energetic measures are needed
to increase the attractiveness and efficiency
of basic and intermediate professional
training, to enhance its responsiveness to
demands of the labor market and prevent it
turning into a dead-end. Teaching of labour
skills in schools could be very helpful in this
respect.

Clearly, further efforts are needed to
rework the higher education system, which
still remains Soviet in its essence — created
in other times and for other goals — despite
its transformation into a mass institution.
The first object for renewal should be the
content of higher education, which has
failed to be enriched by research, and fails
to meet the social development imperatives
of the knowledge-based society and life-long
education. The professional element of the
higher education system needs structural
reorganization,developmentofatierstructure
and more allowance for the opportunities
of continuous education. Organization and
technology of education also require major
changes. Renewal depends on enhancing the
status of higher education establishments
by increasing their academic independence,
changing procedures and volumes of
financing, and dramatically increasing the
quality of management. And achievement of
all the above is unlikely to be possible unless
decent working conditions and salaries are
ensured for teachers and other education



Chapter 6

Modernization and Healthy Lifestyle Policy

Ensuring that citizens are in good health
and encouraging them to look after their health,
achieving longevity and reducing morality rates
have been and remain priorities for national
social policy and development of human
potential. Considerable financial resources have
been allocatedin recentyearsforthese purposes
in Russia, particularly as part of the ‘Healthcare’
priority national project. Some results have been
achieved in reduction of overall, maternal and
child mortality rates; life expectancy indicators
have been gradually increasing (see the Box,
‘Demographic development in Russia: trends,
problems and solutions’). However, Russia still
lags behind both developed European countries
and many of its East European neighbours by
most health indicators (infant and maternal
mortality; life expectancy).

It is well-known that human health
depends not only and not so much on
development of medicine as on many other
factors, particularly genetic predisposition to
certaindiseases, environmentand lifestyle. WHO
experts say that the contribution of medicine
and genetic factors to human health is not more
than 30 percent, while 50 percent depends on a
healthy lifestyle. Most developed countries have
long recognized that it is always much easier
and cheaper to prevent a disease than to cure
it. Unlike modern healthcare, a healthy lifestyle
culture costs little and produces a powerful
effect, particularly in the longer term.

Healthy lifestyle can be defined in
different ways and interpreted in a narrower
or broader (sociological) sense depending on
the sphere of discussion and specific research
tasks. The narrower understanding includes
a set of individual practices, standards and
personal behavioural attitudes that lead to
improvement of health or deterioration of health
(health risks). Theyinclude alcohol consumption,
smoking, physical activity and diet and (less
frequently) safe sex, use of drugs and other
personal behavioural standards. The broader

understanding of healthy lifestyle includes
a broader social context: living and working
conditions, state of the environment, etc. Clearly
then, healthy (or unhealthy) lifestyle is, for the
most part, the choice of the particular individual
and of society in general.

A policy to encourage healthy lifestyle
is now taking shape in Russia: such important
documents as the ‘Concept for State Policy to
Reduce the Scale of Alcohol Abuse and Prevent
Alcoholism among the Population of the Russian
Federation’, ‘Concept for Implementation of
State Policy to Combat Tobacco Consumption’
and ‘Basics of State Policy for Healthy Nutrition’
have been approved in the last two years.
However, achievement of the goals, which have
been set, will require choice of specific tools
that can shape healthy lifestyles. Before all
else, we need to learn what shapes lifestyle and
what factors can be controlled. In what follows
the issue of healthy lifestyle in Russia will be
discussed in terms of key aspects — alcohol and
tobacco consumption, healthy diet and physical
exercise — as well as desirable state policy
efforts with respect to them.

Data compiled by Rosstat suggest that
each adult Russian consumes on average the
equivalent of 10.7 litres of pure spirit each year,
which substantially exceeds the level defined by
WHO as hazardous to health (8 litres per year).
By various estimates, consumption of at least
5-8 litres per capita goes unrecorded. As well
as exceeding annual standards of safe alcohol
consumption, a large share of individuals in
Russia drink alcohol occasionally to a degree in
excess of the maximum permissible dose. For
example, RLMS?* reveals that 6.9 percent of
men and 4.6 percent of women among young
people aged 18 to 24 years-old occasionally
abuse alcohol.

1 Russian Longitudinal Monitoring Survey



Figure 6.1. Structure of alcohol consumption per capita calculated as pure spirit, 2006, litres
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Another specific feature is dominant
share of strong drinks in the alcohol
consumption pattern (Figure 6.1). While in the
historically beer-drinking countries (the United
Kingdom, Denmark, Germany, the Netherlands
and the Czech Republic) beer consumption
has been reduced over the last decade, being
replaced by wine, in Russia consumption of
beer is growing vigorously, doubling in the
period from 2000 to 2008. Consumption of
strong drinks is declining more slowly than
beer consumption is growing, so aggregate
alcohol consumption is steadily growing. More
than half of all alcoholic drinks consumed in

13

Latv

NetherIands
Sweden
Ukrame
Russig

£
o
°
o
£
i~
o
@
=4
=
>

Strong drinks
Source: Health for All, Europe (WHO database).

Russia (measured by pure spirit) are vodka
and other strong drinks.

The trend is important to note: among
drinkers, the share of those who drink vodka
was in decline from the early 1990s to the
early 2000s, while the share of those drinking
beer was on the increase. But over the last
decade the shares of those drinking vodka
and those drinking beer have flattened out
close to equality (50-60 percent each) (Figure
6.2). Moreover, surveys using micro data and
regional statistics show clearly that these are
one and the same individuals — the correlation

Figure 6.2 The share of Russian adults drinking various alcoholic drinks, %
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between drinking vodka and drinking beer
is nearly 100 percent?. So beer is not a
replacement but a supplementto strong drinks.
However, it is consumption of strong drinks,
rather than beer or wine, which is significant
for health statistics®. Given these statistics,
it is unsurprising that alcohol abuse leads to
early death of nearly half a million people in
Russia each year®. It is also unsurprising that
the problem of alcohol abuse is top of the list
when discussing healthy lifestyle policy.

There are many and varied ways of
combating excessive use of alcohol, and most
of them have been applied in Russia to some
extent. First and foremost, there is licensing of
producers and sellers of alcoholic drinks. This
does not greatly reduce consumption, since it
only raises prices to a small extent, but it goes
some way to ensuring quality of products. Age
restrictions on purchase of alcohol are generally
recognized as a reasonable and efficient
mechanism. A number of studies reveal that
restriction of the lower age limit is particularly
efficient for reduction of mortality among
the young from road accidents and suicide.
The same refers to any regional or municipal
restrictions of hours and points of sale, or
restrictions on the sale of alcohol on festival
days, days when football matches are held, etc.
Such measures are normally straightforward
and supported by the majority of people. Butany
restrictions require both relevant amendments
to laws and regular control over compliance.

Price policy is globally recognized as
the most efficient tool for combating alcohol
abuse. Many experts say that reduction of the
relative price for alcoholic drinks, specifically
for vodka, has been the cause of increased
alcohol consumption in Russia during the last

2 Mo paHHbIM UccneoBaHus «CounanbHO-3KOHOMUYECKUE JETEPMUHAHTI
340poBOro obpasa u3Hu», pyK. KonocHuupiHa M.I., 3acumosa J1.C.,
Ldn HXY BLU3, 2010.

3 Denisova l. (2010). Adult Mortality in Russia. // Economics of Transition,
vol.18(2), pp. 333-364.
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20years. Thereal price foralcoholinthe country
has been declining continuously through the
period, making it more available to consumers.
While in the mid-1990s the average monthly
wage was enough to buy 25 litres of vodka or
100 litres of beer, by 2009 those numbers were
as high as 79 and 358 litres, respectively. Tax
policy has played the key role here. Production
costs are only a small share of the retail price
of alcoholic drinks, which consists mainly of
indirect taxes (excise taxes) and VAT. The excise
rates now applicable in Russia give particular
advantages to producers of strong alcoholic
drinks, as the excise rate calculated per gram
of pure alcohol in vodka is considerably lower
than for wine or beer. From January 1, 2011, the
excise rates for alcoholic drinks were adjusted
in a way that increased the charge for vodka by
10 percent only while the charge for wine rose
by 40 percent.

Such practice runs counter to the policy
of other countries where strong alcoholic drinks
are being replaced by beer and wine. The ratio
of prices for beer and vodka in Russia is about
1:4 while in other countries it ranges from 1:8
to 1:12. This is why strong alcoholic drinks are
not being replaced by milder drinks in Russia.
A minimum price of RUR 89 for a bottle of
vodka, established from January 1, 2010 and
increased to RUR 98 from January 1, 2011
has had almost no impact, judging by sales
data for 2010. The share of vodka in overall
alcohol consumption has dropped by just one
percent and is still above 50 percent, which is
substantially higher than the share of strong
alcohol in consumption in most developed
countries (12-22 percent). In addition, studies
show that any growth in personal income
levels always results in increased alcohol
consumption (all other things being equal),
so reduction of consumption is only possible
through major price increases. The conclusion,
therefore, is that substantial and differentiated
increase of prices for alcoholic drinks through
excise taxes should be the main instrument for



combating alcohol abuse. Any budget losses
due to reduction of the tax base (because of
lower sales volume) will be balanced by the
significant growth of tax revenue as demand
for alcohol is relatively inelastic in response
to price changes: according to experts, fiscal
revenue could rise by RUR 150-450 billion per
year (depending on the extent of excise rate
increases), even with expected 8-10 percent
annual market shrinkage.

Any rise in excise taxes for alcoholic
drinks carries the risk that consumers will
switch to low-quality, illegally produced
products. However, Russian and global
studies show that growth of consumption of
clandestine products is lower than reduction in
consumption of legal drinks. For example, when
Poland increased excise taxes by 2.5 times
there was some increase in home distilling
and vodka counterfeiting and smuggling.
But it did not cancel out the decline of legal
vodka drinking, so the overall result has been
positive: average life expectancy of Polish men
has increased to 70 years and Poland has been
the first post-socialist country to overcome the
supermortality crisis®. The history of Russian
anti-alcohol policy shows significant declines
in mortality in those years and in those regions
where vodka has been more expensive relative
to average salaries®.

So rise in excise taxes and prices
for strong alcoholic drinks can make a large
contribution to improvement of the nation’s
health, but such efforts must be supported by
tightening of control over manufacture and sale
of illegal alcohol products.

Another important effort is limitation
on consumption of alcohol drinks in public
places and increase of penalties for drunken
behaviour. Estimates by RLMS show that

5 XantypuHa [., KopotaeB A. AnKoronbHasi NOAUMTUKA: MUPOBOW OMbIT U
poccuitckue peanunu, 2006.

6 D.Treisman (2010). ‘Death and Prices: The Political Economy of Russia’s
Alcohol Crisis.” // Economics of Transition, vol.18(2), pp. 281-331.

alcohol consumption per drinker is much
higher if he/she drinks in the street (public
park, etc.). All other things being equal, the
volume of alcohol consumed increases by
800g of vodka per month for women and by 1.5
litres per month for men in such a case’ . The
number of alcohol-related crimes, injuries and
fatal accidents grows respectively. Hence the
importance of tougher laws on public drinking
and tighter control over compliance.

Gradual and significant reduction of the
number of sales points licensed to sell alcoholic
drinksisalso efficient. Alcohol is easily available
in Russia today, with one sales point per 500
adult population in 2010 compared with only
one shop selling drinks above 4.75 percent
proof per 30,000 adult population in Norway
and per 23,000 in Sweden&. Reduction of outlet
numbers will both reduce consumption and
simplify control over sale of illegal products.

Russian and foreign experience has
proved that education and information-
provision are quite efficient at improving
awareness of the consequences of alcohol
abuse, but seldom produce any change in
consumer behaviour. Education as such, as
seen from calculations based on macro data
for 167 countries, only promotes alcohol
consumption (as does income)®. So education
programmes cannotbe expected to significantly
reduce alcohol consumption.

The share of smokers in the Russian
population is one of the highest in the world
today: by various estimates at least 60-70

7 Mo aaHHbIM UccnefoBaHus «CoLmnanbHO-3KOHOMUYECKUE eTEPMUHAHTbI
3710pOBOro 06pasa Xn3HW», pyK. KonocHuusiHa M. T, 3acumosa J1. C.,
oW HAY BLU3, 2010.

8 XantypuHa [., KopotaeB A. AnKoronbHasi NOAUTUKA: MUPOBOWM OMbIT U
poccuiickue peanuu, 2006.

¢ Tlo AaHHbIM UccnefoBaHuUs «CoLManbHO-3KOHOMUYECKUE AeTePMUHAHTbI
340poBOro o6pasa u3Hu», pyK. KonocHuubiHa M. I, 3acumosa J1. C.,
Lidn HAY BLUD, 2010.



Figure 6.3. The share of smokers among Russian adults, %
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percent of adult men and 17-25 percent of
women smoke, and the share of smokers
has been growing in recent years as more
and more young individuals and women
take up the habit (Figure 6.3). Studies of
student lifestyle® carried out at four higher
education institutions in Moscow, Perm and
Samara showed that at least 31 percent of
male and 23 percent of female students
smoke.

In contrast with most other countries,
the share of smokers among adults in Russia
is increasing and the number of cigarettes
per smoker is also on the rise (Figures 6.4
and 6.5). Unsurprisingly, therefore, Russia’s
human loss due to smoking is comparable
to that as a result of alcohol abuse: smoking
causes the early death of 330-400,000
Russian individuals per year!l. Strict
economic estimates based on RLMS micro

1° Onpoc HWY BLU3 n CamIMY «OTHOLEHWE CTYAEHTOB K NpuMHUMMAM
3[0pOBOro o6pa3sa ¥WU3HW», CeHTAbpb-HOA6pb 2010 r., BoiGopka 914
4enoBeK.

11 Noknap O6uecTBeHHon nanatbl PO «TabayHas anuaemus B Poccuu:
MPUYKUHBI, NTOCNEACTBUSA, MYTU NpeoaoneHus», Mockaa, 2009 r.

Source: RLMS

data show that adverse effect of smoking on
life expectancy in Russia is as serious as the
effect from alcohol*?.

Thefederallaw N287 ‘On Restriction of
Tobacco Smoking’ (passed on July 10, 2001)
and a partial ban on advertising of tobacco
products have had no significant impact on
trends in smoking habits. Accession of Russia
to the WHO Framework Convention on Tobacco
Control (FCTC) in 2008 represented a new
step in the country’s anti-smoking policy*2.
Under the Convention, Russia commits to
stage-by-stage implementation of a number
of economic and administrative measures to
combat smoking.

The steps include introduction by
Russia of a ban on public smoking, as
required by the FCTC. Foreign studies show
that a ban on smoking in the workplace can

12 |. Denisova (2010). ‘Adult Mortality in Russia.” // Economics of Transi-
tion, vol.18(2), pp. 333-364.

13 WHO Framework Convention on Tobacco Control (FCTC). The Convention
became effective in February 2005 and as many as 168 countries have
joined it to date. http://www.who.int/fctc/about/en/index.html
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Figure 6.5. Average number of cigarettes per day per smoker in various countries
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reduce tobacco consumption at work by 29
percent and absolute popularity of tobacco
smoking by 4 percent, as well as doubling the
number of people willing to quit smoking4.
In December 2010 the New Economic School
carried out a pubic survey on attitudes to
tobacco control measures. As many as 83
percent of respondents said that they would
support a total ban on smoking in public
places, including bars and restaurants!®. The
more detailed data of the Global Adult Tobacco
Survey (GATS)® give an estimate of support
for smoking bans at different public locations:
schools, higher educational institutions,
hospitals, etc. The GATS results show that a
no-smoking rule at healthcare facilities and
educational institutions is strongly supported
by Russians. A ban on smoking in bars and
restaurants is less eagerly supported, but
still obtains majority approval (77 percent).

Surveys of smokers worldwide confirm
that most of them want to quit and Russia is no
exception: at least 65.5 percent of Russians
would like to stop smoking!’. But many say
that they cannot do so without external help
and special medical consultation. The cost
of arranging such consultations is not high
if it is combined with standard patient visits,
and doctors could be trained for the purpose
as part of refresher courses. At present no
more than 20 percent of medical students
are given such training and studies show
that doctors in Russia do not make special
efforts to persuade their patients to give up
smoking: the survey of students in higher
education found that only 9 percent of them
had been warned by a doctor of the hazards of
smoking, although 25 percent of the students

14 3Bacumoa J1.C. TocynapcTBeHHasi MNONUTMKA B 06/1acTh  KypeHus:
Kakue mepbl Hanbonee apPeKTUBHbI?// Bonpockl rocyaapcTBEHHOro
ynpasnexus, 2010, N24, ¢.68-81.

15 PesynbtaThl Bcepoccuitickoro onpoca HaceneHuss 06 OTHOWEHWMM K
Mepam no 6opb6e ¢ TabakoKypeHuem. PILL, anpenb 2011

16 GATS = The Global Adult Tobacco Survey: http://www.who.int/tobacco/
surveillance/gats/en/index.html

17 The Global Tobacco Surveillance System Atlas. CDC Foundation, 2009,
P91-92:

are smokers®®, This suggests that only one
third of smokers obtain smoking advice when
they visit a doctor.

A Russian web-site www.takzdorovo.ru
where smokers can obtain professional advice
from an addiction specialist and exchange
thoughts with other users represents a
positive initiative. It should be remembered,
though, that only 35.5 percent of Russian
households had access to the Internet in
2009 (according to official statistics) and
that the share of smokers is relatively larger
in low-income groups, which are less likely to
have access to the Internet.

For the purpose of FCTC
implementation, warning texts on packs
of cigarettes covering at least 30 percent
of the pack surface appeared in 2010 in
Russia. But the warning pictograms, which
are globally recognized to be effective, are
not so far mandatory in Russia. In addition
to pack warnings, anti-smoking advertising
is generally viewed as an important step
towards raising public awareness. But such
advertising has not been intensive in Russia.
A survey of students at the Higher School
of Economics and Samara State Medical
University found that young people notice
tobacco advertising more than they notice any
efforts at anti-smoking advertising: tobacco
advertising on billboards is noticed by 73
percent of students while the anti-tobacco
billboard advertising is noticed by only 41
percent; the respective figures are 52 percent
and 29 percent for Internet advertising, and
69 percent and 17 percent for advertising
via mass media. Television, which offers the
most powerful tool for social advertising, has
not yet been used for the purpose. Russia
might also consider a complete ban on
cigarette advertising. At present, advertising
of tobacco products in Russia is governed

8 Onpoc HWY BLUD n CamIMY «OTHOLIEHWE CTYAEHTOB K NpuMHUMMIAM
340PpOBOro 06pasa KU3HW», CeHTA6Pb-HOS6Pb 2010 1.



by a special Article of Federal Law N2.38
‘On Advertising’ (2006), which gives free
rein to cigarette manufacturers. Meanwhile,
comparative analysis in 102 countries found
that, in countries where total bans have been
imposed, tobacco consumption dropped by
8 percent, while partial bans had practically
no effect. Total bans on tobacco advertising
were in effect in 26 countries in 2008%°,
The FCTC calls for total bans on advertising,
sales promotion and sponsorship of tobacco
products, sothereisaclearcaseforamending
Russia’s advertising law in the near future.

However, the impact ofawareness and,
inabroader sense, of knowledge on behaviour
of smokers remains a grey area. A number
of studies show that smoking goes hand-in-
hand with education. It might be assumed
that educated individuals will tend to smoke
less as they better understand the possible
consequences. However, both macro data by
countries with different levels of education
and micro data from country-based studies
often suggest the contrary. For example,
dependence between the education index
and the share of smoking women is clearly
seen on the macro level in 135 countries.

Micro data also show that many
smokers do not believe their lifestyle to be
unhealthy, and these results include those
having higher (and even medical) education.
Over 40 percent of smoking students judged
their lifestyle to be healthy in the course of
student surveys conducted in 2010, and it
was found that the share of smokers among
medical students was 29 percent compared
with 23 percent among non-medical students.
This surprising result was shown even more
clearly in the course an international youth
smoking survey: the data for Russia in 2008
show that future doctors are 1.5 times more
likely to be smokers than students in other

1 L.S. Zasimova. lbid.

fields?°. The same proportions are visible
among adult Russians: doctors tend to smoke
more often than specialists in other fields
(there are 44 percent of smokers among
dentists, 43 percent among pharmacists
and 39 percent among other doctors?!, while
nearly 35 percentofalladult Russians smoke).
So education (even medical education) by
no means always changes the behaviour of
smokers.

Pricing measures are rightfully
considered to be the most powerful means
of tobacco control and much more effective
than information. Current prices for tobacco
products in Russia make them available
to all individuals and encourage tobacco
consumption. While the average price for
a pack of cigarettes in Europe is USD 3.7
or about RUR 100, the level in Russia is
four times lower?2, Cigarettes in Russia are
much cheaper even when the difference
in real earnings is taken into account. This
is due to excise tax policy: applicable rates,
even in view of scheduled increase in 2011-
2014, will fail to give any substantial rise
in prices. Excise tax for tobacco since early
2011 has been about RUR 7 per pack, while
in European countries (including the Baltic
states and Eastern Europe) it ranges from 50
to 75 percent of the price.

Studies show that a 10 percent increase
of pack prices reduces tobacco consumption
by nearly 4 percent in high-income countries
and by nearly 8 percent in low- and average-
income countries?3. And the dissuasion effect
is most marked on people who have only just
begun smoking: pricing measures mostly
affect young individuals with low income who
have not yet become tobacco addicts. When

20 The Tobacco Atlas (3rd edition). American Cancer Society, 2009, p.103.
21 The Tobacco Atlas (3rd edition) American Cancer Society, 2009, p.103.

22 2010 Global Progress Report on the Implementation of the WHO Frame-
work Convention on Tobacco Control, p.10. http://www.who.int/fctc/
reporting/summaryreport.pdf

28 L.S. Zasimova. lbid.



asked how their behaviour would change if
their usual cigarette brand doubled in price,
24 percent of smoking students of at the
Higher School of Economics and Samara
State Medical University said that they would
smoke less and 29 percent said that they
would try to give up.

Governments are sometimes
nervous about raising prices for tobacco,
fearing possible negative public reaction,
particularly if smoking is widespread. But the
experience of East European countries (new
EU states) shows that such nervousness is
unreasonable. The measures are generally
supported by both the smoking and non-
smoking public. It is reasonable to suppose
that any rise in prices will not meet serious
public disapproval in Russia. For example,
the above-mentioned study by the New
Economic School showed that tobacco price
rises are generally supported by 70 percent
of respondents, including 65 percent of
occasional smokers and one half of full-time
smokers.

While the significance of alcohol
and tobacco consumption have been long
recognized, the importance for a healthy
lifestyle of diet and physical exercise have
only become objects of research more
recently. WHO established overweight
and obesity criteria?* in 1995, thereby
recognizing existence of the problem caused,
as physiologists unanimously believe, by
imbalance between calorific value of ingested
food ontheone hand, and energy expenditure,
on the other hand. Measurement of the
structure and energy value of daily meals
and also of an individual's physical activity

24 Estimates are based on body mass index (BMI), which expresses the
ratio of the individual's weight in kg to the square of his/her height in
metres. If 30> BMI >25, the individual is overweight, while if BMI is >30,
the individual is obese.

is a complex process, so relevant statistical
data are poorly represented in information
bases and comparison between countries
is difficult. However, indicators of excessive
body weight and obesity are universal and
show that this aspect of unhealthy lifestyles
is as pressing for Russia as for the developed
economies of Western Europe: nearly a half
of the adult population is overweight or
obese and the indicators are continuously
worsening (Figure 6.6). It is important to note
that being overweight is not merely indicative
of an unhealthy diet and low physical
activity, but also increases the risk of many
diseases, including type-2 diabetes, high
blood pressure, arthritis and certain types of
tumour.

Weight problems are increasingly
prevalent in Russia among both women and
men (Figure 6.7). A shift in the structure of
employment to service industries, sedentary
lifestyles, urbanization and technological
changes, i.e. transport and public catering
development (including fast food) and
declining prices for certain foods are the
reasons commonly cited to explain the
problem. Many developed countries are now
achieving relative weight reduction among
more highly educated social groups, but this is
not the case in Russia (groups of women with
higher and post-graduate education are the
only exception). For men the opposite is even
the case: a higher level of education makes it
more likely that a person will be overweight?s.

Living standards are an important
determinant of weight problems. Any income
growth enables increased spending on food
by families (or countries), which previously
did not have enough to eat. And when income
levels (and weight levels) attain a certain
threshold, there is a trend to control weight
by purchasing healthier food products and

25 KonocHuupbiHa M., BepaHukoBa A. (2009). U36bITOUHbIM BEC: CKONbKO
3TO CTOMT U 4TO C 3TUM penatb? // MpuknagHas aKoHoMmeTpuKa, N°3
€c.72-93.
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taking exercise. Hence many studies reveal
a non-monotonic interdependence between
income and overweight?.

If we trace such interdependence on
the macro level, we find that Russia is still
far from the point where growth in income
starts to counter obesity. This is supported by
available micro-level data on nutrition, which
show that consumption of nearly all foods
has grown steadily over recent years among
all income groups, even the most affluent
(Figure 6.8).

Although consumption of bread and
potatoes in particular has started to decline
in recent years and consumption of sugar
and confectionary has stabilized, nutrition
structure in Russian remains far from being
balanced. More than half of daily energy
is from relatively cheap bread and bread
products, confectionary and potatoes, i.e.
‘bad’ carbohydrates (Figure 6.9).

Apparent growth in consumption of
fruitandberriessince 2005isinfactexplained
by change in statistical measurement
techniques: before 2005 juice consumption
was not treated as consumption of berries.
But comparable data show that Russia lags
two or three times behind the majority of
European countries, including neighbouring
Finland where climatic conditions are by no
means better than in Russia. Only other CIS
countries surpass Russia by consumption of
bread and bread products. There is also high
differentiation inside the country depending
on income levels: the sampling survey of
household budgets by Rosstat found that
consumption in 2009 of meat and milk
products, fruit and vegetables was 2-3 times
lower per capita in the two poorest groups
than in the two richest.

26 Q. Rosin (2008). ‘The Economic Causes of Obesity: a Survey.’ // Journal
of Economic Surveys. Vol.22, No.4. P617-647.

Irregular eating habits are another
factor in addition to diet as such. The healthy
lifestyle survey conducted by the sociology
centre at the Russian Academy of Public
Administration?” in 2009 showed that at least
49 percent of respondents fail to eat regular
meals. Shortage of time and formation of habit
are named as primary reasons (the former
manly by individuals with higher education,
the latter by respondents with lower education
levels). 16 percent of all individuals eat dry
food on a regular basis and catering at the
place of work is the exception rather than
the rule. Less than half of respondents (44.3
percent) have an understanding of the concept
of balanced diet, while nearly 20 percent have
no understanding of it at all.

The  above-mentioned sociology
survey found that only 16.9 percent of
individuals take exercise on a regular basis
(atleast 2-3 times a week). This share ranges
considerably depending on age, education
and income. The share is much smaller in
groups over 30 years of age and particularly
in groups over 40 years (30-39 years — 19.6
percent, 40-49 years — 12.4 percent, 50-59
years — 10.8 percent). Individuals with higher
education are more likely to take exercise on
a regular basis (24.7 percent) while those
who have only completed the minimum
school education are less likelytodo so (12.4
percent). It was also found that 25 percent
of financially independent respondents take
exercise on a regular basis in contrast with
only 11.4 percent of those who are below the
poverty line. The reasons most often cited for
not taking regular exercise are lack of time,
laziness, unwillingness, poor health, and lack
of money. It is worth noting that people over
40 years-old cite “absence of opportunity
for people of my age to take exercise” as an
obstacle, and people over 50 are even more
likely to offer this explanation.

27 «340pOBbIA 06pa3 MM3HM KaK couuanbHas LEHHOCTb W peasnbHas
npakTuKkar. Pyk. — B.3.boikos. M.: PAI'C, 2010. Onpoc nposoauncs B 24
pervoHax, Bbl6opKa coctaBuna 2400 YenoBeK (B3pocCnoe HaceneHue).



Figure 6.8, Consumption of basic foodstuff per capita in Russia, 2000-2009, kg

300

—— Bread products

e —a— Potatoes

200 &

/___’___/' —4— Vegetables

—<— Fruit and berries

150 —%— Meat
—o— Milkand dairy
100 — T, — s . . products
50 2 M —— Fish
~

Sugar

2000 2001 2002 2003 2004 2005 2006 2007

What can be done to promote healthy
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Unlike the case of alcohol and tobacco,
imposition of differentiated indirect taxes on
particular ‘harmful’ foodstuffs could have
undesired effect, since the diets of poorer
families are dominated by those products,
which would become more expensive.
Theoretically, the best way forward would
seem to be introduction of a non-linear tax
scale, so that consumption of excessive
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food would be taxed at a higher rate, but this
would be hard to implement in real life. It is
easier to introduce subsidies for production/
sale of healthy foods, including, for example,
fruits and berries (as in many Scandinavian
countries). Unfortunately, no such steps are
even being discussed in Russia. Nor are there
any proposals for legislative control to restrict
expansion of fast-food and its accessibility
(geographical location), or for bans on sale
of fast-food, chocolate, fizzy drinks, etc. at
schools and other education institutions.
Such measures are not expensive for the

Figure 6.9. Energy value structure of daily household food consumption in Russia, %
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state and onlyrequire the adoption of relevant
laws. At present, Russian state policy in the
field of nutrition is limited to control of food
quality, which is undoubtedly necessary, but
by no means sufficient.

Education (consultations, lectures
and classes) is believed by specialists to
be the most promising way forward with
respect to both healthy nutrition and physical
activity. Such education could be various in
forms, depending on the target audience and
scope (schools, local clubs, etc.) Experience
of other countries shows that education is
particularly effective for encouraging healthy
lifestyles: most people with unhealthy diets,
nevertheless believe that their lifestyle is
healthy, but more than half of those who
receive consultation on healthy nutrition do
change their diet. School lessons on nutrition
for children aged 7-11 are considered to be
most efficient, since they only require relevant
training of teachers and they offer a long-term
effect. Attempts to provide diet consultation
at health centers attached to polyclinics in
Russia have again proved the low-efficiency
of such an approach as healthcare facilities
are normally visited by those who are already
sick. Promotion of healthy eating and physical
exercise must be targeted at the whole of
society including people who are apparently
in sound health.

Changes in living conditions and envi-
ronment require special efforts at the level of
city, village or district administrations, which
can make a healthy lifestyle achievable and
cheaper for their local population. This could
include, for example, construction and main-
tenance of athletics fields and playgrounds,
running and cycle tracks, and organization
of various sports events. Such efforts could
be financed out of local budgets, co-financed
as a part of major state programmes and fi-
nanced by sponsors. Understanding the role
of city environment in shaping a healthy life-

style gave rise to the WHO project ‘Healthy Cit-
ies’ in the late 1980s. Today the movement is
supported by 1800 cities, but only 7 Russian
participants are licensed by the European
WHO Network (lzhevsk, Cheboksary, Novo-
Cheboksarsk, Stavropol, Kinel-Cherkassy,
Cherepovets and Dimitrovgrad). Their experi-
ence offers a good example for other Russian
cities, and could be propagated and adapted
to various local conditions.

Programmes implemented in the
workplace have not proved popular so far. Thus,
the above-mentioned survey by the Russian
Academy of Public Administration found that
organization of sport activities by employers
is uncommon (16.6 percent of respondents
noted this) as is an organized catering system
at places of work (16.3 percent). Incentives
by employers to encourage healthier lifestyle
among their employees are even more rarely
mentioned (2.3 percent of respondents). The
employer is willing to fund such efforts if the
gain (a healthy workforce) is apparent, but
encouragement could also be provided in the
form of mandatory social insurance discounts
or deduction of the relevant costs from the
employer’s taxable base.

Social advertising is needed in order
to promote a healthier way of life, and TV
is the obvious medium for such advertising
campaigns. Whereas the objective in the case
of tobacco and alcohol is anti-advertising,
i.e. creation of a negative image, the objec-
tive for nutrition and physical exercise (sport)
must be to make good health ‘fashionable’.

The financing allocated for measures
to encourage healthy lifestyle in Russia today
fails to do credit to their role as compared
with financing of medicine. This is despite



the fact that contribution of a proper lifestyle
to ultimate health indicators is considerably
greater than that of medicine and that the
measures are relatively cheap and could
even bring immediate positive financial effect
through growth of tax revenues. Improvement
of the health of individuals will give long-run
growth of the labour force and economic
activities and reduce spending on healthcare.
So shaping of a healthy lifestyle culture is the
most promising health policy for Russia.

The main target groups for shaping
a healthy lifestyle are young people and
teenagers because they are at the age when
life-long habits are shaped and because they
are the employees and parents of the future.
Peoplewithunhealthy habitsshould be helped
to give them up, not via healthcare (these
people are not yet sick), but via other means
including local clubs, school classes and
associations, groups and clubs at the place
of work, training programmes, TV advertising,
etc. Young people should be offered leisure
opportunities that represent an alternative to
drinking and smoking: availability of sports
facilities, street playgrounds, running and
cycle tracks must be increased.

Successful design and implementa-
tion of healthy lifestyle programmes depends

on statistical information, which is not now
collected on a regular basis. Alcohol and to-
bacco consumption is estimated using sales
data, which are only rough estimations (shad-
ow sales elements are not included and only
average consumption per capita can be esti-
mated). Nutrition is shown in statistics only as
the aggregate consumption of particular large
groups of products. Involvement of individu-
als in sport activities and forms of physical
exercise is estimated by the number of users
of sports facilities, while self-training, training
in private sports clubs and fitness centres,
and sports facilities at higher educational in-
stitutions are not taken into consideration.
Regular statistical monitoring is needed via
sample surveys of sport and exercise, nutri-
tion patterns, and alcohol and tobacco con-
sumption in order to understand what impact
healthy lifestyle initiatives are having.

Complexity of the concept of healthy
lifestyle requires a comprehensive and in-
dependent approach to policy elaboration. It
is impossible for one agency to be solely re-
sponsible for encouraging healthy lifestyles
in Russia. Policy must be implemented as a
part of a comprehensive inter-departmental
programme involving all parties concerned,
with a leading role for civil society institu-
tions.



Box

The demographic problem is one of
the biggest issues facing modern Russia, in-
fluencing modernization perspectives, com-
petitiveness of the national economy, social
development and geopolitical stability. Con-
tinued decline in population caused by a low
birth rate and a mortality rate, which is too
high for a developed country, as well as ageing
of the population and reduction in the share
of people of working-age, combined with rela-
tively low internal mobility and still ineffective
migration policy, together pose a threat to the
country’s future.

Reduction of the population represents
a threat to national security. And shrinkage of
labour resources, increase of the dependency
factor, and high mortality in groups of working
age (primarily males) place obstacles on the
path to economic growth. Ageing of the pop-
ulation will lead to an inevitable crisis of the
pension fund and the entire pension system.
Reduction of draftable age groups will im-
pede recruitment of military personnel. Rapid
shrinkage in the number of school leavers is
making it hard for many higher educational
establishments, particularly those not sup-
ported by the state, to survive.

Demographic development in Russia
has much in common with general European
trends (low birth rate, changing of the fam-
ily structure, ageing of the population, etc.).
But accumulation of crisis phenomena in the
1990s were determined by specific conditions
and difficulties of the so-called transition pe-
riod (decline of real incomes, increasing pov-
erty, growth of inequality and unemployment,
contraction of social guarantees, free medi-
cal care and education, etc.).

Demographic data for 2007-2010
show an increasing number of births, reduc-
tion of mortality and natural loss of population
However, they do not change the overall prog-
nosis: relatively positive trends may last for a
few more years, but most recent forecasts by

various (Russian and foreign) experts predict
that the population loss will then, most prob-
ably, gather pace.

At present there is no reason to be-
lieve that the crisis can be quickly overcome
and that population levels can be stabilized.
It is hard to agree with the optimistic official
forecast that by 2015 Russia will see a halt
to its population decline and that by 2025 its
population will increase to 145 million?.

One reason why this will be difficult to
achieve is that the age and gender structure
of the population has been severely deformed
by impact of social, political and economic
factors in the past, which is influencing repro-
duction patterns now and will continue to do
so in the future.

Russia’s demographic development
now and in the future is determined by the
following factors:

Depopulation. For several decades
already (since the 1960s) Russia has been
among countries with a low birth rate, which
is inadequate for replacement of the popula-
tion. Combined with a mortality rate, which is
higher than in other developed countries, the
low birth rate has led to steady depopulation,
observed since 1992. The scale of that depop-
ulation is determined by fluctuations of death
and birth rates as well as by migration, which
partially replaces natural loss of population.

Russia’s population reached a maxi-
mum in early 1993 at 148.562 million people.
By the beginning of 2011 its estimated level
was 141.9 million (not taking account of re-
sults of the 2010 population census) or 142.9
million (taking account of results of the 2010
population census).

The number of deaths has surpassed
the number of births since 1992. In 18 years
(1992 - 2010) the difference between num-
bers of births and deaths in Russia was over

1 The Concept of Russia’s Demographic Policy up to 2025;
http://www.rost.ru/news/2007/09/101451_10753.shtml



13.1 million. That reduction was more than
half compensated by migration. So absolute
loss of population in that period was around
6.7 million people (5.6 million based on re-
sults of the 2010 census) (see Table 1).

If current reproduction tendencies
(low birth rate and high death rate) continue,
Russia’s population could decline to 130-135
million by 2030 (see Table 2).

If UN forecasts prove to be true, Russia’s
share in world population will decrease from 2.2
percent in 2005 to 2.0 percent in 2010, to 1.8
percent in 2020 and 1.6 percent in 2030.

In case of an active demographic
policy and improvement of the country’s so-
cial and political status the decline could be
lower, depending on the level of substitutive
migration.

Deformation of the age and gen-
der structure of the population. The age
structure of Russia’s population reflects
the tragic events of the 20th century (fam-
ine and war) as well as social and economic

policy decisions, which have had decisive
impact (Figure 1).

The main reason why the age structure
is so uneven in the lower part of the pyramid is
a ‘demographic wave’, i.e. a wave-like fluctua-
tion in the number of births2.

Quantitative changes in specific age
groups take place relatively quickly and influ-
ence trends in numbers of working-age popula-
tion as well as the dependency ratio. Differenc-
es in numbers between generations are very
damaging to the economy due to large fluctua-
tions of the number of people joining and leav-
ing the labour force. Such differences influence
the number of pensioners, expenditures of
pension and social security funds, numbers of
pre-school and school children, expenditures
for pre-school and school education, the num-
ber of students, army conscripts, etc.

Russia has a huge disproportion be-
tween numbers of males and females. One

2 The number of births declined from 2.8 million in 1960 to 1.8 million in
1968, then recovered to 2.5 million in 1986-87, declined again to 1.2
million in 1999 and rose again to 1.8 million in 2010.

Table 1. Components of change in overall population (thousand people)

1990 147665.1 608.6 333.6 275.0 148273.7 0.41
1991 148273.7 241.0 104.9 136.1 148514.7 0.16
1992 148514.7 47.0 -219.2 266.2 148561.7 0.03
1993 148561.7 -205.8 -732.1 526.3 148355.9 -0.14
1994 148355.9 104.0 -874.0 978.0 148459.9 0.07
1995 148459.9 -168.3 -822.0 653.7 148291.6 -0.11
1996 148291.6 -263.0 -776.5 513.5 148028.6 -0.18
1997 148028.6 -226.5 -740.6 5141 147802.1 -0.15
1998 147802.1 -262.7 -691.5 428.8 147539.4 -0.18
1999 147539.4 -649.3 -918.8 269.5 146890.1 -0.44
2000 146890.1 -586.5 -949.1 362.6 146303.6 -0.40
2001 146303.6 -654.3 -932.8 278.5 145649.3 -0.45
2002 145649.3 -685.7 -916.5 230.8 144963.6 -0.47
2003 144963.6 -795.4 -888.5 93.1 144168.2 -0.55
2004 144168.2 -694.0 -792.9 98.9 143474.2 -0.48
2005 143474.2 -720.7 -846.6 125.9 142753.5 -0.50
2006 142753.5 -532.5 -687.0 154.5 142221.0 -0.37
2007 142221.0 -212.2 -470.4 258.2 142008.8 -0.15
2008 142008.8 -104.8 -362.0 257.2 141904.0 -0.07
2009 141904.0 10.5 -248.9 259.4 141914.5 0.01
2010 141914.5 -81.5 -239.6 158.1 141833.0 -0.06
Total,
19922010 -6681.7 -13109.0 6427.3

Note: not taking results of the 2010 population census into account

Sources: Annual Demographic Report, 2010, M, 2010, p.206; Natural flow of Russia’s population in 2010; Rosstat data for 2010;

http://www.gks.ru/bgd/free/b11_00/IssWWW.exe/Stg/dk01/7-0.htm



Table 2. Russian population forecasts (thousand people)

Hgh | 142958 | 144334 | 143742 | 145257
Medum | 142958 | 141022 | 136429 | 126188
UN, 2010° Low | 1420958 | 137710 | 129126 | 108941
VRGNSt | 458 | 139279 | 132314 | 114125
High | 140367 | 138447 | 135368 | 133535
Medum | 140367 | 135406 | 128864 | 116097
UN 2008° Low | 140367 | 132263 | 122109 | 100477
WHhGONSENt | 140367 | 133780 | 125088 | 105205
PRB, USA, 2010° 141900 | 205 .-140800 | 127600
PRB, USA, 2009 141900 | 2025 .-133300 | 116900
PRB, USA, 2008 141900 | 205 .-129300 | 110100
o 2010 Hgh | 1421215 | 1453071 | 1475899
Forecast up to Medium 141996.1 | 141908.0 | 139371.8
2030° Low | 1417600 | 1370151 | 1279104
Rossia 2008 High | 1418762 | 1436704 | 1465152
Forecast up 0 Medum | 1418205 | 1415254 | 1393664
2030° Low | 1416559 | 1373875 | 1285119
Rossit 208 Hgh | 1418072 | 1438482 | 145119.0-2026 .
Forecast up to Medium 141539.8 | 139227.0 | 137047.9-2026 .
2025° Low | 1408713 | 1346225 | 12936662026 .
Russia's Option1 | 1416669 | 138107.1 | 132017.8 | 1140607
Demographic
Development 2009’ |  Optin2 | 1416742 | 1413622 | 1413622 | 1417949

World Population Prospects: The 2010 Revision.- Population Division of
the Department of Economic and Social Affairs of the United Nations
Secretariat. -http://esa.un.org/unpd/wpp/index.htm

World Population Prospects: The 2008 Revision. Population Division of
the Department of Economic and Social Affairs of the United Nations
Secretariat - http://esa.un.org/unpp/

Population Reference Bureau. 2010 World Population Data Sheet. -
http://www.prb.org/pdf10/10WPDS_Eng.pdf

Population Reference Bureau. 2009 World Population Data Sheet. -
http://www.prb.org/pdf09/09WPDS_Eng.pdf

Population Reference Bureau. 2008 World Population Data Sheet. -
http://www.prb.org/pdf08/08WPDS_Eng.pdf

Demographic forecast up to 2030. Population changes in accordance
with forecast scenarios. http://www.gks.ru/free_doc/new_site/popu-
lation/demo/prognil.htm

Estimated population of the Russian Federation up to 2030.
http://www.gks.ru/bgd/regl/b09_105/Main.htm

Russia Demographic Yearbook. 2008. M., 2008, pp. 532-533.

Russia’s Demographic Development in the 21st century. M., 2009,
pp.244-245. Calculations by V.N. Archangel’skiy (The Center for Popula-
tion Studies of Moscow State University).

Table 3. Age structure of the population and the dependency ratio

Below working age 26327 22718 22854 25935.1 22845.4
Working age* 88942 90152 88360 79033.2 76770.5
Older than working age 29778 29351 30700 36939.7 39755.9
Total population 145167 142221 141914 141908.0 139371.8
Dependency™* 631 578 606 796 815
%%

Below working age 18.2% 16.0% 16.1% 18.3% 16.4%
Working age 61.3% 63.4% 62.3% 55.7% 55.1%
Older than working age 20.5% 20.6% 21.6% 26.0% 28.5%
Total population 100 100 100 100 100

Males aged 16-59 + females aged 16-54

* Number of people of non-working age (children + pensioners) per 1000 people of working age

** 2020 and 2030 - Rosstat forecasts (2010, median scenario)

Source: Demographic year book 2010, M, 2010, p.41

Rosstat forecast: http://www.gks.ru/free_doc/new_site/population/demo/progn3.htm



Figure 1. Age and gender structure of the Russian population as of early 2010
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reason for this is super mortality rates among
males, even though the number of newborn
boys is consistently higher than the number of
newborn girls (105-106 boys per 100 girls on
average). Males and females with the same
year of birth become equal in number at about
30 years of age (depending on the changing
mortality levels per age group), so there is no
deficit of males at the age of family-making,
but the preponderance of females increases
steadilyin olderand senior age-groups. Among
groups older than working age there are 260
females per 100 males, and the proportion in
the age group above 80 years of age is 380
females per 100 males.

Ageing of the population. The main
reason for ageing of the population is the long-
term decrease in the birth rate, which is steadily
reducing the numbers and share of children in
the overall population. The share of senior and
old people continues to grow, although more
slowly than in the 1960s. Population censuses

show the following share of people older than
working age: in 1989 - 18.5 percent; in 2002
— 20.5 percent; in early 2010 — 21.6 percent
(see Table 3).

The Russian population will continue
to age in coming years. By 2020 the share of
people of pension-age will reach 26 percent
and by 2030 it will exceed 28 percent. The
necessary response to this is either to raise
the retirement age or to increase revenues
of pension funds. Continued employment of
people above retirement age requires spe-
cial consideration, although the available re-
serves are not large in any case, due to weak
health among senior citizens. The impact of
ageing of the population on market trends
and on the amounts of financing required for
social programmes has yet to be measured.

Reduction of labour resources. De-
mographic trends in the past (low birth rates)
will inevitably lead to a significant reduction of
the number of people of working age, by up to 1



million per year. According to the average fore-
cast by Rosstat, their number will decrease by
8.5 million people between 2011 and 202083,
This could become a serious stumbling block
for economic growth, unless adequate growth
of productivity is ensured. Demographic limi-
tations are becoming an important factor for
medium- and long-term development of the
Russian labour market. Russia will face a
labour deficit as early as 2012-2014 and
that deficit will grow thereafter. Depending
on the development scenario this deficit could
be as high as 20 percent of forecast labour
requirements. The national economy already
suffers from a lack of skilled labour. Lowering
the average age of specialists in high-tech in-
dustries, including defence, will therefore be
very problematic.

Growth of the dependency ratio.
The number and share of people of working
age reached a maximum and the dependency
load (the ratio of children and pensioners to
people of working age) reached a minimum
level in 2006-2007. The dependency ratio of
senior citizens (calculated based on the exist-
ing retirement age) will grow quickly in com-
ing years (see Table 3.), causing growth of the
overall dependency ratio from 606 depen-
dents per 1000 people of working age in 2010
to 700 by 2015 and to 800-820 and above
by the period from 2020 to 2025, which will
have negative impact on the labour market
and growth of the national economy.

An increase of the dependency ratio
caused by growing numbers of senior citizens
is usually preceded by a period when the ratio
is, on the contrary, reduced due to decline of
the birth rate. This phenomenon, called the
‘demographic window’4, usually lasts for 10-
20 years and gives a certain ‘demographic
bonus’ to countries that are affected, offering
an opportunity to increase economic growth
thanks to reduction of the demographic bur-
den. Russia’s demographic window has al-

3 http://www.gks.ru/free_doc/new_site/population/demo/progn3.htm
4 See: World Population in 2002, UNFPA Annual Report, pp.23-25

ready been open for a long time. Russia will
still enjoy a relatively low dependency ratio in
2011-2015, which could be a factor of eco-
nomic growth and higher competitiveness.
Parameters of the dependency ratio and time
limits of the ‘window’ could vary if working age
is not defined as in UN reports (15-65 years),
but as in Russian demographic statistics (16-
60 years for males and 16-55 years for fe-
males). Increasing the upper limit for working
age automatically reduces the dependency
ratio and optimizes incomes and expendi-
tures of the pension fund, and could become
a factor of economic growth and increased
competitiveness of Russia’s economy.

The demographic window is followed
by a stage when the population starts to
get older quicker and the dependency ratio,
pension expenditures and the cost of main-
taining senior citizens and people incapable
of working grow correspondingly. So every
country should use the demographic window
as effectively as possible. Lost opportunities
will result in reduction of economic growth,
quality of life and life expectancy.

Low birth rate. For 45 years (since the
mid-1960s) the birth rate in Russia has not
been sufficient for replacement of the popula-
tion. The net replacement factor only attained
a level of 1%in 1986-1988. After reaching its
minimum (1.157) in 1999 the cumulative
birth rate grew steadily for the next 10 years,
reaching a value of 1.537 in 2009. This is
lower than in Northern and Western Europe
and 1.4 times lower than in the US. The larg-
est increment of the birth rate was in 2007-
2008 and was definitely connected with the
launch in 2007 of a new state programme for
supporting families with children.

According to the 2002 census, 65.1
percent of all families in Russia with children
aged under 18 had only child, while the aver-
age number of children was 1.44. That com-

5 Net factor of 1 means that the generation of women can be fully re-
placed by their daughters if the level of births and mortality remains the
same for a long period. When the factor is lower than 1 replacement is
narrowed.



pares with the 1989 census, which found
that 50.8 percent of families had only one
child, while the average number of children
was 1.63.

The factors, which caused growth of
the birth rate growth in 2006-2010°, are near-
ing exhaustion” and we will inevitably face
another stage of falling birth rates (number
of births) after 2011-2012 caused primarily
by declining number of young females of the
most active reproductive age (20-34 years):
their numbers will decline by over 6 million in
the next 15 years. It is highly important to use
the next three to four years for preparation
of qualitative improvements to demographic
policy beyond 2014-2015 through develop-
ment and upgrading of federal and regional
demographic policies. If this is not done, Rus-
sia will face another decline of birth rates,
which will be much more severe than that of
the late 1990s. The number of births could
go down from 1.8 million in 2009-2010 to 1
million or less by 2025. Even the mass trend
towards two-child families will not be enough
to stop the decline in births. The solution is
to gradually reshape public opinion and per-
suade young families to have not only two,
but three children.

High mortality and low life expec-
tancy. Russian life expectancy at birth (about
69 years in 2010) is 8-9 years less than in
developed countries. Mortality of males in
groups of working age is extremely high, ex-
ceeding that observed in developed coun-
tries by 2, 3 or 4 times. The greatest mortality
impact is from cardiovascular diseases and
external causes. Mortality has declined in
recent years, but this trend is very unstable
and uneven. Russia’s Demographic Policy
Concept sets a life expectancy target of 70
years by 2015, while two dozen developed
countries have either passed the 80-year bar-
rier (Japan, Iceland, Sweden, Spain, France,

¢ The summary birth rate factor (number of children per 1 female) was
below 1.3 in 2005-2006, but rose to nearly 1.6 in 2010.

7 In January-July 2011 the number of births decreased by 8,700 com-
pared with the same period of 2010.

Italy etc.) or are about to reach and surpass
this very prestigious threshold. Russia has
the worst life expectancy of all countries with
comparable per capita GDP values.

Russia is characterized by a huge dif-
ference between the life span of males and
females, as well as super mortality of males
in working-age groups. Life expectancy of fe-
males is 12 years higher than that of males.
Age mortality coefficients for males in work-
ing-age groups are 3-3.5 times higher than for
females. In 2009 as much as 28.2 percent of
all mortality was in working-age groups, and
43 percent of male mortality was in those age
groups compared with only 12.1 percent of
female mortality. Most deaths among people
of working age are due to cardiovascular dis-
eases and external causes (alcohol poison-
ing, murder, suicides and road accidents). Of
all males who died when of working age, 32
percent died from cardiovascular diseases
and 31 percent from external causes. Out of
all females who died when of working age,
25.7 percent died of cardiovascular diseases,
23.5 percent from external causes and 21.7
percent from tumorsé.

The principle cause of loss of life expec-
tancy(and, therefore, economic losses) is found
to be death from external causes. The explana-
tion for thisis simple: external causes claim the
lives of young and middle—aged people, while
cardiovascular disease is more prevalent in
senior age groups. Thus, in 2009 the average
age of those who died from external causes
was 44.9 years for males and 51.6 years for
females, while the average age of those who
died of cardiovascular disease was 69.4 years
for males and 79.0 years for females®.

The influence of migration and mi-
gration policy on demographic and eco-
nomic development. Migration is one of the
most important factors determining economic
and social development in modern Russia.

8 [emorpadpuyeckuin exxerogHuk. 2010. M.,2010. C.101, 180, 184,
332, 333.

°  [emorpaduyeckui exxerogHuk. 2010. M., 2010. C.358, 359, 365.



International migration slows down
the decline in population and labour resourc-
es. In the period of globalization migrants are
an invaluable resource, and Russia will have
to complete for them not only with the EU, but
also with Ukraine and Kazakhstan. Russia
today has an objective interest in attracting
various groups of migrants: those who want
to obtain permanent residence and Russian
citizenship; temporary workers who stay in
the country for both seasonal and more pro-
longed periods of labour; students; and visi-
tors who come to see their relatives or as part
of family reunification programmes. Strong
levels of migration to Russia for permanent
residence in recent years (over 200,000 per
year in 2008-2009 and about 160,000 in
2010) have compensated over a half of nat-
ural population loss. But huge numbers of
temporary labour migrants (including unreg-
istered migrants, those violating immigration
laws, or those in the country illegally) and re-
lated problems (low-cost unskilled labour, so-
cial vulnerability of migrants, ethnic conflicts,
criminal issues, etc.) result in negative public
attitudes towards all migrants. Migrants are
mostly concentrated in lower segments of the
labour market, taking onerous and non-pres-
tigious jobs, which Russians themselves are
not willing to do, in the construction, trans-
port, agriculture and service segments.

Trends in internal migration are con-
tradictory and have tended to worsen Russia’s
demographic problems. When the economy is
on the rise internal migration activity should
also rise, spurred by labour market deficits,
particularly in rapidly developing regions. But
internal migration in Russia is hampered by
unavailability of housing in large cities, rapid
growth of sale prices and level of rents for
apartments, underdeveloped housing loan
mechanisms and their unavailability to many
groups of the general public. Investments
should be redirected to creating jobs in re-
gions and towns, which today supply migrants
to Russia’s largest cities.

Russian demographic policy. The
first stage of Russia’s Demographic Policy
Concept up to 2025 (approved by Presidential
Decree N? 1351, dated October 9th, 2007)
was completed in 2010. The Concept is to
be implemented in three stages (2007-2010;
2011-2015 and 2016-2025) with specific
targets and results expected from each of the
three stages.

The first stage included measures for
reducing mortality due to road accidents and
cardiovascular disease; improving the quality
of medical care for pregnant women; devel-
opment of perinatal technologies to reduce
probability of unsuccessful pregnancies and
deliveries; inflation-indexed benefits to fami-
lies with children; psychological, pedagogical,
medical, social and financial support to foster
families, etc.

In 2008-2010 administrative regions
of the Russian Federation developed their
own demographic programmes to improve
the demographic situation taking account of
regional specifics. These programmes and
provision to them of financial, methodologi-
cal and informational support are being con-
stantly monitored.

The first stage of the Concept was
aimed at reducing the rate of natural loss
of population and achieving increase of
the population through migration. These
tasks were accomplished.

The second stage of the Concept in
2011-2015 consists of further actions to sta-
bilize the demographic situation in Russia.

Despite the apparently large scale of
actions taken in 2007-2010, we think that
they were clearly inadequate to make young
families take independent and responsible
decisions on whether or not to have chil-
dren. Analysis shows that even doubling of
expenditures to support families in 2007 (as
compared with 2006) and indexation of that
support in 2008-2010 still left those expendi-
tures 1.5-2.0 times lower as a percentage of
GDP than in 1995 and 4-5 times lower than in



1990-1991. The share of state support in the
income of families remains insignificant.

The assistance provided to families
with children today and the amounts, which
are scheduled to be spent in 2012-2015, are
clearly insufficient for encouraging fami-
lies to have second and third children and
for stimulating birth rates, and also for
changing the value system and raising the
prestige of families with several children.

Families with children are more at risk
of poverty due to low salaries and small moth-
erand child bonuses. For many young families
having a child entails a dramatic fall of living
standards. The number of children in a family
has become a determining factor of poverty.

The more children a family has, the
lower its per capita incomes, and the higher
the share of poor households with incomes
below the subsistence level. Families where
the motherreceives the state bonus for having
a child under 1.5 years old and families with
pre-school children and only one wage-earner
are the hardest hit. Severe shortage of places
at pre-school educational establishments and
inability to arrange high-quality, low-cost care
for their children mean that mothers cannot
go to work after their maternity leave ends
(when their child is 1.5 years of age). The ex-
isting deficit of pre-school places (about 1.8
million) is too great to be overcome in the next
few years.

Creation of an environment where de-
cisions on having a second, third, etc. child
can be taken by families freely and conscien-
tiously depends on further provision of state-
backed financial support to families with chil-
dren, together with public advertising cam-
paigns to strengthen family values.

Russia needs a law on state guaran-
tees of supportto families with children, which
would establish a comprehensive, accessible

and properly financed system guaranteeing
state support for the process of giving birth to
and raising a child. Such a law should include:
a commitment to gradual increase of expen-
ditures for supporting families with children
(to 1 percent of GDP by 2012, then 1.5 per-
cent of GDP by 2015, followed by 2 percent
by 2020 and 2.5 percent by 2025); additional
ways of using the recently introduced mater-
nal capital (one-off payments to families for
birth of a child); bringing of plans to increase
the minimum wage into accordance with Ar-
ticle 2 of the Labour Code, which states that
wages should provide an adequate standard
of living for the wage-earner and for his/
her family; and increase of tax bonuses to
families with children. Successfully combat-
ing mortality depends on further development
of high-tech medical assistance, increasing
the role of preventive medicine and regular
health examinations, and developing healthy
lifestyle consciousness among children and
young people.

Scientific support for development of
new demographic and family policies requires
reinstitution of the volume of demographic
statistics that was available up to 1998 (this
could be done by relevant changes to the Law
on Acts of Civil Status), more scientific re-
search into social and demographic issues,
and monitoring of the results of demographic
measures that are implemented.

Finally, the country requires greater
awareness of demographic issues at all levels
of management, and it requires skilled social
and demographic assessment of draft proj-
ects, strategies and budgets, i.e. of all issues
that have direct or indirect impact on popula-
tion replacement (birth rate, creation of fami-
lies, health, mortality, migration) and on the
status of families with children.



Chapter 7

While technological progress, competi-
tiveness and achievement of economic growth
clearly have much value in their own rights,
the nature and progress of modernization are
defined by its ultimate objective, which is to
improve living standards today and ensure
favorable living conditions for future genera-
tions. This task is typically defined as that of
attaining sustainable development. The tran-
sition to sustainable development is closely
tied to the processes of economic modern-
ization and ecologization. The UN has stated
that growth of public wealth is closely tied to
achieving Millennium Development Goal 7:
'"Ensure Environmental Sustainability'®.

Increasingly pronounced natural and
social anomalies are the result of mistakes in
the past. In particular, they are the inevitable
outcome of underestimating environmental
priorities. The financial and economic crisis
together with aggravation of environmental
issues has underlined the need for a new
style of economy, and the international com-
munity is actively discussing the need for a
'green’ course in the world economy. In post-
industrial countries the green economy has
been transformed from a desirable but sec-
ondary effect into a key priority. Globally, the
terms 'green economy' and 'green growth'
are ever more frequently used to describe the
process of ecologization. Since 2009 these
terms have featured increasingly in the prin-
ciple documents of international organiza-
tions. 'Green ideology' is defined as a driv-
ing principle for global development in docu-
ments issued by the United Nations? and the
Organization for Economic Cooperation?®.

1 National Human Development Report in the Russian Federation, 2010/
edited by S.N.Bobylev, M: UNDP, 2010.

2 See, for example, Towards a Green Economy: Pathways to Sustainable
Development and Poverty Eradication. UNEP, 2011

3 See, for example, Declaration on Green Growth. OECD, 25 June 2009.

The green economy is an economy
that enhances human wealth and delivers so-
cial justice at the same time as substantially
reducing environmental risk and degrada-
tion“. The essential characteristics of such an
economy include:

e Low carbon emissions;

e Efficient use of natural resources;

e Preservation, increase and restoration of
natural capital;

e Preventing loss of biodiversity and eco-
system services;

e Growth of incomes and employment.

The green economy is often consid-
ered in the context of global climate change
( Figure 7.1) and as a promising tool for over-
coming the global economic crisis. A priority
of the green agenda is radical improvement
of energy efficiency and this is to be fol-
lowed by mobilization and re-building of the
global economy by increasing investment in
clean technology and ‘natural’ infrastructure,
stimulating ecologization of the economy, re-
turning markets to normal functioning and
averting any catastrophic consequences of
climate change. Implementation of the new
green agenda involves minimizing use of non-
renewable resources for electricity genera-
tion by investing in renewable power sources
and by compulsory energy saving. Together
these activities will reduce energy demand
and associated costs. According to UNEP es-
timates, investing 2 percent of global GDP to
make 10 sectors ‘green’ would be enough to
change the global development pattern, re-
duce greenhouse gas emissions and achieve
resource efficiency.

One can argue endlessly about wheth-
er or not climate change is really occurring,

Green Growth: Overcoming the Crisis and Beyond. OECD, 2009.
Sustainable Development and Eco-innovation: Towards a Green Econo-
my OECD Policy Brief, June 2009.

4 Towards a Green Economy: Pathways to Sustainable Development and
Poverty Eradication. UNEP, 2011



Figure 7.1. Shares of countries in global greenhouse gas emissions, percent

but in coming decades
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fields on its territory.

47.1%

Other
countries

One important result of modernization
and, at the same time, a criterion of transi-
tion to sustainable development is achieve-
ment of the effect called 'decoupling' — the
disassociation of economic growth from nat-
ural resource consumption and environment
pollution, which enables economic growth to
outrun consumption of natural resources and
environmental impact. 'Decoupling' has re-
cently become an important concept for both
scientists and politicians. The decoupling ef-
fect is especially desirable with respect to
energy consumption and macroeconomic
trends, since it reflects a situation where GDP
growth rates overtake rates of energy con-

22.3% China

19.9% USA

5.5% India

5.2% Russia
Source: UN Statistics Division, MDG indicators, 2010

sumption. This important objective has been
achieved by nearly all developed countries.
For example, over the three last decades Den-
mark has managed to double its GDP without
increasing its energy consumption.

Implementation of sustainable de-
velopment depends on a transition from hu-
manitarian appeals to economic interest and
on support for eco-based modernization. This
shift must become part of the ‘rules of the
game’ for business to ensure that economic
development moves in the right direction.
While giving priority to the needs of the natu-
ral environment, the approach has to be ca-
pable of generating profits (through economic
instruments) and prestige (defined at the lev-
el of culture).

The goal of reducing natural resource
exploitation by improving energy efficiency is
in itself an acknowledgement of the ultimate
value of the natural environment. Environ-
mental and economic interests are united for
the purposes of achieving this goal. Motiva-
tions may differ, but the principle objective is
clear: to enhance the value of nature as a pre-
requisite for sustainable development.

There is a clear trend towards high
valuation of the natural environment as such,



regardless of short-term fluctuations in prices
for specific natural resources. It is increasing-
ly evident that such valuation is the key prior-
ity for the global economy, and humanity has
been focused on this objective for the last two
decades, particularly in developed countries.
The chain, which humanity has forged for the
purpose of hauling society and the economy
into a new type of development, is made of
many links: global technology modernization
to reduce traditional natural resource use and
pollution, drastic increase in output of goods
and services per unit of raw material, green
growth and ecologization of the economy, fo-
cus on climate system value, energy efficien-
cy and renewable energy sources, a broader
range of economic and legal tools for transi-
tion to ecologically sustainable development,
and much else besides.

As a country that seeks membership
of the OECD and active participation in the
activities of the UN (including the Rio+20
UN Conference), Russia will have to use the
conceptual apparatus of leading international
organizations and developed countries.
Awareness of environmental issues in Russia
has grown in the last two years. Speeches
by the Russian President and Prime Minister
have deplored ‘neglect’ of these problems
and emphasized the need for ecologization
of the economy and achievement of green
growth.

The Rio+20 process, which has been
launched worldwide 20 years after the Rio
de Janeiro Conference and in preparation
for the UN World Conference on Sustainable
Development in 2012, has special relevance
for Russia and offers new opportunities for
the country with respect to economic growth,
naturalresource endowment, and choiceofan
optimal development path. Russia’s priorities
for innovation policy, energy efficiency and
modernization of the economy for today’s
needs entail an orientation to sustainable

development. Russia and the other BRIC
countries (Brazil, India and China) could
be leaders in the transition to sustainable
development.

Changeover to sustainable devel-
opment is bound to be led by countries, for
which the changeover has most relevance,
based on recognition of that relevance and
a specific economic aptitude for making the
changeover. A number of developed countries
have become actively involved in the process
since the UN Conference in Rio de Janeiro
in 1992. New national development strate-
gies have emerged (‘Sustainable America’,
‘Sustainable Netherlands’, etc.) and these
countries are now setting more specific tasks
related to green growth and prevention of
climate change. However, many other coun-
tries, which are focused on securing econom-
ic growth to resolve severe social problems,
have not been able to meet this global chal-
lenge to the fullest extent. While sustainable
development is highly relevant for any coun-
try and depends on the joint efforts of the
world community, real advances can only be
ensured by countries with sufficiently devel-
oped economies. Involvement of other coun-
tries becomes possible as a function of their
economic growth rates and to the extent that
developed nations provide assistance.

Success in propagating the ideas of
sustainable development and ensuring par-
ticipation by countries depends on adapting
the relevant ideas to take account of specific
features of each country. Different countries
have different concepts of sustainable devel-
opment and how to achieve it and unanim-
ity is unlikely to appear in the future. At the
international level this means that unofficial
partnerships between the representatives of
different nations will be needed in addition to
official cooperation by the global community
through the United Nations.



Russia needs to estimate the
benefits and problems in establishment of a
sustainable development path and to develop
and adopt a national strategy for sustainable
development. It will be important to draw on
rich regional experience in carrying out these
tasks.

In contrast with established trends
in the global economy, Russia in the post-
crisis period has preserved and consolidated
anti-sustainable tendencies. The country has
fallen into a raw materials trap — creation of
an economic model based on the export of
commodities. At present more than a half of
the economy consists of sectors with huge
impact on the environment — the energy and
metallurgy industries. Unfortunately, in the
crisis period the Russian government had
to save the country’s main ‘export’ players,
which had borrowed heavily abroad, in con-
trast with many other governments worldwide
that used the crisis to modernize and ecolo-
gize their economies. Russia in moving to in-
crease hydrocarbon exports via a number of
mammoth projects: creation of international
gas pipelines (North and South Stream), de-
velopment of offshore shelf reserves, and of
fields in the Yamal Peninsula. These projects
threaten to make the Russian economy high-
er-carbon and less sustainable.

At present, Russian economic growth
is coupled to increased environmental pol-
lution and degradation, natural resource
depletion, biosphere imbalance and climate
change, which tend to worsen human health
and limit the opportunities for future develop-
ment. The country may become more pros-
perous, but this will not entail improvements
in the quality of life of its people.

This emphasizes the most important
feature of modernization, which is to ensure
that technological progress serves the objec-
tives of sustainable economic development,
preserving the natural environment in order
to develop human potential. Responsible
management of the environment becomes
definitive for economic growth and for human
existence.

The global financial crisis has high-
lighted a number of serious risks to future
sustainability, economic growth and social
development. In Russia, the prevailing at-
titude is still one of rent-oriented behavior
and expectations of a post-crisis status quo,
based on restoration of export prices for en-
ergy and metals resources, giving a return to
the financial flows of the last decade. This will
mean a return to the pre-crisis model based
on export of raw materials. The political risks
of the current resource dependence are very
high because it tends to degrade key social
institutions. This is a principally new phenom-
enon in Russia

Economic modernization needs to
be linked to a ‘win-win’ policy, which unites
economic efficiency with sustainable use of
natural resources and reduction of harmful
emissions, coupling environmental priorities
with objectives for the national economy, so
that policy measures give both economic and
environmental benefits. Russia has huge ca-
pacity for positive environmental effects (‘en-
vironmental cream skimming’) in the form of
natural resource savings and reduction of
pollution through relatively cheap interven-
tions in the economy — most obviously by im-
plementation of various efficient and environ-
mentally friendly technologies. In this respect
Russia is much better placed than developed
countries, which have already used up such
capacities for environmental efficiency, and
for which achievement of further environ-
mental effects is very expensive (particularly



as regards mitigation of climate change and
implementation of the Kyoto Protocol).

Transition in coming years to an in-
novative, socially responsible economy and
to environmentally sustainable development
are essentially one and the same task for
Russia. The goal of drastic increase in energy
efficiency (by 40 percent by 2020) is the obvi-
ous example of this, and its achievement will
bring huge environmental benefit. The close
relationship between energy efficiency and
environmental efficiency was highlighted in a
decree of the President of the Russian Fed-
eration in 2008. This 'win-win' policy must
become an important social and economic
principle for Russia in the next 10-20 years.

This will depend on encouraging the
creation, propagation and application of in-
novations that offer improvements in the en-
vironment-to-product chains linking primary
raw materials with finished products and ser-
vices, and on 'suppressing' economic activi-
ties that deplete natural capital and pollute
the environment. The world has already as-
sembled a comprehensive set of economic
tools for implementing such innovations and
reducing pressure on the environment while
achieving growth of final results, i.e. a set
of tools for ‘decoupling’. Many of them have
already shown their environmental and eco-
nomic efficiency in developed countries. The
role of taxation deserves special mention:
the tax system can be used to limit develop-
ment of industries, which exploit and pollute
the natural environment, while stimulating
growth of processing industries and creation
of infrastructure that enables efficient use of
raw materials and production of high value-
added goods and services on the basis of
those raw materials.

The experience of Russia and other
countriesin modernization ofthe economyvia
a ‘win-win’ policyisoneofimprovingeconomic

indices and living standards. In Russia the
use of associated gas to produce oil, gas and
coke in Tomsk and Kemerovo regions offers a
good example of what can be achieved. Strict
environmentalstandardsneedtobecombined
with economic incentives using all available
mechanisms, so that people are made aware
both of the importance of the task and of the
economic gains that can be obtained from its
achievement. The government can provide
assistance through adjustment of the tax
system, lending, exemptions, subsidies, tariff
rates, duties, insurance, and the investment
climate.

The future should see changeover
to the best available resource-saving
technologies, while laws on payments and
fines for environmental pollution, a system of
monitoring, ending of the system of temporary
emission permits, repair of previous damage
to the environment, and a law concerning
zones with severe environmental problems
all need to be put in place today. A relatively
simple, low-cost measure for addressing the
problem of waste creation and encouraging
development of appropriate production
would be the passing of a container deposit
law, efficiency of which has been proven
worldwide.

Modernization is a particularly urgent
priority in view of the anti-sustainability
trends, which emerged as a result of the
turn by the Russian economy in the 1990s
towards raw-material and environment-
polluting sectors, which was accompanied by
degradation of resource-efficient and high-
techindustries. Theincreasingly ‘heavyweight’
nature of the economy was also a result of
high energy prices (particularly the galloping
increases in prices for oil since 2000). The
importance in the Russian economy of energy
and metallurgy - the industrial sectors
with greatest environmental impact — has
greatly increased since 1990, while the
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share of industries with minor impact of the
environment (particularly machine-building)
has seen a major decline. Overall, there has
been a large shift towards nature-intensive
industries. Russia’s economy is increasingly
reliant on the sale of raw materials. According
to the Ministry of Economic Development, the
Russian economy has become increasingly
vulnerable to global energy and raw material
prices in the period since 19985.

The biggest environmental hazard of
the post-crisis period, therefore, is further
consolidation of the established develop-
ment model based on raw material exports
— a model which is not longer viable. Russia
could see further decline of its high-tech in-
dustries (machine-building, various process-
ing industries, etc.), and further growth of
pollution and environmental abuse. Under
such economic conditions, any environment
policy will have limited effect and will only be
capable of mitigating the effects of an anti-
sustainable development path with high im-
pact on the environment.

5 From a speech by A. Klepach, Deputy Minister of Economic Develop-
ment (Izvestiya, October 7, 2010)

The need for dramatic upgrading of
Russia’s national technology base represents
a key argument for modernization. Old
equipment cannot provide effective use of
natural resources and leads to increased
environmental pollution. The urgency of
modernization is apparent from the highly
depreciated and outdated state of fixed
assets (machines, equipment, buildings, and
infrastructure (Figure 7.2). Half of fixed assets
in Russia are in need of replacement. Massive
aging of production assets adversely affects
management of natural resources, increases
pollution and results in more environmental
events and disasters. Replacement of old
equipment is not happening fast enough
due to lack of investment: at the current
replacement rate of about 4 percent full
renewal of fixed assets will require several
decades (Figure 7.2). The issue is not merely
routine replacement of assets (inevitable
due to physical wear), but ensuring that
technological quality of the replacements
matches new standards. Achievement of
a breakthrough depends on substantial
investments and rapid propagation of
progressive, resource-efficient technologies.



Structural and technological re-build-
ing of the economy to enable efficient re-
source saving and reduced environmental
pollution offers huge potential for modern-
ization through changeover to ecological and
economic sustainability. Modernization plays
a special role in this process. Implementa-
tion of innovations, development of science
and technology, IT, new materials, products
and technologies can reduce consumption of
natural resources and amounts of pollution
per unit of produced goods and services by
several times. Technological rationalization
of the economy and its structure could re-
duce natural resource use by 30-50 percent,
augmenting output of finished products and
services while substantially reducing impact
on the environment. Russia could stabilize
levels of output and amounts of territory used
to produce energy, mineral resources, timber
and agricultural produce, creating a more
efficient and sustainable model, which will
greatly improve people’s welfare. According
to the Russian Federation Energy Strategy up
to 2030, implementation of relatively simple
energy-saving technologies can reduce cur-
rent Russian energy consumption by about
half. So a GDP increase by two or three times,
considerable improvement of welfare, and
raising of the social and environmental qual-
ity of life could be achieved at current levels
of production and use of natural resources
by means of modernizing shifts in economic
structure and technology, which would save
enormous quantities of raw materials for
useful deployment in the national economy
or for export.

In the context of modernization and
the theory of technological models defined
by Sergey Glazyev (See the Introduction to
the present Report), it is worth noting that
when replacing old systems, underdeveloped
countries enjoy a certain advantage because
they are not burdened by over-accumulation

of capital in obsolete technology structures®.
In the period when they are forming new mod-
els, such countries can orient themselves to
the investment and technology experience
that has already been accumulated by devel-
oped countries.

Investment in resource-efficient restruc-
turing of the economy, drastic change of its tech-
nology base, ecologization, sustainability and
construction of a less nature-intensive economy
minimize the costs required to eliminate nega-
tive environmental impacts of technology-driven
economic development in the future.

The opportunity for making huge re-
source savings make it essential to design
and implement efficient modernization prac-
tices and innovation policy that lead to sci-
entific and technical achievements in the
spheres of technology, product development
and the service industry. All of the new tech-
nologies which are implemented and propa-
gated in the economy have to meet required
economic standards and regulations in order
to be commercially viable. The government
has to stimulate technological modernization
and provide financial support using the entire
range of economic and legal tools that are
available at national and international levels.

Widespread use of resource-efficient
and environmentally clean technologies and
relevant eco-friendly shifts in the economy
are closely correlated with large reduction of
natural resource consumption and pollution
per unit of final products (per unit of GDP on
the macro level). expressed in the lowering of
nature-intensity indices (in particular, energy
intensity and pollution intensity). At present,
Russian natural resource consumption and
pollution per unit of GDP exceed those of
developed countries.

6 CMm. MmasbeB C. 0. MUpPOBOI 3KOHOMMYECKWI KPU3UC KaK npouecc
CMEeHbI TEXHONOTMYECKMUX YKNagoB // Bonpockl akoHOMMKHM, N23, 2009.



Atthe same time, it would be mistaken
to idealize new technologies. They are capa-
ble of increasing as well as lessening envi-
ronmental impact and degradation of the en-
vironment. The potential hazards of applying
science and technology have been demon-
strated by the disasters at Chernobyl (1986),
Fukushima (2010) and in the Gulf of Mexico
(2010). Scientific and technological advanc-
es and human innovative activities can lead
to irreversible consequences in the form of
economic impact on the environment.

A promising approach to technological
modernization for Russia is via the concept
of 'best available technologies', which sets
high scientific and technological standards
for equipment used, including limitation of
natural resource consumption and creation of
pollution. In Russia, the concept was brought
into law by Federal Law N27, 'On Environment
Protection' (passed on January 10, 2002).
The Law calls for provision of a favorable
tax regime and other privileges to facilitate
implementation of best-available technolo-
gies and renewable (non-traditional) energy,
recycling and waste processing, etc. (Article
14). Unfortunately, this constructive provision
still remains declarative, since incentives and
privileges for implementation of eco-friendly
technologies are in fact unavailable.

Energy is the hub sector of the Rus-
sian economy. It is the leading contributor to
GDP, taxes, budget income, employment, and
export revenues. In the long term, the ener-
gy sector will retain its role in the economy,
and increased output of energy resources is
planned. Meanwhile, the sector is the main
contributor to Russia’s environmental pollu-
tion, depletion of natural resources and deg-
radation of huge virgin territories. The energy

sector is the main polluter in the economy,
producing about 50 percent of all harmful
atmospheric emissions, 12 percent of water
pollution, approximately 90 percent of indus-
trial and consumption waste, and 80 percent
of total Russian greenhouse gas emissions.
It also has considerable negative impact on
public health.

For Russia the risk of exhaustion of
known and accessible oil reserves in the
next 20-30 years is very real, and exhaustion
of other cost-effective mineral resource
developmentsisalsodrawing near. Volga-Ural
and Western Siberian resources (primarily
oil and gas) are being quickly depleted. The
North Caucasus oil-and-gas province is 70-
80 percent depleted, the figure for the Volga-
Uralregionis 50 percent, and that for Western
Siberia is 45 percent. This situation is the
result of poor-quality geological exploration
work in the past decade, and difficulties of
production in areas with severe climates.
Even during the oil industry recovery period
in 2002-2008, the time horizon for depletion
of oil reserves narrowed from 26.3 to 21.9
years. Replenishing of known oil reservesis a
very slow process and the crisis hasinevitably
worsened the situation.

The situation is better as regards
natural gas due to substantial reserves
(sufficient for about 70 years of production).
But new production sources will be extremely
expensive to tap, since they are located on
the shelf of the Barents Sea and Sakhalin
Island and in the permafrost of Siberia.
Development of these fields requires multi-
billion-dollar investments today and they will
not come into production until many years
into the future.

The energy sector requires safe exploi-
tation of traditional reserves and achievement
of energy efficiency. The potential for savings
is enormous. Russia could save 45 percent



of its total primary energy consumption — an
amount equal to the annual primary energy
consumption of a nation like France. Wast-
age results from low energy efficiency (2-4
times inferior to developed countries), which
is largely due to technological backwardness.
There is also a need to increase yield from
producing fields by means of a differenti-
ated taxation system: at present companies
'cream off' most accessible reserves, extract-
ing about 30 percent of the total compared
with a figure of 50 percent in the USSR.

It is important to clearly define how to
ensure the energy basis for Russia’s devel-
opment and its role as an energy contributor.
Theoretically, there are at least two answers
— to increase gross output of energy or to use
reserves. Here the government has to strictly
define development priorities, because in-
vestment by government and companies will
not be sufficient to fund both tasks. In trans-
forming the Russian economy, development
of the energy sector needs to focus on final
and not intermediate results with respect to
production of energy resources, electricity and
heat. Should the emphasis be on producing
more energy? Our energy-intensive and back-
ward economic structure is in itself a huge al-
ternative energy resource, which could yield
hundreds of millions of tonnes of additional
output through better management. This al-
ternative resource is concentrated in the Eu-
ropean part of Russia, where actual reserves
of oil, gas and coal are minimal, but where the
bulk of Russia’s industrial and power facili-
ties, housing, utilities and transport are con-
centrated, and where hundreds of millions of
tonnes of valuable raw materials are used un-
necessarily or wasted due to obsolete tech-
nologies. This is the resource that could drive
development of the Russian economy in the
coming 10-15 years.

Realization of the huge opportunities
for increasing energy efficiency depends on

taking urgent measures to make energy sav-
ing economically beneficial at all levels — from
industrial development to households (in-
cluding installation of water and heat meter-
ing in houses and introduction of incentives
for energy saving at production facilities).
It is difficult to overestimate the incentive-
creating, regulatory and enforcement role of
governmentin increasing energy efficiency. At
present growth of energy resource production
is supported by numerous lobbies (oil & gas
producers, nuclear power producers, electric-
ity producers, etc.) while energy saving has no
real support group in business, government
or society.

Reduction of energy intensity could
provide savings of up to 240 billion m?3 of
natural gas, which is more than one third of
entire current Russian gas production’” while
still meeting demand for gas both inside and
outside the country.

Investments by private and govern-
ment organizations and households to the
value of US$320 billion will be needed in or-
derto realize this potential for improvement of
energy efficiency. This is three times less than
would be needed for new energy resource ex-
ploration and development (over US$1 tril-
lion). Investments in energy efficiency will
have positive impact on the economy worth
US$120-150 billion annually, so that the orig-
inal investment would be repaid within two-
three years (three or four times more quickly
than the average international indicator).

The portfolio of energy projects fi-
nanced using government funds should be
restructured, including the abandonment,
in the first instance, of large-scale, nature-
intensive energy and infrastructure projects
with high environmental risks. Russia’s huge
potential for energy saving should mean that

7 0T4eT «3HeproahpHeKTUBHOCTb B POCCHU: CKPbITbIN pe3epBr». BceMUpHbIi
6aHK, U3H3®P, 2009. www.cenef.ru/file/FINAL_EE_report_rus.pdf



companies do not need to push ahead with
developmentof new fieldsinthe Far North and
shelf projects, which require multi-billion-dol-
lar investments and carry high financial risks
due to energy price fluctuations. The environ-
mental risks of such undertakings are also
high amid global climate change (increased
investments in infrastructure will be needed
due to problems associated with thawing of
permafrost layers), and high failure probabil-
ity was demonstrated by collapse of the Brit-
ish Petroleum offshore platform in the Gulf
of Mexico. However, this is not to deny that
geological exploration work in promising ar-
eas should be continued.

Stabilization of extraction levels and
environmentally justified reduction of the
share of raw materials in exports does not
automatically entail a decrease in the eco-
nomic benefits from use of Russia’s natural
capital and advantages. There are, in fact,
two ways of obtaining additional export ben-
efits. Firstly, increase of energy efficiency and
realization of energy-saving potential inside
the country will enable additional export of up
to US$100 billion of energy resources annu-
ally. Another aspect of this development will
be greater use of renewable energy sources.
Secondly, modernization and technological
restructuring of the Russian economy, par-
ticularly through increase in the shares of the
processing and manufacturing sectors and
advanced processing of raw materials can
bring tens of billions of dollars thanks to ex-
port of more highly processed products that
have greater value-added. To offer a simple
example: the Russian Ministry of Finance and
the Economics Expert Group estimate that
the country loses up to three percent of GDP
due to insufficient depth of oil refining.

Modernization must also take account
of Russia’s huge capacities for renewable
energy sources. The economic potential of
renewables development, which is economi-

cally efficient even at current levels of tech-
nology and under existing market conditions,
is about 300 million tonnes of reference fuel
per year or 30 percent of the annual con-
sumption of energy resources in Russia. In
particular, the country has more potential
than any other in the world for exploitation of
wind energy.

This potential can be tapped by stim-
ulating renewable power generation and
supporting domestic production of the nec-
essary equipment. The recent experience of
Western Europe shows that development of
renewables requires only minimal support,
since, once launched, the process gathers
momentum and snowballs, outperforming
all forecasts. This development direction
would not conflict with, but strengthen Rus-
sia’s position as a hydrocarbon supplier, ex-
panding its energy export capabilities and
ensuring national self-sufficiency and future
development.

Renewables are of greatest value for
meeting domestic needs, including those
of sparsely populated areas (up to 70 per-
cent of Russian territory). The general pub-
lic can be encouraged to use renewables as
an additional energy source, and they are
also valuable as auxiliary power sources in
industry and in hydrocarbon production (as
recently shown in Yamal field development).

As well as depending on drastic tech-
nological shifts in the economy, modernization
also requires modernization of the traditional
market model. A positive factor for improving
the model is the emergence of markets for
new goods and services tied to natural phe-
nomena that have no commercial price. The
most remarkable breakthrough in this sphere



in the 2000s was emergence
of global and national carbon
credit markets following rati-
fication of the Kyoto Protocol
(2004). The regulating func-
tions of many ecosystems
(forests and crops) that ab-
sorb greenhouse gases have
thus obtained prices and
markets.

61.42%

The system of pay-
ments for ecosystem servic-
es that has been introduced
in many economies is based
on expanding market cover-
age and increasing the val-
ue of natural resources and
services.

An approach similar to the Kyoto
mechanisms has to be extended to all kinds of
natural resources and services, and not only
those which are available 'on the market' to-
day. Organization of payments for ecosystem
services offers new opportunities for devel-
opment in Russia, a country with particularly
rich natural resource endowment.

Economic modernization in Russia
must also take account of the country’s enor-
mous capabilities in the sphere of ecosystem
services, including the global ecological role
of its forests, wetlands and other natural eco-
systems. Ecosystem services are the benefits
which people obtain from ecosystems. Rus-
sia is an ecological donor to the planet and
needs to capitalize her ecosystem services
and obtain profit from them (Figure 7.3). A
number of factors can be highlighted to point
out the importance of Russian ecosystems
in global regulation: the country has a bigger
share of its territory undisturbed by economic
activities than any other country (60-65 per-
cent of total Russian territory); it has the larg-
est area in the world under forest; and it has
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Figure 7.3. Contributions of the ecosystems of various countries
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enormous wetlands (marshes, waterlogged
zones, etc.). Russia has unique ecosystems
with rare flora and fauna species, which are
global natural assets.

There is great scope for development
of the ecosystem service market and ecologi-
cal investments at both international and do-
mestic levels. Russia has many naturally rich
territories that are ecological donors for both
Russia itself and the entire planet. However,
the 'rich nature — poor population' contrast
is often applicable (this is true in the Rus-
sian regions of Buryatiya, Altai, Kamchatka,
etc.). Regions have to pay economic costs for
nature conservation, limiting the activities
of nature-intensive industries, which are the
foundation of the Russian economy. It would
be expedient therefore to create a special
economic compensation mechanism that al-
lows calculation and compensation of eco-
logical contributions of the various adminis-
trative regions of the Russian Federation, tak-
ing account of ‘ecological disparity’ between
regions. The needs of nature conservation in
regions that are ecological donors should be
considered when developing the subsidy sys-



tem for regions, and there should be relevant
government support for local populations in
this sphere, which deserves to be considered
as a form of economic activity.

Initiatives that support sustainable
nature management at regional and local
levels is very important and the government
should create mechanisms to encourage
such projects. Sustainable forest manage-
ment (including forest resources other than
timber) can be supported by investments and
various economic tools, as can productive
and ‘environmentally clean’ agriculture, tra-
ditional natural resource use, recreation and
eco-tourism, etc.

Formation of a market of credits for
use of natural resource and pollution/emis-
sions in regions, and between neighboring
regions and production facilities would be
a useful supplement to the compensation
mechanism. Such markets might be devel-
oped using mechanisms similar to those of
the Kyoto Protocol. Global experience shows
that credit markets reduce burden on the en-
vironment more quickly and with less costs
for both private and public sectors.

Cooperation between regions is pos-
sible on the basis of natural service valuation
(increasing the value of natural assets and
their transformation into goods), accessing in-
ternational markets to obtain compensation.

Modernization could be accelerated
by activating Russia’s economic participa-
tion in mechanisms aimed at reducing glob-
al climate change, particularly in the Kyoto
and post-Kyoto agreements, since this
would help to attract hundreds of millions of
dollars in foreign investments. This is impor-
tant for ensuring support for modernization
processes from government and business,
overcoming the crisis, rebuilding the tech-
nology structure of the economy, and obtain-

ing multiplier effects in various industries.
Substantial benefits could be obtained by:

e introducing innovative and eco-friendly
technologies, primarily to increase energy
efficiency. Clean technology funds and
climate investment funds that have been
developed internationally could be used
(such funds make cheap investment re-
sources and innovative approaches avail-
able for increasing energy efficiency);

e obtaining additional resources to support
and protect ecosystem services (particularly
for ecosystems in forestry and agriculture).

Sales in the global carbon market in
2008 exceeded US$100 billion. Although it
has a free credit stock amounting to five bil-
lion tonnes of CO2, Russia has not yet suc-
ceeded in developing an effective mechanism
to convert the asset into money for support-
ing Russian business and to carry out prior-
ity investments and innovations which meet
modern energy and ecology requirements.
Tenders for selling carbon credits, which have
been started by the biggest Russian bank,
Sberbank, have taken too long to organize.
The example of Ukraine demonstrates how
great the lost profit opportunity could be:
Ukraine will sell its 2009-2010 credits to Ja-
pan for 300 million euros.

Russia should be one of the leaders
in developing terms of the ‘post-Kyoto agree-
ments’ up to 2050. The country has strong
arguments based on the huge potential of its
ecosystem services to regulate the climate
(forests, marsh, agricultural lands, etc.).
These services with their global character
have to be included in future agreements.
This could offer enormous financial and polit-
ical benefits as well as acceleration of tech-
nological modernization of the economy.

It is vital that Russia should develop a
national system to trade rights for emission



and absorption of greenhouse gases, without
which Russian companies will not have suf-
ficient incentives to reduce emissions and
switch to low-carbon technologies. Also, un-
less Russia has a national trading system
that is harmonized with other national sys-
tems, Russian companies that export their
products may find it difficult to overcome
protectionism by governments in countries
where national trading systems will be in op-
eration.

Modernization and transition to sus-
tainable development requires balanced so-
cial, economic and environmental policies.
The urgency of modernization and increasing-
ly grave nature of environmental problems call
for design and implementation of an effective
policy. Paradoxically, the best eco-policy is
not one that is formulated separately, but one
that is seamlessly incorporated into overall
social and economic policy. This means that
economic policy needs to be environmentally
sustainable and capable of preventing loss of
natural resources and pollution of the envi-
ronment, while social policy has to be capable
of protecting public health — a task for which
a clean environment plays a very important
role. If such economic and social policies
cannot be put in place, a strong eco-policy
is obviously required. The policy then has to
be compensatory by nature, and capable of
‘cleaning up’ the consequences of ineffec-
tive economic and social policies. A struggle
between up-to-date environment policy and
the consequences of environmentally unbal-
anced economic policy is common to many
countries worldwide.

Without detracting from the impor-
tance of modernization policy, it should be
emphasized thatitis a long-term task, while a

natural resource policyis needed immediately,
because natural resources and our treatment
of them determine Russia’s development
today and in the near term. The policy must
go beyond declarations, which have already
been given in Russia’s Environmental Doc-
trine. It must consist of purposeful activities:
a series of actions based on the current situa-
tion and prospects for desirable development
of the situation. Environment policy has to be
clear-cut, but its realization cannot be sepa-
rated from mainstream development and has
to be incorporated into the strategies, plans,
programmes and mechanisms of national de-
velopment. Regardless of their declared im-
portance, any individual programmes will be
considered as supplementary and will only ob-
tain funding that is left over from programmes
with higher priority. The key principle, there-
fore, is to include environment policy in gen-
eral development plans that aim to resolve
social and economic problems, which are of
prime concern. Even essentially environmen-
tal procedures (creation of special protected
natural areas, conservation of biodiversity,
etc.) should be a part of market mechanisms
that are understandable to all, in the form of
payments for ecosystem services. The same
applies to other aspects of environment pol-
icy, including laws, education, culture, and
development of civil society: all these things
should be included as part of general strat-
egies and programmes for development. If
this principle is not observed there is much
greater risk that environmental law will not
be obeyed, real support for the environmen-
tal movement will be lacking, the importance
of education concerning the environment will
not be appreciated, and the appropriate cul-
ture will fail to develop.

The environment needs to be insti-
tutionally secured as a priority direction for
work by the Russian government. This can be
achieved by:

e ensuring broad social and analytical sup-



port for reforms through extensive partic-
ipation by the general public (NGOs and
public chambers), business (the Chamber
of Commerce and Industry, the Russian
Union of Industrialists and Entrepreneurs)
and the expert community (the Russian
Academy of Sciences and the higher edu-
cation system);

e greater involvement by Russia in interna-
tional cooperation;

e preparation of official strategy documents
regarding the environment and plans for
strategy implementation (sustainable de-
velopment strategy, national environment
policy and a plan of activities to modern-
ize and reform environmental manage-
ment);

e use of other indicators, in addition to GDP
or GRP, as development measures, in or-
der to take account of the ‘price’ of eco-
nomic growth for the natural environment
and for people (indicators of sustainable
development and adjusted net savings).

Introduction of a system of sustain-
able development indicators is an essential
necessary first step towards modernization
and ecologization of the economy.

Typical disadvantages of the current
decision-making process include the abso-
lute priority given to economic growth and its
traditional indices. The outlook of most politi-
ciansand scientistsonthe development prob-
lem needs to be changed. The dominant view
at present identifies economic growth with
growth of GDP, maximization of profit, finan-
cial flows and other financial indices, while
quality of growth and associated costs (envi-
ronmental and social) are generally ignored.
It is now recognhized worldwide that GDP is
not an adequate index for reflecting the vari-

ous aspects of socio-economic development,
particularly social and environmental factors.
In Russia changes in GDP are closely tied to
oil prices. Calculations by the Ministry of Eco-
nomic Development show that a change in oil
prices by US$10 per barrel alters the rate of
Russian GDP growth by 0.4-0.5 of one per-
centage point. It is not hard to establish that
post-crisis growth in Russia has been mainly
due to increase of world prices, and not to
any real changes in the economy.

Official indices of international or-
ganizations (particularly the UN Human De-
velopment Index and Adjusted Net Savings
measured by the World Bank) pointed to
serious environmental and social problems
in Russia in the period before the world fi-
nancial crisis. In 2006 — apparently a suc-
cessful year for the Russian economy, which
achieved 6.7 percent GDP growth — Adjusted
Net Savings were negative (-13.8 percent),
to a large extent due to depletion of natural
resources. Out of more than 150 countries,
for which Adjusted Net Savings are calculat-
ed, only some 30 countries, including Rus-
sia, show negative results, while both devel-
oped economies and the other BRIC coun-
tries (China, India and Brazil) show positive
values.

Russia should, as a matter of urgency,
begin publication of indices for environmental
and energy efficiency and for specific types of
pollution and use them in reporting at federal
and regional levels.

Use should be made at federal and re-
gional levels of the indices, which are being
applied to monitor implementation of the UN
Millennium Development Goals (particularly
of Goal 7: 'Ensure Environmental Sustain-
ability").

Indices are also needed to measure
accrued damage to the environment (pollu-



tion and waste), depletion of resources (which
can in no way be compensated in the long run
by exploration for new resources), impact of en-
vironmental pollution on human health, land-
scape degradation, use of renewable energy
sources, valuation of ecosystem services (for-
est, water, biosphere), specially protected nat-
ural territories, cooperation between regions
(subsidization of regions that provide ecosystem
services), as well as monitoring of international
opportunities and inclusion in the market

Foundations have already been laid in
the form of decrees of the Russian President
on ecology and energy efficiency (2008) and
reports by regions on energy efficiency (2010).
Positive steps have also included a Russian
government resolution of March 4, 2011 on
introduction of new indices for protection of
the environment to measure efficiency of ac-
tion by regional administrations (the new
document amends government resolution N¢
322, dated April 15, 2009).

Civil society has a fundamental role
to play in modernization and in ensuring
sustainable development: its tasks include
propagation of ideas, support and active
participation in their realization, and,
ultimately, entrusting the government with
responsibility for ensuring that Russia makes
progress in this direction. Civil society could
be the process initiator which, after necessary
assessments have been made and priorities
defined,woulddemonstratecommitmentofthe
general public to the environmental cause and
entrust the government with responsibility for
ensuring Russia’s active participation in global
progress towards sustainable development.
First and foremost this requires a broad public
awareness campaign to promote the ideas of
sustainable development. At present not only

the general public but also many decision-
makers have only sketchy notions of what
sustainable development is and why ensuring
sustainable development is a priority for the
international community.

Success in realizing the ideas of eco-
nomic modernization, energy efficiency and
sustainable development depends on the
commitment and activity of all interested par-
ties. Hence the need for educational and pub-
lic awareness activities, purposeful work by
the mass media, cultural professionals and
experts in social advertising. The government
has to help improve levels of environmental-
economic culture among the general public
for purposes of raising energy efficiency and
environmental efficiency, including practical
measures for saving water, gas and electricity,
and consideration for the environment in use
of personal transport vehicles and food, and
in recycling of waste. Knowledge needs to be
disseminated through introduction of a spe-
cial school subject, information campaigns,
mandatory mass media coverage of environ-
mental topics and setting of mandatory limits
for social advertising. An important role has to
be played by civil society structures, including
large social organizations, youth movements
and professional institutions for sustainable
development (such as public policy institutes
that work in close association with public
chambers). Development of such institutions
at both federal and regional level would help
to consolidate the efforts of the expert com-
munity and to involve civil society in specifying
the directions and implementing the specific
tasks of economic modernization to ensure
sustainable development.

The modernization process must cre-
ate a basis for environmentally sustainable



innovative development in Russia. Priority
steps, which need to be taken, include:

Development and adoption of a sustain-
able development strategy

Economic support for ecologization of the
economy and for 'green growth', including
mechanisms of insurance, taxes, credits,
subsidies, tariffs, duties, etc.

Moving beyond an exclusive focus on GDP
or GRP as indicators of development,
and paying more attention to sustainable
development indices that consider the
'price' of economic growth for the natural
environment and for people by measuring
depletion of natural resources and dam-
age due to pollution of the environment.
Government support for business in the
post-crisis situation has to be accompa-
nied by mandatory observance of environ-
mental requirements, with development
of 'green’' production and of innovation.
Rejection of high-cost mega-projects for
natural resource exploitation, which may
have unpredictable consequences for the
natural environment and for people, and
particularly abandonment of plans for
rapid development of new and highly chal-
lenging hydrocarbon fields.

Ensuring drastic improvement in use of
natural commodities, raising yield at ex-
isting oil & gas fields, updating equipmen,
applying innovations and best-available
technologies.

Energy saving and use of renewable en-
ergy resources, deeper processing of raw
materials, including those intended for
export.

Support for local initiatives (investment
projects) in sustainable environmental
management: sustainable forest man-
agement (including non-timber forest re-
sources), highly productive ‘environmen-
tally clean’ agriculture, traditional nature
management, development of ecotour-
ism, etc.

Multi-faceted valuation of natural resourc-
es and services, development of a mecha-
nism of payment for ecosystem services.
Broad use of opportunities for mutually
beneficial cooperation with the interna-
tional community to increase energy ef-
ficiency, reduce emissions, upgrade pro-
duction facilities and conserve natural
wealth.



Chapter8

In addition to all its other aspects,
modernization also has a spatial dimension.
Firstly, this concerns the rate at which vari-
ous innovations — whether new technologies
or modern lifestyles — are disseminated over
the territory of a country. History shows that
Russia’s huge territories and thin infrastruc-
ture have always been a barrier to modern-
ization. The scale of the country’s backward
economic periphery is huge (even in Russia’s
more densely populated European part, 40
percent of the territory consists of such a pe-
riphery). In order to overcome the distance
barrier, Russia needs to develop transportin-
frastructure and big cities, which can trans-
mit innovations to its periphery. But these
issues have not yet become priorities of the
country’s regional policy.

Secondly, the spatial dimension of
modernization is a matter of increasing mo-
bility of the population and changes in popu-
lation distribution. People want to live in the
best places, where climate and living condi-
tions are more favorable, there are more op-
portunities to find a better paid job, to receive
quality social services, etc. And when mobil-
ity increases, population distribution chang-
es: people concentrate in cities and suburbs
that offer more comfortable living conditions.
Steady shrinkage of the overall Russian pop-
ulation means that the country’s inhabited
space will also inevitably shrink.

Thirdly, the spatial aspect of modern-
ization is a matter of improving conditions for
doing business and maximum use of regional
and local competitive advantages. Competi-
tiveness depends on many objective factors
and barriers, so spatial development is al-
ways uneven. Business tends to concentrate
in territories that have competitive advan-
tages: proximity of major product and service
market outlets, abundant supply of resources
or infrastructure coverage, skilled workforce,
etc. Unequal competitiveness of Russian re-
gions leads to dramatic differentiation of so-
cial and economic development levels.

The dominant opinion in Russia is
that major regional divergences in social and
economic development are inadmissible and
that peripheral and underdeveloped territo-
ries should receive priority support to involve
them in the modernization process. But this
approach is extremely onerous due to low
competitiveness and objective barriers to de-
velopment of peripheral territories. So anoth-
er key element of modernization is achieving
an optimal balance between regional policies
aimed at leveling out differences and those
aimed at stimulating development.

Excessive centralization of authority
and financial institutions at the federal level
and the lack of an efficient mechanism for
mediating between the interests of the centre
and regions also constitutes an institutional
barrier. In turn, regional authorities and their
budgets centralize powers and tax proceeds
in order to control municipalities. Inefficient
institutions give rise to ‘sponging’ behaviour
and a struggle to obtain budget transfers in-
stead of competition between regions and cit-
ies for business investments and human capi-
tal. Shortcomings of the management system,
combined with objective development barri-
ers, are blocking modernization of the Rus-
sian space.

Two groups of factors in Russia’s ‘hew
economic geography’ are particularly capable
of stimulating spatial development?.

1. ‘First nature’ factors:

¢ high supply of natural resources (minerals,
land) that are in demand on the world
market;

® advantageous geographical position
(within agglomerations or on glob-
al trade routes), reducing transport
costs.

1 PR.Krugman, ‘First nature, second nature, and metropolitan location’.
Journal of Regjonal Science. 1993, Vol. 33, 129-144.,



2.‘Second nature’ factors:

* agglomeration effect (territorial con-
centration of people and economic ac-
tivity in large cities, giving economies
of scale);

e developed transport infrastructure, re-
ducing economic distances;

* high human potential (education,
health, labor motivation, population
mobility and adaptability);

e efficient institutions that favour im-
provement of the business climate,
the spread of innovation, and increase
of population mobility.

The more developed a country or a re-
gion is, the greater the role of ‘second nature’
factors. So spatial modernization is obtained
by development of agglomerations, infra-
structure, human potential, and enhance-
ment of institutions. But the main factor in
Russia remains supply of raw materials that
find demand on the global market. Under-
development of ‘second nature’ factors re-
mains an obstacle to development of Rus-
sia’s regions.

The factors and barriers described
above influence the development of Russian
regions. Their paramount role was demon-
strated both during the period of economic
growth and in the crisis of 2008-2009.

During the economic growth period,
several groups of territories showed steadier
development than others. The former were
mainly federal city agglomerations (i.e. Mos-
cow and St Petersburg), which benefit not
just from the agglomeration effect but also
from institutional advantages. Moscow’s
metropolitan status and Russia’s over-cen-
tralized management system have ensured
the concentration in the city of headquarters

of the biggest Russian companies, huge tax
inflows to the city budget, large numbers of
highly paid jobs, and much higher personal
income levels compared with other regions of
Russia. Moscow Region (the administrative
region, which surrounds the city of Moscow)
saw faster development in the 2000s due to
agglomeration benefits and capital overflow
from Moscow itself. In St. Petersburg the
scale effect was not so pronounced, although
the federal government took special institu-
tional steps to stimulate development of the
city by moving the headquarters of some
large companies there in order to improve
the city’s budget income and create highly
paid jobs. Leningrad Region (the adminis-
trative region around St. Petersburg) saw
a faster pace of development thanks to the
double benefits of agglomeration effect and
a geographical position on trade routes with
Europe. But these factors were only sufficient
to promote the development of the sea coast
near St. Petersburg. Dynamic development
of the two largest Russian agglomerations
attracted 75-80 percent of the entire net mi-
gration in the country during 2007-2009, of
which 55-60 percent was to the Moscow ag-
glomeration.

The second group consists of 10-12
regions with export-oriented economies (re-
source extracting industries, metallurgy). This
group is led by the autonomous districts of
Tyumen Region which are Russia’s key cen-
tres of oil & gas extraction. The Region itself
developed on account of an institutional fac-
tor — high tax income from its autonomous
districts and large companies registered on
its territory — although its own economy is
weak. Next in the ranking are the Republics
of Tatarstan and Bashkortostan, Krasnoyarsk
and Perm Territories, Samara Region and sev-
eral of the most efficient metallurgy regions.
Their household incomes and budget rev-
enues increased due to rapid growth of world
prices for raw materials and products of first-
level processing. Tatarstan saw particularly



high development rates due to resource and
institutional benefits: presence of a regional
oil extraction company and special financial
support from the federal budget. Sverdlovsk
Region was another growth leader, helped by
favorable conditions on international metal
markets in the 2000s and an agglomeration
effect, which speeded up development of the
services sector in the city of Ekaterinburg.
The role of the resource factor has
been greatest in regions where new oil & gas
extraction projects are being implemented.
This is most evident in Sakhalin Region and
Nenets Autonomous District, which have dis-
played the highest rates of economic growth
in Russia. Industrial production in Sakhalin
Region almost doubled in a decade in com-
parable prices, and GRP grew by 1.8 times.
Sakhalin’s ‘economic miracle’ is based on
huge inflow of foreign investments (as much
as 20 percent of all foreign investments in
Russia during the first half of the 2000s).
The determinant here has been institutional:
establishment of production sharing agree-
ments for Sakhalin oil & gas projects.
Positive effect from location on sea
coasts and close to international borders
was observed only during the 2000s and was
confined to some western and southern re-
gions of Russia. This factor has so far been
incapable of stimulating regional develop-
ment on its own, since it has been hampered
by various barriers, particularly in the eastern
part of Russia. Extra ‘props’ are therefore re-
quired for coastal and border location to be
an effective growth driver. These props may
be institutional, as in the case of the special
economic zone in Kaliningrad Region, or may
consist of the advantages offered by major
agglomerations (Leningrad Region). South-
ern Russian regions (particularly Krasnodar
Territory) have benefited from a combination
of various advantages: geographical location,
good soil and climate for agriculture, higher
population density, relatively high infrastruc-
ture development, and mobile and adapt-

able populations. However, an institutional
factor — holding of the Olympics in Sochi in
2014 - may result in super-concentration of
investments in just one point of the Russian
south, as opposed to development of all of
the southern territories.

It is hard to identify any specific fac-
tors for development and modernization of
the most numerous ‘middle of the road’ group
(almost two thirds of regions in the Russian
Federation). These regions tend to show
moderate rates of economic growth. Budget
revenues and household incomes have in-
creased much faster in the group of under-
developed regions (mainly ethnic republics),
but this has been due to massive financial
subsidies from the federal budget, which is
not a sustainable source of growth.

Regional specifics of the 2008-2009
crisis were also determined by basic develop-
ment factors, including institutional factors.
The least developed and most subsidized re-
gions, whose official economies are dominat-
ed by the public sector financed from federal
transfers, were least affected by the crisis.
Industrial production trends in the Far East
remained fairly stable because uncompetitive
businesses were wound up there as early as
the 1990s. Severity of the recession and rates
of recovery in regions with medium develop-
ment levels depended on the structure of their
economies. The setback was most serious in
regions with concentrations of uncompetitive
machine-building and textile industries, main-
ly located in European Russia, and their rates
of recovery have been slow. Among regions
that have higher development levels and are
integrated with the global economy, those spe-
cializing in metallurgy — notably Vologda and
Chelyabinsk Regions — experienced the effect
of the crisis sooner and felt it more acutely.
Developed regions with diversified economies
were less affected by the recession and had
almost completely surmounted it by 2010,
with the exception of Samara Region. The
‘new industrialization’ regions (Kaluga, Len-



Figure 8.1. Unemployment in Russian regions calculated using WTO methodology, percent

(not including the Republic of Chechnya and the Republic of Ingushetia)
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ingrad, and Belgorod Regions), which are at-
tractive for investors, overcame the recession
even more quickly. The leading oil extracting
regions saw little or no industrial recession,
and those implementing new extraction proj-
ects experienced uninterrupted economic
growth, although household incomes dropped
in nearly all oil &gas extracting regions.

In geographical terms, the worst cri-
sis impact, as measured by industrial reces-
sion and the labour market situation, was felt
in the Volga River basin, the Urals, and the
Centre (Figure 8.1). Fearing increase of social
tension, the government applied administra-
tive pressure and used financial subsidies to
maintain employment at industrial facilities.
This resulted in high levels of concealed un-
employment (part-timing and employment in
public works), so that real unemployment was
much higher than the official figures in these
regions. Adding together all forms of real and
concealed unemployment, it appears that un-
employment in the worst-hit Volga and Ural re-
gions peaked in early 2009 at levels close to
those of the 1998 crisis. But the impact of the
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2008-2009 crisis has been different: it has
not contributed to labor market moderniza-
tion in those regions, since there has not been
any ‘clean-out’ of inefficient employment and
creation of new jobs in the recovery period has
been scant.

The crisis of 2008-2009 has had rel-
atively little impact on household incomes
across Russia in comparison with the 1998
crisis. A small drop was followed by recovery
to pre-crisis levels by the end of 2009. This
was due to government policy: a part of the
large financial resources accumulated dur-
ing the economic growth period were used to
mitigate social impact of the crisis. Russian
regions budget expenditures for social policy
increased by 29 percent in 2009, funded by
special-purpose federal transfers, and social
policy expenditures grew at the same rate in
2010. However, the picture differs between
regions (Figure 8.2). Income and consumption
showed fastest growth in under-developed and
highly subsidized republics, while regions with
severe industrial recessions and significant
real and concealed unemployment, as well as



Figure 8.2. Changes in real cash earnings of households and retail turnover in 2010, % to 2008
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leading oil & gas producing regions (where
variable wage components, such as bonuses
and premiums, were greatly reduced) saw
sharp decline of household income levels.
Labour markets in large agglomerations with
high employment levels in the services sector
showed more flexibility when hit by the crisis:
employment and wages declined initially, but
then made a strong comeback in 2010.

The worst real-sector recessions were
experienced (and will be experienced in future
crises) by one-factory towns and cities (towns
and cities that rely on the employment offered
by a single large enterprise or sector) with un-
competitive processing industry. These are
mostly located in the Centre, Volga and Ural
regions of the country. The large number of
such towns and cities in Russia represents a
major barrier to the country’s modernization,
and there is no quick and easy solution to the
problem, which they pose. Unreformed regional
labour markets with a shortage of quality jobs
and undeveloped housing markets constitute
another barrier. Greater labour mobility in re-
gions and cities with uncompetitive industries
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will be impossible to achieve without modern-
ization of these institutions.

Major social and economic inequal-
ity between regions is viewed as a barrier to
modernization, but this traditionalist view
fails to take account of scientific findings con-
cerning spatial development and also fails
to take account of real trends. Economic in-
equality among Russian regions in terms of
per capita GRP, as measured by the Gini coef-
ficient, increased during the transition period,
but it has been reduced since the mid-2000s
thanks to booming oil income and increas-
ing scale of budget fund redistribution (Fig.
8.3). Regional disparity in unemployment lev-
els was increasing throughout the period of
economic growth, and mitigation of this trend
due to the latest crisis was only temporary.
However, inter-regional differences between
household income levels have been leveling
out (particularly in the years immediately be-



fore recent crisis), due to the policy of redis-
tribution and increasing transfers from the
federal budget. Redistribution also helped to
mitigate regional inequality with respect to
poverty rates. So there has been a steadier
trend towards reduction of social inequality
between Russian regions.

Modernization is usually followed by
increase of regional divergences, as the more
developed regions, which have competitive
advantages, are the first winners. So suc-
cessful modernization will entail greater eco-
nomic inequality between regions. However,
there are opportunities and mechanisms for
mitigation of such social inequality. Interna-
tional experience shows that two conditions
need to be met for this purpose. Firstly, there
needs to be a sufficiently high level of eco-
nomic development in the country to finance
redistribution. Secondly, there needs to be
efficient government social policy for encour-
aging human development and supporting
vulnerable groups. Strong social policy, rather
than strong regional policy, is the instrument
which can mitigate social inequality between
regions.

We will begin by considering Russia’s
economic capacities. According to World Bank

studies?, regionalincome differences between
populations of developed European countries
began to level out when per capita GDP rose
above USD 10,000 at purchasing power par-
ity. In Russia per capita GDP in 2008 was USD
20,300 at purchasing power parity (PPP), and
fell to USD 18,900 at PPP in 2009 as a result
of the crisis (see Table 1, showing HDI for Rus-
sian regions). It should be noted that average
Russian GDP is an average between values
that are very far apart (those of Moscow and
export-oriented regions, on the one hand, and
much less developed regions, on the other
hand). Nevertheless, per capita gross region-
al product in 2009 for 50 regions (60 percent
of the total number in Russia) was in excess
of USD 10,000 at PPP (without adjustment for
the unallocated share of GDP).

The above figures give some grounds
for optimism, but specific Russian barriers
to development need to be taken seriously.
The country’s enormous spaces represent
the most obvious barrier, being associated
with low population density and, as a conse-
quence, thin infrastructure and a dispersed
network of urban centers, which increases
the cost of providing governmental social

2 World Development Report — 2009. World Bank, 2009

Figure 8.3. Gini coefficient for regional inequality in Russia

0.400

=l GRP per capita

0.300 ./

== Unemployment

—&— Wages 0200 M

—@— Household incomes

0.100
—&— Poverty rate

0.000 T T T

1998 1999 2000 2001

2002 2003 2004 2005 2006 2007 2008 2009 2010



services. Polarization of households by levels
of income is another barrier of equal impor-
tance, since it puts a brake on modernization
of lifestyles and reduces availability of many
social benefits for a large part of Russians.
A third barrier is represented by major differ-
encesin human potential, lifestyle and quality
of life between regions and between different
settlement types, some of which are already
achieving modernization while others are in
a state of degradation. But, despite these
problems, Russia as a whole and the majority
of its regions have the economic resources to
improve efficiency of their social policy.

The second condition for modern-
ization is a large-scale and efficient social
policy. Russia’s social policy is already large-
scale: the share of social policy expenditures
in total expenditures of consolidated regional
budgets grew in 2000-2010 from 7 percent
to 18 percent (only education expenses are
higher). However, efficiency leaves much to
be desired, being vitiated by major institu-
tional barriers. The principal issue here is the
excessively costly nature of social spending

mechanisms — badly targeted social trans-
fers and inefficient use of budget funds, used
mostly to maintain social infrastructure. Miti-
gation of spatial social differences is also
hampered by lack of a comprehensive ap-
proach and unclear goals of social policy, as
well as its hijacking to deal with short-term
political challenges (this is a specific feature
of both federal and regional government). So
long as the institutional barriers concerning
the goals and instruments of social policy re-
main in place, there is no sense in addressing
the much tougher objective spatial barriers.
Sooner or later, regional social inequality will
have to be mitigated, or Russian moderniza-
tion will remain unstable.

Support for urban development
is crucial for modernization. Spread of
innovation across the country’s space will be
hierarchical — from larger cities to smaller
ones, and from cities into their suburbs.

Figure 8.4. Shares of largest cities, %, in Russian national figures*

(‘other 11 cities’ are all other Russian cities, which had population in excess of one million in 1990)
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For cities that are regional centres, the Federal Committee for Statistics only publishes investments into medium-sized and large-scale businesses and
organizations; so the share of such cities in total Russian investments, calculated for all businesses and organizations, is slightly underestimated. The share
of those cities in Russian retail turnover is calculated using their percentage in turnover of their respective regions.



Russian cities — particularly big cities — are
few in number (only 74 of 2090 Russian cities
have populations in excess of 250,000).
Growth of urban population is hampered by
depopulation trends, which are prevalent in
three quarters of Russian regions. As a result,
the agglomeration effect is only displayed to
a major extent in the two largest Russian
agglomerations: Moscow and St. Petersburg.
These cities draw in people and business.
In 2008 Moscow concentrated 24.3 percent
of the GRP of all regions (22.3 percent
in 2009), more than 20 percent of total
household incomes and the same share of
budget revenue of all regions of the Russian
Federation. Combination of Moscow and
surrounding Moscow Region accounts for a
quarter of Russian retail turnover, one fifth of
housing construction, and more than a half of
netmigration. Thissuper-concentrationisdue
notonlytotheagglomeration effect, drawingin
business and people, but (to a greater extent)
by the institutional advantages of Moscow’s
metropolitan status. St. Petersburg lags
significantly behind the capital, but is ahead
of all other Russian cities with populations in
excess of one million (Figure 8.4).

Besides Moscow and St. Petersburg,
large regional centres with populations be-
tween 0.7 and 1.5 million people also de-
veloped relatively quickly during the period
of economic growth. Krasnodar and Ekater-
inburg outperformed by social and economic
indicators (per capita retail turnover, housing
construction, etc.). The share of cities with
population above one million people (not in-
cluding Moscow and St. Petersburg) in retail
turnover and housing construction increased
during the 2000s, although it was impaired
by the new crisis. The agglomeration effect
has greater momentum in these cities, and is
supplemented by the advantage of regional
capital status. However, such cities have had
little successin attracting investments, dueto
institutional barriers. Regional centres have
municipal status and rather modest budget

incomes compared with Moscow and St. Pe-
tersburg, so they are unable make necessary
investments in urban development. Monopo-
lies and high levels of corruption on land and
construction markets, as well as barriers to
small business development and migration,
also create obstacles. Removing institutional
barriers will accelerate modernization of ma-
jor regional centres and increase their ability
to transmit innovation to smaller cities.

Russia’s smaller, peripheral towns
and cities located outside agglomerations
are still experiencing degradation. The 2008-
2009 crisis emphasized the instability of de-
velopment in ‘one-factory’ (‘mono-sectoral’)
towns and cities, including those with pres-
ence of big business and state corporations
specialized in export-oriented industries.
Such mono-sectoral cities with export orient-
ed industries were the growth leaders before
the crisis, with high levels of household in-
come and local budget revenue, but this ad-
vantage is diminishing year by year.

In 2000-2009 Russia ranked below
50", but above 70" place in the Human De-
velopment Index (HDI). From 2006 onwards
the country moved into a group with higher
Index scores (above 0.8) due to growing in-
come levels. Of the three HDI features —in-
come, education, and health — the third re-
mainsthe most problematic. Improvementsin
life expectancy only began in 2006, thanks to
increased public health expenditures, includ-
ing financing of the ‘Health’ national project.
Life-expectancy in most troubled regions saw
notable improvements in 2006-2008 (Figure
8.5) and increases of life expectancy contin-
ued even in 2009 (during the crisis), though
at slower rates.

Human Development in Russian re-
gions will depend on increased financing for



Figure 8.5. Life expectancy percentiles (indicators for best and worst 5% of regions, weighted by number of population)
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health and education, as well as better effi-
ciency. These goals have not been attained in
the crisis period. In 2009 total expenditures
of the consolidated budgets of Russian re-
gions on public health, sport, and territorial
mandatory medical insurance funds grew by
only two percent compared with the previous
year, and by five percent in 2010. The two-
year increase was therefore seven percent,
which is only half of the inflation rate, and in
19 regions public health expenditures were
lower in 2010 than in 2008. Those regions
are mainly those that were most affected by
the crisis. Severe industrial recession caused
shrinkage of budget incomes and of public
health expenditures in Bryansk, Novgorod,
Lipetsk, Vologda, Samara, Sverdlovsk and
Chelyabinsk Regions, the Republic of Chu-
vashia, etc. Reduction of corporate income
tax and other tax proceeds led to the same
result in Perm and Khabarovsk Territories,
Khanty-Mansi Autonomous District, Irkutsk,
Tyumen, HKaliningrad, Leningrad, Belgorod
Regions, etc. The health sector fell victim to
optimization of budget expenditures.
However, the Human Development
Index (HDI) improved somewhat in 2009
(from 0.838 to 0.84), despite the impact of
per capita GRP shrinkage in most regions due
to the crisis (Table 1). The progress was due

1999

2000 2001

2002 2003 2004 2005 2006 2007 2008 2009

to growth of life expectancy and education
coverage for children and young people. HDI
declines in 2009 were only observed in a few
regions, which suffered dramatic industrial
recessions (Vologda, Samara, Sverdlovsk,
Chelyabinsk, Volgograd, and Astrakhan).

Longer-term trends (2002-2009)
show that the highest HDI growth rates were
achieved in regions with dynamically growing
economies (Figure 8.6). These included new
oil & gas producing regions (Sakhalin and
Arkhangelsk as well as Nenets Autonomous
District), Moscow and St. Petersburg (par-
ticularly St. Petersburg, which reached 2nd
position in Russia by HDI) and the ‘new in-
dustrialization’ regions (such as Kaliningrad).
Under-developed republics (Dagestan and
Ingushetia) and depressed Zabaykalsk Terri-
tory also became HDI growth leaders, due to
increased federal transfers. Slow HDI growth
in Tyumen Region is explained by the formu-
la used for Index calculation: when GRP per
capita exceeds USD 40,000 at PPP, further
increases do not have positive impact on the
income component of HDI.

Human potential in Russian regions
has significantly increased overall. The share
of Russians living in regions with high HDI grew
appreciably in 2005-2009, while the share
living in regions with low indices dropped



Figure 8.6 .Human Development Index in Russian regions
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sharply (the Republic of Tyva was left as the
only member of that group). While in 2005
regions with high HDI (above 0.8) accounted for
17 percent of the Russian population, by 2009
the figure had soared to 85 percent (Figures
8.7a, 8.7b and 8.7c). There are no longer any
regions in Russia with low HDI (under 0.700),
whilst 19 percent of the population lived in
such regions in 2005.

However, positive HDI changes should
not be viewed with excessive optimism.
Growing income from sales of oil is a dubious
platform for modernization. Sustainability
of the improvements in life-expectancy is in
question due to problems with public health
financing. The education index is steadily
rising, but the quality of Russian education is
decreasing. So growth of human potential in
Russian regions is insufficient to accelerate
the spread of innovation, establish condi-
tions for regions and cities to compete for in-
vestments and human capital, and improve

mobility of the population. Modernization
and the Russian space remain at a distance
from each other.

The analysis of worldwide and Russian
development trends suggests priorities for
lowering barriers in Russia’s space and for
promoting modernization.

1. Accelerating the diffusion of in-
novation (technology, information, con-
sumption structures, lifestyle, etc.). As
noted above, innovation spreads down a
hierarchy, from larger to smaller cities, and
from urban centers to suburbs within ag-
glomerations. It can also spread from border
regions with intense global contacts into a
country’s interior, but this route of diffusion



Figure 8.7. Population shares in regions
with various levels of HDI in 2005-2007, %
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is relatively less developed in Russia. Insti-
tutional and infrastructure barriers need to
be lowered in order to accelerate the spread
of innovation. Investments in modern trans-
portation infrastructure can help to ‘stitch
together’ a country’s space, joining the
centres of agglomerations to their suburbs,
large cities to each other and to lesser cities,
and also to port cities and gates to global
markets. Modernization can be accelerated
by prioritizing governmental infrastructure
investments in territories with major cities
and population concentrations. This will re-
duce economic distance for businesses and
for most of the country’s inhabitants.

The institutional mechanisms to ex-
pand the channels for spread of innovation
and give momentum to the agglomeration ef-
fect are well-known. They are: city planning,
horizontal coordination of municipality devel-
opment within agglomerations, fighting cor-
ruption barriers faced by business in alloca-
tion of land and issue of construction permits,
enhancing financial independence of cities,
and ensuring that local government bodies
are transparently elected and accountable to
the public. These ‘recipes’ have been proven
worldwide.

2. Stimulating competition between
regions and cities for investments and hu-
man capital. Neither markets nor national
space can develop and modernize without
competition, which improves the business
climate and stimulates institutional modern-
ization, ensuring that the best regions win. In
Russia there are a number of regions (Kaluga
and Leningrad Regions, etc.), which have im-
proved their institutional environment to at-
tract private investors, although their chief ad-
vantage remains their geographical position.
Competition for investments from the federal
budget can also contribute to improvement of
the institutional environment in regions, but
only if transparency in their distribution is as-
sured. At present the priority for the Russian
government and state-owned companies is oil



& gas extraction, construction of oil pipelines,
and implementation of political projects with
doubtful modernization effects. Investments
in extraction of raw materials are totally im-
mune to quality of regional institutions: major
resource mining companies bear little or no
regional risks, since all relevant issues are
taken care of at the federal level. Highly subsi-
dized regions feel no need for competition and
institutional improvements, so long as trans-
fers from the federal budget continue. They
will have no incentives to become more active
until budget relationships are decentralized.

Competition for human resources will
intensifyforaslongasdepopulation continues.
All of the largest Russian cities are involved in
such competition, but the advantages of the
Moscow agglomeration ensure that it attracts
the lion’s share of labor migration. Other cit-
ies with more than a million inhabitants and
those with population size approaching such a
level have little to attract migration from other
regions because they lack resources to devel-
op infrastructure and urban environment, and
to create high-quality jobs.

Enhancement of competition to
stimulate modernization of the institutional
environment in regions and cities requires
decentralization of management, change in
the structure of tax revenue in favour of re-
gional government as opposed to federal gov-
ernment, and in favor of local government as
opposed to regional government. Competition
needs to be supplemented by the develop-
ment of horizontal links between regions and
municipalities comprised within agglomera-
tions in order to resolve common infrastruc-
ture tasks.

3. Greater population mobility. The
problem of poor mobility of the Russian popu-
lation is rooted not only in the economy but
also in society. Most Russians want new jobs

to be created where they live, regardless of
how competitive their territory may be. But at
the same time most families support migra-
tion by their grown-up children to big cities for
the purposes of education and finding better-
paid jobs. Patterns that involve working away
from home are also increasing (commuting,
seasonal work, rotational work, etc.): such
patterns reduce tension on the labour mar-
kets of under-developed and depressed terri-
tories or one-company towns without the need
for spending to support a change of abode by
the whole family. Migration for purposes of
education and labour improve the situation
on labour markets and therefore deserve to
be supported by government.

Conditions for growth of migration by
households have not been put in place and
are unlikely to appear in next few years. This
is confirmed by mediocre results of a resettle-
ment programme implemented by the Minis-
try of Labour as part of anti-crisis policy on
the labour market. Migration by households
depends on higher personal income levels,
elimination of the institution of compulsory
registration at an address, development of
housing markets with low entry thresholds,
an extensive and flexible system of housing
finance, and creation of new high-quality jobs
in large cities. The best option in the next few
years will be to support more viable forms of
labour migration, simultaneously lowering
barriers to relocation by households from de-
pressive peripheral territories.

Spatial diffusion of innovation, com-
petition between regions and cities, and pop-
ulation mobility are all operating to modernize
the Russian space, even without government
support, but this is a slow process. Much still
needs to be done to enable operation of these
mechanisms to best effect. Human develop-
ment is a crucial task in this respect.



Table 8.1. Human Development Index for the regions of the Russian Federation

Russian Federation 18869 0.875 68.67 0.728 99.4 0.766 0.918  0.840 0.838
Moscow 40805 1.000 73.61 0.810 99.8 1.254 1.083  0.964 1 0.932
St. Petersburg 25277 0.923 71.19 0.770 99.8 1.064 1.020  0.904 2 0.890
Tyumen Region 57175 1.000 69.49 0.742 99.2 0.732 0.905  0.882 3 0.878
Republic of Tatarstan 23290 0.910 70.82 0.764 99.0 0.772 0917  0.864 4 0.861
Sakhalin Region 43462 1.014 64.83 0.664 99.4 0.673 0.887  0.855 5 0.842
Belgorod Region 19569 0.881 71.07 0.768 98.6 0.754 0.909  0.852 6 0.851
Tomsk Region 19064 0.876 68.06 0.718 98.9 0.888 0.955  0.850 7 0.847
Republic of Sakha (Yakutia) 21159 0.894 66.45 0.691 99.0 0.786 0.922  0.836 8 0.826
Krasnoyarsk Territory 20779 0.891 67.63 0.711 99.0 0.721 0.900 0.834 9 0.829
Omsk Region 16213 0.849 68.72 0.729 98.7 0.795 0.923 0.834 10 0.828
Republic of Komi 22335 0.903 66.54 0.692 99.2 0.717 0.900 0.832 11 0.829
Orenburg Region 19507 0.880 67.86 0.714 98.9 0.721 0.900  0.831 12 0.826
Lipetsk Region 17902 0.866 68.44 0.724 98.4 0.727 0.898  0.829 13 0.829
Arkhangelsk Region 19310 0.878 67.62 0.710 99.2 0.705 0.896  0.828 14 0.820
Sverdlovsk Region 15811 0.845 68.39 0.723 99.2 0.765 0.916  0.828 15 0.830
Krasnodar Territory 13899 0.824 70.66 0.761 99.0 0.720 0.900 0.828 16 0.820
Novosibirsk Region 13383 0.817 68.94 0.732 98.8 0.828 0.935  0.828 17 0.827
Republic of Bashkortostan 15797 0.845 69.01 0.734 98.8 0.729 0.902  0.827 18 0.828
Chelyabinsk Region 15098 0.837 68.26 0.721 99.1 0.778 0.920 0.826 19 0.829
Samara Region 14520 0.831 68.2 0.720 99.2 0.792 0.925 0.825 20 0.830
Kursk Region 12860 0.811 68.06 0.718 98.5 0.856 0.942  0.823 21 0.814
Republic of Udmurtia 15290 0.839 68.26 0.721 99.0 0.748 0.909 0.823 22 0.818
Yaroslavl Region 14760 0.834 68.59 0.727 99.2 0.745 0.910  0.823 23 0.819
Volgograd Region 13200 0.815 69.49 0.742 98.9 0.739 0.906  0.821 24 0.824
Saratov Region 12812 0.810 69.1 0.735 99.2 0.763 0916  0.820 25 0.814
Moscow Region 17255 0.860 68.21 0.720 99.6 0.650 0.881  0.820 26 0.819
Nizhny Novgorod Region 14709 0.833 67.06 0.701 98.9 0.783 0920 0.818 27 0.814
Rostov Region 11302 0.789 69.54 0.742 99.1 0.782 0.921  0.818 28 0.814
Voronezh Region 11036 0.785 68.94 0.732 98.3 0.838 0.935 0817 29 0.809
Magadan Region 16748 0.855 64.06 0.651 99.6 0.845 0.946 0817 30 0.811
Perm Territory 16642 0.854 66.56 0.693 98.9 0.734 0.904 0817 31 0.815
Orel Region 11214 0.788 68.68 0.728 98.9 0.806 0.928 0815 32 0.810
Kaliningrad Region 14136 0.826 67.67 0.711 99.4 0.708 0.899 0.812 33 0.805
Kemerovo Region 18721 0.873 65.37 0.673 98.9 0.691 0.890  0.812 34 0.811
Republic of North Ossetia-

Alania 9343 0.757 71.93 0.782 99.1 0.703 0.895 0.812 35 0.804
Kaluga Region 14500 0.831 67.56 0.709 99.2 0.698 0.894  0.811 36 0.804
Irkutsk Region 15987 0.847 65.45 0.674 99.1 0.751 0911 0.811 37 0.806
Volgograd Region 14327 0.829 67.27 0.705 98.8 0.715 0.897 0.810 38 0.827
Republic of Chuvashia 10971 0.784 68.98 0.733 99.0 0.758 0.913 0810 39 0.809

Republic of Dagestan 9337 0.757 73.98 0.816 98.4 0.600 0.856  0.810 40 0.801




Republic of Mordovia
Murmansk Region

Chukotka
District

Republic of Khakassia
Astrakhan Region
Ulyanovsk Region
Ryazan Region

Penza Region
Leningrad Region
Tambov Region
Khabarovsk Territory
Primorie Territory

Stavropol Territory

Republic of Karachaevo-

Cherkessia

Tula Region
Republic of Karelia
Novgorod Region
Kamchatka Territory
Altai Territory
Kurgan Region
Republic of Adygea
Smolensk Region
Vladimir Region
Kirov Region
Kostroma Region
Republic of Buryatia
Bryansk Region
Amur Region

Tver Region

Republic of
Kabardino-Balkaria

Republic of Mariy El
Republic of Kalmykia
Zabaykalsky Territory
Ivanovo Region
Pskov Region
Republic of Chechnya
Republic of Altai

Republic of Ingushetia

Jewish Autonomous Region

Republic of Tuva

Autonomous

11394
15555

39220
13680
12610
11794
11510
10764
21549
11469
12320
12574

8725

8669
12671
12931
16397
12931
10295
10833

8583
11845
11666

9634
10941
11148

9345
13115
12228

7666
10265
8087
11926
7425
9877
5023
7520
3494
9849
7578

0.790
0.842

0.997
0.821
0.807
0.796
0.792
0.781
0.897
0.791
0.803
0.807
0.746

0.745
0.808
0.812
0.851
0.812
0.773
0.782
0.743
0.797
0.794
0.762
0.784
0.787
0.757
0.814
0.802

0.724
0.773
0.733
0.798
0.719
0.767
0.654
0.721
0.593
0.766
0.722

69.06
67.19

58.22
67.25
68.31
68.75
67.69
69.38
66.73
68.78
66.33
66.72
70.28

71.54
66.69
66.56
64.47
66.06
68.52
67.38
69.97
65.55
66.23
67.92
67.17
65.27
67.86
64.41

65.3

72.08
67.08
68.61
64.67
66.72
64.52
73.22
65.82
78.31
63.34
60.04

0.734
0.703

0.554
0.704
0.722
0.729
0.712
0.740
0.696
0.730
0.689
0.695
0.755

0.776
0.695
0.693
0.658
0.684
0.725
0.706
0.750
0.676
0.687
0.715
0.703
0.671
0.714
0.657
0.672

0.785
0.701
0.727
0.661
0.695
0.659
0.804
0.680
0.889
0.639
0.584

97.9
99.6

99.4
98.8
98.6
98.6
98.7
98.4
99.5
98.1
99.5
99.5
98.6

98.4
99.1
99.2
98.9
99.7
98.2
98.4
98.7
98.9
99.4
98.4
98.8
98.8
98.6
99.3
99.1

98.8
98.8
98.2
98.8
99.3
98.9
96.0
98.3
96.2
99.1
99.1

0.751
0.654

0.642
0.728
0.714
0.719
0.781
0.724
0.478
0.709
0.768
0.736
0.736

0.670
0.705
0.697
0.677
0.696
0.707
0.727
0.705
0.759
0.720
0.730
0.691
0.769
0.731
0.707
0.700

0.592
0.690
0.694
0.684
0.755
0.696
0.590
0.695
0.487
0.657
0.683

0.903
0.882

0.877
0.901
0.895
0.897
0.918
0.897
0.823
0.890
0.919
0.909
0.903

0.879
0.896
0.894
0.885
0.897
0.890
0.898
0.893
0.912
0.903
0.899
0.889
0.915
0.901
0.898
0.894

0.856
0.889
0.886
0.887
0.914
0.891
0.837
0.887
0.804
0.880
0.888

0.809
0.809

0.809
0.809
0.808
0.807
0.807
0.806
0.805
0.804
0.804
0.804
0.801

0.800
0.800
0.799
0.798
0.798
0.796
0.796
0.795
0.795
0.795
0.792
0.792
0.791
0.791
0.789
0.789

0.788
0.788
0.782
0.782
0.776
0.772
0.765
0.763
0.762
0.762
0.732

41
42

43
44
45
46
47
48
49
50
51
52
53

54
55
56
57
58
59
60
61
62
63
64
65
66
67
68
69

70
7
72
73
74
75
76
77
78
79
80

0.807
0.810

0.796
0.800
0.810
0.799
0.798
0.799
0.790
0.797
0.798
0.788
0.795

0.796
0.797
0.796
0.790
0.789
0.790
0.789
0.780
0.787
0.783
0.787
0.788
0.783
0.783
0.777
0.786

0.782
0.782
0.776
0.775
0.770
0.764
0.779
0.761
0.772
0.761
0.730




The Human Development Index (HDI) con-
sists of components that have equal weight:

e income as measured by the gross do-
mestic product (gross regional product)
in purchasing power parity US dollars
(PPP US$);

e education as measured by the adult lit-
eracy rate (with two-thirds weight) and
the gross enrolment ration among chil-
dren and young people between the
ages of 6 and 23 (with one-third weight
of 1/3);

¢ |ife expectancy, as measured by the life
expectancy at birth.

Fixed minimum and maximum values are
established for each of the dimension indices:

e the life expectancy at birth: 25 and 85
years;

e adult literacy rate: 0% and 100%;

e gross enrolment ratio among children
and young people: 0% and 100%;

e real GDP per capita (PPP US$): $100
and $40,000.

The dimension indices are calculated us-
ing the following formula:

actual.value” i min.value i

Index=

max.value i min.value i

The income index is calculated slightly dif-
ferently: it uses the base-ten logarithm of the real
GDP per capita. Income is adjusted in view of the
fact that, beyond a certain point, increases in in-
come do not lead to a higher level of human de-
velopment. Taking the logarithm limits the spread
of income values and thus decreases the contri-
bution of high income to the HDI:

log y,—logy,,

W(Y) =
lOg ymax o lOg ymin

The Human Development Indexis the arith-
metic average of the three dimension indices: the
life expectancy index, the education index (which
consists of the adult literacy rate with a two-thirds
weight and the gross enrolment ratio with a one-
third weight) and the income index.

Additional procedures are used for calcu-
lating the income index for the constituent mem-
bers of the Russian Federation:

e adjusting (proportionally increasing)
the gross regional product (GRP) of
each constituent member of the Rus-
sian Federation based on the undis-
tributed part of the national GDP;

e adjusting the GRP for the difference in
prices by multiplying it by the ratio of
the average national cost of living to
the cost of living in the region;

e converting it into purchasing power
parity US dollars (PPP US$) for the
given year.

For the purposes of calculating the edu-
cation index, the adult literacy rate is taken to be
99.5% of the population. The gross enrolment ra-
tio is taken to be the ratio between the number of
students in all the different types of educational
establishments (schools and primary, secondary
and higher educational establishments) to the to-
tal population between the ages of 6 and 23.

The Human Development Index can take
values between 0 and 1. The lower limit for devel-
oped countries is 0.800.
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The previous National Human Development Reports
in the Russian Federation have been devoted to the following themes:

2010  Millennium Development Goals in Russia: Looking into the Future
2009 Energy Sector and Sustainable Development
2008 Russia Facing Demographic Challenges
2006/2007 Russia’s Regions: Goals, Challenges, Achievements
2005 Russiain 2015: Development Goals and Policy Priorities
2004 Towards a Knowledge-based Society

2002/2003 The Role of the State in Economic Growth
and Socio-economic Reform

2001  Generation Aspects of Human Development
2000 Impact of Globalization on Human Development
1999 Social Consequences of the August 1998 Crisis
1998 Regional Differentiation in the Russian Society

1997 Human Development under Conditions of Political
and Economic Transformations

1996 Poverty: its Reasons and Consequences

1995 Human Development Concept and its Application
to the Russian Context
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