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Russia has seen even higher oil windfall in the past few months, which translates into 
likely fiscal surpluses this year and next. The government should not miss the opportunity 
provided by a large oil windfall to substantially improve its long-term fiscal position, 
further reduce inflation, and, therefore, ensure a strong basis for durable stability and 
healthy growth in the future. Rising domestic demand and credit activity are increasingly 
supporting solid growth. As a result, we maintain the growth outlook for Russia at 4.4 
percent in 2011 and 4.0 percent in 2012, closer to the post-crisis long-term potential 
growth. Overall, labor market conditions improved recently while poverty was broadly 
flat during and after the crisis, but unemployment and poverty in many regions remain 
difficult. Further reductions in poverty will require greater policy focus and persistence in 
implementing more effective and targeted programs, especially in the poorest regions.  
 
Two new special-topic analyses focus on export diversification in Russia, and food and 
energy inflation in Europe and Central Asia region. In the first, results show that 
productivity is key to exports and that lack of competition and entrepreneurial innovation 
are relevant obstacles to the emergence of new, potentially exportable products. In the 
second, it is shown that food and energy prices in Russia and other countries in Europe 
and Central Asia are contributing significantly to consumer price inflation, complicating 
anti-inflation policy and poverty reduction.  
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RUSSIAN ECONOMIC REPORT No. 25 

I. RECENT ECONOMIC DEVELOPMENTS AND PROSPECTS 

Summary. Russia has seen even higher oil windfall in the past few months, which translates into likely fiscal 
surpluses this year and next. The government should not miss the opportunity provided by this large oil windfall to 
substantially improve its long-term fiscal position, reduce inflation, improve the effectiveness of public 
expenditures, and ensure a basis for durable stability and healthy growth in the future. Rising domestic demand 
and credit activity are increasingly supporting solid growth. We maintain the growth outlook for Russia at 4.4 
percent in 2011 and 4.0 percent in 2012, closer to the post-crisis long-term potential growth. Overall, labor 
market conditions improved recently and poverty was broadly flat during and after the crisis, but unemployment 
and poverty in many regions remain difficult. Further reductions in poverty will require greater policy focus and 
persistence in implementing more effective and targeted programs, especially in the poorest regions. 

 
GLOBAL TRENDS –– moderating growth led by developing countries 
 
The world economy has entered a “post-crisis” phase of moderate growth driven in large 
part by developing countries. Overall, growth is expected to slow in 2011—particularly for 
developing countries—many of which have already regained full–capacity levels of activity. 
Fiscal and monetary tightening in many countries, increasing capacity constraints, rising 
uncertainties regarding political turmoil in the Middle East and North Africa, fiscal sustainability 
concerns in some European countries, high commodity prices, tighter international financial 
conditions, and the crisis in Japan are all contributing to a slowing of growth in low and middle-
income countries from over 7 percent in 2010 to 6.3 percent in 2011. The expansion in China is 
projected to slow somewhat to 9.3 percent in 2011 as the effects of policy tightening take effect. 
Commodity prices, which peaked in February 2011, have since begun to descend. For high-
income economies, many of the same factors are exerting a drag on growth but in the context of 
significant uncertainty over the resolution of the sovereign debt problem, remaining risks and 
slow recovery of the banking system, fiscal consolidation, and monetary tightening. Their GDP 
growth of 2.7 percent in 2010 is expected to slow to 2.2 percent in 2011 reflecting weak domestic 
demand (figures 1.1 and 1.2).  

 
Activity in developing countries of Europe and Central Asia is projected to continue 
growing moderately. High oil prices should boost demand in regional oil exporters (notably 
Russia), increasing remittances and exports for other countries in the region. Continued 
weaknesses in the banking sector and household exposures to foreign currency debt, however, 
remain significant sources of risk for several countries. The region as a whole is also most 
exposed among developing countries to any problems that may arise from the euro area fiscal 
sustainability crisis. Russia’s exposure, however, is much lower because of the stronger fiscal and 
debt situation and the limited trade and financial links between Russia and Europe’s indebted 
countries (for details, see Box in chapter 1 of RER23; and figure 1.3 below). 
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Figure 1.1: Global Industrial Production: Output 
Momentum Slowing 

industrial production, seasonally adjusted annualized rate 
(%) 

 
 

Figure 1.2: Global Trade Growth Stabilizing as 
Output Momentum Slows 

 

  
Figure 1.3: Selected Credit Default Swap Spreads  

Five-year sovereign credit default swaps, basis points 
Table 1.1: Capital Flows to Developing Countries  

 

 
 
* Including Poland & Croatia 
Source: DECPG 

 
 

Table 1.2: GDP Growth by Main Sectors (Value Added), 2006–10 

  2007 2008 2009 2010 
GDP growth   8.5 5.2 −7.8 4.0 
Tradable sector 3.5 −0.1 −8.6 6.5 
     Agriculture, forestry  1.3 6.4 1.4 −12.1 
     Extraction industries −2.2 1.0 −0.3 4.8 
     Manufacturing 7.5 −2.1 −15.6 13.4 
Nontradable sector 12.8 9.1 −7.0 2.9 
     Electricity, gas, and water 
production and distribution −3.4 0.7 −3.0 5.9 
     Construction 13.0 11.1 −14.6 -0.9 
     Wholesale and retail trade 11.7 9.9 −6.5 4.5 
     Transport and communication  4.8 5.2 −8.4 7.0 
     Financial services 29.1 13.5 2.2 −3.0 

              Sources: Rosstat; World Bank staff estimates. 
  Note: As of writing, only the aggregate Q1 2011 growth (not its structure) was published by Rosstat. 
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RUSSIA’S OUTPUT GROWTH –– from inventory restocking to sustained demand growth 
 
Preliminary real GDP statistics suggest that economic growth slowed to 4.1 percent in the 
first quarter of 2011, predominantly driven by a continuing industrial recovery. According to 
the first Rosstat estimate, Russia’s economy grew 4.1 percent in Q1-2011 compared to 4.5 percent in Q4 
2010 (not shown in table 1.2; see table note). Investment demand has disappointed the most, with 
fixed capital investment declining 1.5% in Q1 year-on-year (y-o-y) and consumption being held 
back by higher inflation and decline in real incomes. 
 

Recent data on sectoral gross output show a broad-based slowdown––albeit still solid growth––in 
major economic sectors reflecting in part the base effect from the strong rebound a year ago. 
Industrial production has been growing 5.5 percent in January-April 2011 (y-o-y) compared to 9.7 
percent in January-April 2010, and 8.2 percent for 2010. Manufacturing growth––the main engine of the 
recent economic recovery––has also notably slowed to 9.2 percent in January-April 2011, from 13.3 
percent in January-April 2010 and 11.8 percent in 2010. Apart from the base effect, the closing of the 
inventory restocking cycle could have been one of the main factors for the industrial slowdown in the 
beginning of 2011. The picture is similar in major service sectors. Retail trade grew by 5.0 percent in 
January-April 2011 (y-o-y) compared to 7.4 percent in Q4-2010, while wholesale trade registered a 
decline of 1.1 percent in January-April 2011 with the near-end of the inventory restocking phase of the 
business cycle. Growth in transport has also slowed to 3 percent in the first four months of this year 
compared with 12.6 percent in the same period of 2010. 
 
BALANCE OF PAYMENTS –– oil windfall with capital outflows 
 

Higher oil prices compared with the previous quarter helped strengthen Russia’s balance of 
payments (BoP) position in Q1-2011 despite unexpectedly sizable capital outflows (table 1.3). With 
average oil prices topping a US$100 a barrel, the overall balance of payments position improved in Q1-
2011, compared to Q4-2010 allowing the Central Bank of Russia (CBR) to accumulate about US$10 
billion in foreign currency reserves (by contrast, in Q4-2010, the CBR lost about US$ 8.6 billion in 
reserves). The external current account balance improved to US$31.8 billion in Q1-2011 from US$14.1 
billion in Q4-2010, in line with higher oil prices and trade balance (figure 1.4). The capital account 
shows a marginal improvement in Q1-2011, registering an outflow of US$16 billion, compared to US$18 
billion in Q4-2010. However, the non-oil current account deficit remained sizeable, over 3 percent of 
GDP in Q1-2011 (figure 1.5).   

  
    Table 1.3: Balance of Payments, 2007–2011  
    US$ billions 

  2007 2008 2009 2010a Q4-2010 Q1-2011a 
Current account balance 77.0 103.7 48.6 71.1 14.1 31.8 
  Trade balance 130.9 155.4 111.6 151.4 36.4 48.2 
Capital and financial account 84.8 −131.3 −43.5 -26.4 -18.1 -15.9 
  Errors and omissions −12.9 −11.3 −1.7 -8.0 -4.6 -5.8 
Change in reserves (+ = increase) 148.9 −38.9 3.4 36.8 -8.6 10.1 

  Source: CBR. a. Preliminary estimates. 
 
But even with high oil prices, Russia’s overall external position could weaken by end-2011. 
Following 41 percent growth in imports in Q1-2011 (y-o-y)––even with the expected, substantial drop in 
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import activity––and only modest growth in export volumes, the current account could deteriorate 
considerably during the second half of 2011; possibly, it could dip into the negative territory by the end of 
this year, making the overall balance of payments position more vulnerable to a sudden drop in oil prices 
and increasing volatility of capital flows. According to the preliminary CBR estimates, net capital 
outflows from the private sector amounted to US$ 21.3 billion in Q1-2011 (as in Q4-2010), which breaks 
down into outflows of US$7.5 billion from the banking sector and US$13.9 billion from the nonbanking 
sector (table 1.4). It appears that banks––which registered net capital inflows of almost US$ 16 billion in 
2010––have changed their strategy, and now prefer investing in foreign assets (as indicated by the 
balance of payments statistics), despite the appreciating ruble and high oil prices.  

Why have capital outflows continued, despite rising oil prices, and the appreciating ruble? In the 
empirical literature and many episodes of outflows in developing countries, short-term capital outflows 
have typically been a function of macroeconomic instability exemplified by high inflation and fiscal 
imprudence as was the case in Russia, for example, during the 1998 crisis. But none of these factors is at 
play today: Russia’s consolidated budget is headed for a surplus in the context of a growing economy, 
sovereign debt is among the lowest in the world, export and fiscal revenues are high, and inflation is 
moderate. Longer-term, structural factors such as the quality of the investment climate are likely to play a 
role in this regard. In fact, viewed in the longer term perspective from 1999 to early 2011, the ongoing 
capital outflows do not appear unusual compared with the long-term trends. What may add an element of 
uncertainty and contribute to these persistent capital outflows from the nonbanking sector and a reversal 
of capital flows in the banking sector is rising domestic risks at least partly attributable to political 
uncertainty associated with the upcoming elections. In such an environment, the capital account balance 
is unlikely to improve enough to compensate for the likely deterioration in the current account, thus the 
overall balance of payments position will likely be gradually weakening towards year-end.  

  Table 1.4: Net Capital Flows, 2006–2011  
  US$ billions 

  2006 2007 2008 2009 2010 Q4 2010 Q1 2011 

Total net capital inflows to the private sector 41.4 81.7 −133.9 −56.9 −35.3 −21.5 -21.3 
   Net capital inflows to the banking sector 27.5 45.8 −56.9 −31.4 15.9 -1.8 -7.5 
   Net capital inflows to the nonbanking sector 13.9 35.9 −77 −25.4 −51.2 −19.7 -13.9 

     Source: CBR.  

Figure 1.4: Oil Prices and the Trade Balance 
 

      Sources: CBR and World Bank staff estimates. 

Figure 1.5: Current Account Balances (CABs) and the Real 
Effective Exchange Rate (REER) 

 
 Sources: World Bank staff calculations based on Rosstat and CBR data.  
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EXTERNAL DEBT — increased exposure of the corporate sector   
 
Official debt statistics show an increase in the overall debt exposure of the corporate sector during 
2010 and in Q1-2011, but mostly of state-owned banks and corporations. According to the CBR 
preliminary debt statistics, the outstanding external debt of the corporate sector increased to US$458 
billion by end-March 2011 (table 1.5). External liabilities of the banking sector increased to US$ 148 
billion by end-March 2011 (by 14.7 percent, y-o-y), while those of nonfinancial corporations rose to US$ 
310 billion (by 6.5 percent, y-o-y). But 95 percent of the external debt increase in 2010 is accounted for 
by state-owned banks and non-financial corporations. This situation might indicate that the access to 
external financing for companies outside the state-dominated resource sectors as well as for those without 
implicit government guaranties has not been fully restored.  
 
         Table 1.5: External Debt of the Corporate Sector*, 2010-11  
         US$ billions 

 January 1, 2010 April 1, 2010 January 1, 2011 April 1, 2011 

Total debt 421.3 419.8 442.1 457.9 

   Banks  127.2 129.0 144.2 148.1 
Short-term 27.2 29.4 39.1 n/a  

   Nonfinancial corporations 294.1 290.8 297.9 309.8 
Short-term 19.2 18.9 17.5 n/a 

State and quasi-state debt 176.7 178.9 199.3 n/a 
             Source: CBR. * including state owned banks and companies. 
 
Access to long-term borrowing for the private sector remains limited. The maturity structure 
of the private sector debt shows that both banks and non-financial corporations notably reduced 
their long-tem external liabilities in 2010. This reduction indicates that effective access to longer-
term financing for the privates sector has not been restored, with limited rollover capacity.  The 
banks continued using short-term borrowing to refinance their outstanding long-term loans and 
leverage their balance sheets. Short-term liabilities of private banks increased to US$27 billion by 
the end of 2010 (33 percent of total banks’ total external liabilities) from US$18 billion at the end 
of 2009 (table 1.6).  
 
                                    Table 1.6: External Debt of the Private Sector*, 2010 
                                    US$ billions  

 January 1, 
2010 

January 1,  
2011 

   Banks  80.7 80.8 
Long-term 61.1 52.3 
Short-term 18.0 27.0 

   Nonfinancial corporations 216.6 208.5 
Long-term 152.0 128.4 
Short-term 19.7 16.9 

                          Source: CBR.  * Including liabilities to direct investors.  
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LABOR MARKET —   improving but not everywhere 

Aggregate labor market conditions improved in January-April 2011 and unemployment fell 
despite seasonal pressures on unemployment. According to preliminary Rosstat estimates, the level 
of unemployment fell to 7.2 percent in April 2011 from 7.7 percent in January 2011, and 8.1 
percent in April 2010 (International Labour Organization [ILO] definition) (table 1.7; Q1 2011 figure of 
7.5% refers to quarterly average). The overall robustness of the labor market recovery is also evident 
in the number of vacancies, which increased to 271,000 in April 2011 from 254,000 in January. 
Also the number of employees who are forced to work part-time declined to only 71,000 in April 
2011 from 90,000 in January 2011, and as much as 219,000 in April 2010. About 27 percent of all 
vacancies are in manufacturing, followed by transport and communication (26 percent).   

Table 1.7:  Regional unemployment in Russia, 2009-2011  
             (average) 

 2009 2010 Q1-2011 
Russian Federation  8.4 7.5 7.5 

Central Federal Okrug  7.0 6.2 4.7 

North-west Federal Okrug 8.6 7.7 6.4 

South Federal Okrug 8.6 7.7 7.6 

North Caucuses Federal Okrug  16.5 16.9 16.5 

Volga Federal Okrug  8.6 7.6 7.7 

Ural Federal Okrug  8.1 8.0 7.6 

Siberian Federal Okrug  10.5 8.7 9.0 
Far-East Federal Okrug  9.4 8.7 8.6 

 Source: Rosstat.  

         Table 1.8: Labor Productivity, Disposable Income, Wages, and Unemployment, 2007–11  

  2008 2009 2010 2011 

  Jan–Dec Jan–Dec Jan–Dec Jan-April 

GDP growth (%, y-o-y) 5.2 −7.8 4.0 4.1* 

Total employment (million people) 70.9 69.4 69.6 69.7 

Employment growth (%, y-o-y) 0.5 −2.1 0.3 2.0* 

Labor productivity growth (%, y-o-y) 4.7 −5.9 3.7 2.1* 
Real disposable income growth (%, y-o-y) 1.9 1.9 4.1 -3.1 

Real wage growth (%, y-o-y) 11.5 −2.8 4.2 1.8 

Average monthly wage (US$)  692.1 593.0 697.8 752.5 

Unemploymenta (%, end of period) 7.8 8.2 7.2 7.2 
             Source: Rosstat. 
 */ Estimate for Q1 2011. 
                       a. International Labor Organization definition. 
 

But the improvement in the Russian labor market has been driven mainly by two regions––
Central and North-West federal districts accounting for the bulk of economic activity––while 
conditions in the other six federal districts remain difficult.  According to Rosstat, the average 
level of unemployment (ILO definition) in Q1- 2011 varied from only 4.7 percent in the Central 
Federal Okrug to 16.5 percent in North Caucasus (table 1.7). In the Central Federal Okrug itself, 
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the unemployment dynamics appears to have been dominated by Moscow where the average 
unemployment rate was only 1.8 percent in January-March 2011, almost to the pre-crisis level. 
Indeed, Moscow is again experiencing skills shortages in some service sectors and occupational 
groups. But in other regions, labor market conditions seem to have even worsened in Q1-2011, 
with 20 regions (out of 83) reporting an average unemployment rate above 10 percent.   

Real income and wage growth unexpectedly fell as inflation picked up in January-April 2011, 
but dollar wages reached a record high, reflecting the ruble’s appreciation. According to 
Rosstat, real disposable incomes declined 3.1 percent while real wages grew only 1.8 percent in 
January-April 2011 (y-o-y, table 1.8). This outcome is rather surprising given an estimated 2 
percent productivity growth in Q1-2011, prompting some analysts to argue that incomes could be 
underestimated. It appears, however, that higher inflation and a lag in the indexation of public 
wages and social benefits negatively affected real incomes; slower wage growth could have been 
associated with an increase in the social contribution tax from 26 to 34 percent, effective January 
1, 2011. However, the appreciation of the ruble has pushed the average monthly dollar wage 
further to a new record of US$753 per month in January-April 2011 (12 percent growth, y-o-y), 
indicating that the unit labor costs have surpassed the pre-crisis level.  

MONETARY-EXCHANGE POLICY AND CREDIT — inflation concerns, despite monetary tightening   
 

Inflationary pressures remain despite active monetary tightening during February-April 
2011. Beginning in February 2011, the CBR increased its main policy rates by 50 basis points 
(currently the CBR’s refinancing rate is set at 8.25 percent), while reserve requirements have been 
increased by 150-300 basis points depending on the type of deposit. But this approach had no 
noticeable impact on inflation as the 12-month Consumer Price Index (CPI) inflation rose 9.6 
percent in April 2011, practically unchanged since January. On May 30, CBR increased the deposit 
rates by 25 basis points, while keeping the policy rate and reserve requirements unchanged. 
Interestingly, it also announced that there would be no further increases in policy rates this year, 
suggesting that its assessment of the balance of risks is shifting from inflation to growth. 
 
Monetization of the economy has slowed but it is too early to declare victory over inflation. 
According to the CBR, money supply (M2) growth slowed to an average of 28 percent in January-
April 2011 (y-o-y) from 34 percent in 2010 (figure 1.6). However, this slowdown might not have 
been sufficient to reduce inflationary pressures from last year because the recovery in money 
demand is lagging, constrained by high interest rates and slower-than-anticipated income growth. 
The situation is complicated by nonmonetary factors, namely rising food and gasoline prices, 
which were the main factors driving consumer price inflation during the first four months of this 
year. Food inflation accounts for about 57 percent of the total increase in CPI in Jan-April 2011, 
compared to Jan-April 2010. Given the lags between money supply growth and inflation, 
managing inflationary pressures and the resulting inflationary expectations should remain on the 
top of the policy agenda of monetary authorities for at least 2011.  
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Figure 1.6: Money Supply Growth, % (M2, y-o-y) 

 
                    Source: CBR.  
 
Responding to a sharp rise in oil prices and strengthening of the balance of payments 
position, the CBR has returned to a more active posture in the exchange rate market. 
According to the CBR, current exchange rate management is being tailored to the underlying 
balance of payments and macro fundamentals. After the ruble had broken the lower end of the 
target band for the bilateral currency basket of 34 bi-currency units per ruble, the CBR began to 
buy out excess dollar liquidity from the market. In February-April 2011, the CBR bought about 
US$11.4 billion from the market, of which US$2.7 billion were unplanned interventions to smooth 
out excess volatility. The policy has been helped by the continued capital outflows, which 
considerably eased the appreciation pressure. However, the fact that the CBR has not widened the 
band for the currency basket may indicate authorities’ rising concerns about ruble appreciation and 
potential loss in competitiveness in the tradeable sectors of the economy.    
 
Importantly, recovery in credit activity has continued into 2011. In January-April 2011, the 
total stock of credit to the private sector increased 16 percent in nominal terms (5.8 percent in real 
terms) year-on-year (figures 1.7 and 1.8). Credit to households, in particular, rose by 18 percent 
during the first four months of 2011, while credit to non-financial corporations increased 15 
percent and loan rates to the latter declined noticeably. But the spreads between the CBR’s 
refinancing rates and effective lending rates for household loans changed only marginally and 
remained extremely high (at 1945 basis points) at the beginning of 2011 (figure 1.8). This situation 
suggests that, in addition to the currency risk embedded in the interest rate structure, there could be 
institutional (for example, collateral and credit registry–related) uncertainties keeping the lending 
rates high. Credit risk perception of potential borrowers has also remained high. But as the banks 
expanded credit, their liquidity position with the CBR considerably worsened in April 2011, which 
could hold back the subsequent credit recovery. According to the CBR, the banks’ liquidity kept 
by them at the CBR in deposits and correspondent accounts has dropped dramatically in April 
2011 to about Rub 880 billion (from Rub 1384 billion at [end-March]), an increase sufficient to 
prompt a rise in money market rates. This could negatively impact credit growth because lending 
rates are likely to remain high or even increase, reflecting the higher cost of borrowing in the 
interbank market and still limited access to external financing.  
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Figure 1.7: Bank Lending Rates versus the Central Bank Policy Rate  
(percent) 

 
 

Figure 1.8:  Growth of Credits to the Private Sector 
(%, y-o-y) 

 

   Sources: CBR; World Bank staff estimates. 
 
 

FISCAL POLICY––return to fiscal surpluses but with large non-oil deficit 

 
The fiscal outcome for the first four months of 2011 was much better than planned mainly 
because of higher oil and gas revenues. According to preliminary estimates of the Ministry of 
Finance, the federal budget was executed with a surplus of 0.9 percent of GDP in January-April 
2011, compared to a 3.2 percent deficit in January-April 2010 and the 3.6 percent annual deficit 
stipulated in the 2011 Budget Law. The surplus was mainly due to higher revenues that amounted 
to 21.3 percent of GDP, which, if maintained at this level for the rest of the year, would amount to 
3.7 percentage points higher than that stipulated in the original Budget Law. The latter figure 
represents an approximation of Russia’s likely oil windfall this year.  
 
Reflecting the recent sharp increase in oil and gas prices, the government has prepared the 
budget amendment that envisages a drop in the federal budget deficit by 2.3 percentage 
points. On May 13, 2011, the Russian Duma passed the proposed amendment for the federal 
budget in the first reading and on June 3, the President signed the budget amendment into law 
(table 1.9). According to the new budget parameters, federal revenues will amount to 19.3 percent 
(an increase of 1.7 percent of GDP compared to initial budget parameters), while the overall deficit 
will decline to 1.3 percent of GDP. Interestingly, the amendment proposes an increase in budget 
spending by Rub 364 billion about 0.6 percent of GDP but as a share of GDP expenditures will 
even decline to 20.7 percent from 21.2 percent. This proposal implies that the government is using 
a higher GDP deflator for the revised macro and budget parameters than in the past.  
 
Although the overall deficit for the amended budget indicates a large fiscal consolidation, the 
adjustment in the non-oil deficit––which matters much more for Russia’s long-term fiscal 
sustainability––is much more modest. According to the amended budget parameters, the overall 
fiscal adjustment in 2011 will be 2.8 percentage points of GDP (relative to the original 2011 
budget). Although this is a move in the right direction, the non-oil deficit will be reduced by only 
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0.6 percent—and its level will remain large, exceeding 11 percent of GDP—indicating the 
budget’s continued vulnerability to a sudden drop in oil prices (table 1.9).   
 
The government should not miss the opportunity provided by a large oil windfall to 
substantially improve its long-term fiscal position, further reduce inflation, improve the 
composition and effectiveness of public expenditures, and establish a basis for dynamic, 
healthy growth in the future. As analyzed and emphasized in previous RERs, Russia should 
prudently aim for a non-oil fiscal deficit of about 4.3 percent of GDP (so called permanent income 
fiscal rule), suggesting an adjustment of about 6.5 percentage points of GDP over the medium 
term. This is a more ambitious adjustment than envisaged by the government, but is fully 
achievable and necessary for Russia to achieve long-term fiscal sustainability. It could be achieved 
by a combination of revenue and expenditure measures (RER24, chapter 2)––including cutting 
unproductive expenditures and improving expenditure efficiency while investing in productive 
infrastructure––that would also be conducive to dynamic, long-term growth.  It would also be 
easier to achieve in the context of the large, temporary oil windfall compared with the prospects of 
several months ago. Moreover, in order to ensure that long-term fiscal policy and the deficit are 
not subject to political pressures for unsustainable increases in public expenditure, that the level 
and changes in public expenditures do not become a factor of macroeconomic instability, and that 
there is inter-generational equity, fiscal policy should be led by an explicit fiscal rule (such as the 
permanent income rule) toward macroeconomic stability and long-term sustainability.  
 
Table 1.9: Amendment to 2011 Federal Budget  
(% of GDP) 
 

  2011 (federal budget) 2011 (amendment) change 

Revenues  17.6 19.3 1.7 

Oil revenues 8.1 9.8 1.7 

Non-oil revenues 9.5 9.5 0 
Expenditures 21.2 20.7 -0.5 
Deficit  3.6 1.3 -2.3 

Non-oil deficit 11.7 11.1 -0.6 
Source: Ministry of Finance, Economic Expert Group. 
 
         
ECONOMIC AND SOCIAL OUTLOOK FOR RUSSIA, 2011–12   
 
Global growth is projected to remain strong through 2012. After expanding 3.8 percent in 
2010, global GDP is projected to slow to 3.2 percent in 2011 before firming to 3.6 percent in 2012, 
when aggregated using purchasing power parities (table 1.10). The earthquake in Japan and policy 
tightening, among other factors, are projected to reduce growth in high-income countries to 2.2 
percent in 2011, down from 2.7 percent in the previous year. But the subsequent expansion is 
expected to level off to near 2.7 percent in 2012 and beyond, as the negative effects of household, 
banking, and government budget consolidation begin to fade and rebuilding in Japan intensifies. 
As countries close output gaps, aggregate growth in developing economies is projected to ease.   
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       Table 1.10: GDP Growth: Summary of the Global Outlook (percent) 

 2009 2010  2011 
(projected) 

2012 
(projected) 

World −2.2 3.8 3.2 3.6 
High-income countries −3.4 2.7 2.2 2.7 
Developing countries   1.9 7.4 6.3 6.2 
Russian Federation −7.8 4.0 4.4 4.0 

           Source: Global Economic Prospects Group for world and regional growth; Russian Economic Report for Russia, World Bank.  
 

Figure 1.9: World Bank Oil Price Forecast for Average Crude: Brent, Dubai, and West Texas 
Intermediate (WTI) (simple average, US$/barrel) 

 

 
 
          Source: World Bank.  

 
In this environment, we maintain our outlook for Russia’s GDP growth in 2011 at 4.4 
percent despite higher oil prices (than those in the previous RER 24) (table 1.11, figure 1.9). 
Given a more sluggish growth in domestic demand and credit activities during the first four 
months of 2011, it now appears that the ongoing cycle of inventory restocking will close up during 
the second half of 2011 with private consumption becoming the main factor for economic growth 
(figures 1.10 and 1.11). In 2012, as the economy closes the output gap, the pace of economic 
activity is likely to be constrained to about 4 percent, closer to likely post-crisis, long-term 
potential growth. In the longer-term, keys to Russia’s dynamic growth and export and broader 
economic diversification are productivity, innovation, and competition; with the right structural 
policies in these directions, Russia could achieve an even higher long-term growth and standards 
of living for its people (see chapter 2 of this Report). 
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Table 1.11: Outlook for Russia, 2011–12 
 2011 2012 
  GDP growth (%)     4.4  4.0 
  Consolidated government balance (%)     0.4  0.6 
  Current account (US$ billions)  63.0 11.0 

Percentage of GDP     3.5  0.5 
  Capital account (US$ billions) -17.4 19.0 

Percentage of GDP   -1.0  0.9 

                                  Source: World Bank staff projections.  

 

Box 1.1. World Oil Market: Developments and Prospects 
 
Oil Price and Market Developments. Oil prices 
(World Bank average) rose for nine straight 
months through April 2011 before contracting 
sharply in early May. The run-up in prices 
(following more than one year of relative stability) 
was fueled by very strong demand growth, 
particularly in the fourth quarter of 2010 (3.8 
percent or 3.3 million barrels per day [mb/d]). The 
global oil market balance has continued to slowly 
tighten and inventories have declined, although in 
aggregate they remain comfortable. In 2011, the 
price spike was mainly the result of political 
unrest in North Africa and the Middle East and 
worries about oil supply losses in the major oil-
producing countries.. Still, the World Bank 
average price hit a high of US$119.00 per barrel (bbl) at end-April, with Brent at US$126.10/bbl (just below its high 
for the year of $126.70/bbl on April 8) (see box figure).    
 
Oil Price Outlook. The World Bank oil price forecast has been revised up to US$107.20/bbl in 2011 (from 
$96.8/bbl) and $102.10/bbl (from $92.3/bbl) 2012. The forecast assumes a protracted confrontation in Libya, with 
little in the way of oil exports in the rest of 2011. The International Energy Agency has capped [the outlook for] 
Libyan production at 0.2 mb/d for the remainder of 2011. With the situation in Syria and Yemen deteriorating, and 
tensions simmering elsewhere, the risk of further oil supply disruptions remains. Oil demand growth continues to be 
revised downward, however, especially in the United States, where gasoline prices of more than US$4 are curbing 
demand. World oil demand is projected to increase by 1.3 mb/d or 1.5 percent in 2011, with nearly half of the growth 
in China.  The consensus among market analysts is that the market will tighten during the course of the year with 
declining inventories and surplus capacity and that prices could rise from current levels. Upside risks include 
continuing strong demand in emerging markets, acute diesel shortage, and limited response from OPEC producers. 
Downside risks entail increasing economic headwinds and demand impact from higher prices, notably in the United 
States, which still accounts for more than one-fifth of world oil demand.  
 

 
The overall balance of payments position is expected to remain stable in 2011 because of high oil 
prices despite high volatility in capital flows. Under the revised forecast of oil prices (figure 1.9), the 
surplus on the external current account would amount to about US$63 billion in 2011 (about 3.3 
percent of GDP) and would deteriorate to US$10 billion in 2012. The capital account is likely to 
improve but still retain a deficit of about US$17.4 billion in 2011 because of potential capital 
outflows resulting from the continued weak investment climate as well as short-term perceptions 
of political risks with the onset of the 2011–12 election cycle. In 2012, however, with the return of 
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nondebt capital inflows, lower debt repayments, and improved borrowing capacity of banks and 
nonfinancial corporations, the capital account is projected to improve to US$19 billion.   
 
Taking into account new assumptions for oil prices, we project considerable improvement of 
Russia’s fiscal position in 2011 and 2012 and rebuilding of fiscal reserves. Despite new 
pressures on the current oil revenues from additional social spending, as well as spending on 
infrastructure and modernization of the army, the size of the windfall should translate into fiscal 
surpluses this year and the next. The consolidated budget is projected to register an overall surplus 
of 0.4 percent of GDP in 2011 and 0.6 percent in 2012, including the estimated cost of the 
government’s announcement in early June 2011 of increases in public sector wages in health and 
education. Downside risks of highly volatile oil prices will remain. But, as noted above, there is no 
room for complacency because a much more ambitious fiscal adjustment and expenditure controls 
will be needed over the medium term to reduce the large non-oil fiscal deficit to sustainable levels. 
 

Figure 1.10: Demand Sources of Russia’s Real Growth, by 
Quarter, 2008–11 (% change, y-o-y) 

 

Figure 1.11: Monthly Unemployment Rate Dynamics 
in Russia, 1999–2011 (percent) 

 
Sources: Rosstat; World Bank staff estimates.                                                       Sources: Rosstat; World Bank staff estimates.  

 
Given the current trends and policies, inflationary pressure is expected to diminish 
somewhat toward end-2011, but the government is unlikely to reach its revised inflation 
target of 6.5 to 7.5 percent. Although further monetary tightening could help to contain inflation 
during the second half of 2011, the announced policy suggests no further tightening by end-2011. 
To date, the impact of food and energy inflation on the households in Russia and the broader 
European and Central Asian region has been significant (see chapter 3 of this report). But the 
easing of global commodity prices and a strong harvest in Russia are likely to exert downward 
seasonal pressure on food prices in late summer, so we now expect a somewhat lower CPI inflation 
in 2011, between 7.5 and 8 percent and below 7 percent in 2012. But upside risks for inflation, 
associated with possible monetary factors and additional fiscal spending during the election cycle, 
will remain in 2012. Moreover, the overall balance of macroeconomic risks remains tilted toward 
inflation. 
 
Russia’s national poverty rate at end-2010 was essentially flat and the government managed 
to cushion the previous social impact by a large fiscal stimulus, but an estimated 18 million 
Russians are still living in poverty and large segments of the middle class remain vulnerable 
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to new shocks to their fixed incomes (for example, inflation). Compared with our earlier 
estimate (RER 24) of poverty at end-2010 of 12.7 percent, the official figure just released is 13.1 
percent. This rate means that the postcrisis growth rebound is yet to translate into tangible poverty 
reduction, despite improvements in labor market conditions. Both unemployment and poverty rates 
increased sharply in early 2009. However, as the large increases in public sector wages and in 
pensions and unemployment benefits kicked in, and as unemployment began to fall as firms shifted 
to labor hoarding, the national poverty rate fell from 13.4 percent in 2008 to 13.2 percent by end-
2009 and then, marginally, to 13.1 percent in 2010. We now project a more gradual pace of 
poverty reduction in 2011 (12.4 percent) and 2012 (11.3 percent) (figure 1.12). Increased policy 
focus on fighting poverty using effective and better targeted programs, especially in the poorest 
Russian regions, is warranted. 
 

Figure 1.12: Poverty Rate and Level in Russia, 2006–12 
 

  
 
Sources: Rosstat, actual data for 2006–10; RER team calculations based on Household Budget Survey data and projections for 
2011–12. 

 
In the remaining two chapters, we discuss two special topics of policy interest: binding constraints 
and policy options for export diversification in the Russian Federation and food and energy 
inflation in Europe and Central Asia.   
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II. EXPORT DIVERSIFICATION IN THE RUSSIAN FEDERATION: BINDING 
CONSTRAINTS AND POLICY OPTIONS1 

Summary. Economic modernization and export diversification are priorities in the Russian economic policy 
agenda, and several measures have been undertaken in recent years to promote other sectors of economic 
activity. A stable macroeconomic framework that Russia established is a necessary but not sufficient 
condition for dynamic exports. A governance regime that rewards productive investments over rent-seeking 
is also among the critical underlying factors. But more specific reasons that some firms succeed in breaking 
into foreign markets while others do not is far from fully understood. In this note, we try to identify the 
binding constraints to export diversification in the Russian Federation. Using firm-level data, we identify 
which investment climate factors are affecting the propensity of Russian firms to engage in export activities. 
Results show that productivity is key to exports and that lack of competition and entrepreneurial innovation 
are relevant obstacles to the emergence of new, potentially exportable products. We then discuss how 
greater policy focus and enhanced competition and innovation policies could contribute to export 
diversification.  

Russia’s Recent Trade Performance: A Shrinking Product Base  

Russia’s narrowing product base is a well-known phenomenon. Oil and natural gas composed 
less than half of total exports in 2000. In ten years, this figure had grown to two-thirds of total 
exports, with an additional 15 percent of exports coming from other extractive commodities and 
only 9 percent from high-tech exports, mainly in the defense industry. Although a result in part of 
higher commodity prices, this increase may also indicates a loss of export competitiveness of 
Russia’s non-resource sectors. In contrast to with the dynamism shown by exports of other BRIC 
countries (Brazil, Russia, India and China), most of the growth of Russian exports in the past 
decade came from the expansion of exports of existing products in existing geographic markets as 
opposed to the expansion of new products to new or even old geographic markets, the latter shown 
to be de facto null. 

Russian exporters face difficulties not only entering but also sustaining their presence in 
foreign markets. Decomposition of export growth over 2000–08 period shows little to no 
contribution of the increase of exports of new products to either new or old geographic markets to 
the overall export performance of the country. Meanwhile, only 57 percent of Russian export 
events (defined as one foreign sale in a given year) between 1999–08 survived after the initial two 
years. In China, for example, this rate is slightly higher than 70 percent. Survival rates of export 
events are related in part to a country’s export competitiveness, which can, in turn, be assessed by 
the indicator of revealed comparative advantage (RCA). 2 In Russia, the low export survival rates 
are, to a large extent, a symptom of the lack of competitiveness of the non-oil and gas sectors. 

Russia currently exhibits RCA in only two sectors—extractive industries and iron and steel. 
Brazil, for example, exhibits comparative advantage in agriculture, foods, and beverage industries. 
In Russia, the decline of services exports (from 11.4 percent of gross domestic product in 1999 to 
7.6 percent of GDP in 2008) is unique among the BRIC countries. At a more disaggregated level, 

                                                 
1 This note was prepared by Paulo Correa (Lead Economist) and Dragana Pajovic (Analyst) of the World Bank. The note summarizes the main 
results of the Russia Export Diversification Report (Washington, DC: World Bank 2011, forthcoming). 
2 The indicator of RCA compares the share of exports of a product in the total exports of a country with the share of the world’s product exports in 
the world’s total exports. Defining Xi and Mi as, respectively, exports and imports, we compute RCA, for each sector i, as: 
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Russia exhibits RCA in products mostly in the periphery of the product-space map.3 Such 
specialization is sometimes considered problematic because the capabilities developed in those 
sectors are not easily redeployed to other industries, hindering the process of economic 
diversification. Yet several resource-rich countries have managed to expand their comparative 
advantages beyond the traditional, natural resource–intensive products.  

However, Russia seems to be underperforming even compared with its existing trade 
potential (in areas such as trade opportunities given the country’s current structural conditions). 
An analysis based on a gravity model that includes 130 of Russia’s trading country partners 
indicates that Russia undertrades with China and India as well as with several Group of 8 (G-8) 
countries, including Germany, Italy, and the United States. More interesting, the number of 
countries with which Russia seems to be undertrading rises when the oil and gas industries are 
excluded from the model. Indeed, despite the increase of China’s share in global trade, its share in 
Russia’s total exports remained stagnant at around 4–5 percent in the 1998–2008 period. 

So what is preventing Russia from tapping into existing trade opportunities? What is 
preventing Russia from following, for example, Brazil’s trajectory of developing comparative 
advantage in other sectors and thereby diversifying its exports? Our hypothesis is that several 
investment climate factors may be reducing the propensity of Russian firms to export. In the next 
section, we identify which investment climate factors are de facto binding and address their 
relative importance. 

Identifying the Binding Constraints: The Roles of Competition and Innovation 

To identify the binding constraints for export diversification in Russia, we apply the 
methodology developed in Escribano and Guasch (2008); Escribano and Pena (2010); and 
Escribano, de Orte and Pena (2010), using the World Bank’s Russian Federation 2009 Enterprise 
Survey—a unique firm-level survey with more than 250 variables related to the investment climate 
in which Russian firms operate (including trade, innovation, technology and skills, business 
regulation, competition, infrastructure, and finance variables). This methodology allows us to 
identify the investment climate factors that are statistically affecting a firm’s propensity to export 
(at a level of 5 percent of significance) as well as to estimate their individual contributions. 4 

The results of this analysis show that the main contributors to firm export propensity in 
Russia are the firm’s productivity level (measured as total factor productivity [TFP]), its 
innovation performance, and the competition environment it faces (figure 2.1). Factors related 
to infrastructure, regulatory environment, and access to finance, although still playing a role in the 
propensity of Russian firms to export, exhibit lower (absolute) contributions. 

Productivity levels exhibit the largest contribution by far: A 1 percent increase in TFP is 
associated with an increase in export propensity of up to 11 percent. Such importance of 
productivity levels to a firm’s propensity to export is consistent with recent studies on trade with 

                                                 
3 The Product Space analysis is based on the tools pioneered by C. A. Hidalgo, B. Klinger, A.-L. Barabasi, and R. Hausmann, “The Product Space 
and Its Consequences for Economic Growth” (Science 317; 482–87, 2007).  
4A system of equations is used to model the interrelations among the dependent and independent variables. We have used an instrumental 
variables (IV) estimator to alleviate the endogeneity coming from simultaneous casualty bias, controlling for observable fixed effects, with the 
information contained in the BEEPS (Business Environment and Enterprise Performance Survey) dataset.  
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heterogeneous firms. These studies argue that high-productivity firms are more likely to export 
because they are able to pay the substantial sunk costs incurred in entering foreign markets.5 

Firms introducing a new product and investing in research and development (R&D) and 
those facing competition from domestic firms are also more likely to export. By encouraging 
innovation and enterprise R&D, innovation policies could, in principle, increase the probability of 
a firm to export and thus contribute to export diversification. This conclusion holds regardless of 
the sector of the firm performing R&D. Similarly, firms subject to strong domestic competition 
have a higher probability of exporting. Results are consistent with the argument that strong rivalry 
in domestic markets strengthens the capacity of local firms to compete abroad, a point made, 
among others, by Michael Porter and Mariko Sakakibara in reference to the Japanese experience.6 
By affecting the competition environment, the Russian government can affect the export 
propensity of local firms.  

Data further indicate that other factors, i.e., bureaucracy, finance and infrastructure 
impediments have an adverse effect on firms’ probability of exporting. Figure 2.1 shows that 
firms where managers spend more time dealing with bureaucracy have lower export propensity. 
Establishments that purchase a higher share of their input on credit (after delivery) also have a 
lower probability of exporting. Similarly, firms experiencing a higher number of power outages 
per month or having higher shares of electricity coming from a generator are less likely to enter 
foreign markets. 

To better understand the factors affecting a firm’s R&D decision, we also studied the effects 
of the investment climate on the probability of Russian firms to invest in R&D.7 Firms with 
higher TFP levels are more likely to invest in R&D. Higher productivity levels may enable 
investments in R&D by increasing the amount of internal funds available to the firm. Internal 
funding is often preferred as a source of innovation financing because of lower costs or simple 
unavailability of credit (rationing).  
 

Results also indicate the importance of information and communications technologies, 
tertiary education, and training as well as the experience of the manager—proxies for 
entrepreneurship and business knowledge. Being a limited liability company also increases the 
probability of a firm’s investment in R&D. By reducing monitoring costs and downside risks for 
shareholders, limited liability companies enable managers to undertake riskier investments that 
hold out a promise of greater returns and potentially represent an overall more productive 
investment strategy for the firm. 
 

 

 

 

                                                 
5 Yet the role of productivity in shaping aggregate export responses should not be overstated, and most of the literature identifies exchange rates 
and foreign income growth as more important determinants. 
6 M. E. Porter and M. Sakakibara. “Competition in Japan” (Journal of Economic Perspectives, 18 (1): 27–50, 2004). 
7 Firms were asked what amount they spent in fiscal year 2007 on R&D activities, either in-house or contracted with other companies 
(outsourced). 
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Firms introducing a new product are also more likely to invest in R&D. Our analysis 
indicates a positive effect of introducing a new product, pointing to synergies between R&D 
investment and new products. One way to interpret this result is that R&D and technological 
modernization are complementary inputs to the innovation process, as technologically outdated 
firms are less likely to spend on research and development. However, it seems that firms are more 
likely to do so when capacity use is lower. This latter result, although apparently puzzling, 
follows the less conventional view that business R&D may be countercyclical (that is, increases 
during downturns). Meanwhile, the result of outsourcing is interpreted as evidence of gains from 
specialization—productivity enhancements derived from division of labor, which, in turn, is 
limited by the size of the market. By affecting the size of the market through product market 
regulations, governments may affect firms’ specialization and thus productivity levels.  
 
Productivity levels are also affected by the investment climate. Because productivity levels 
play a major role in the firm’s decision to export and to invest in R&D, we also investigated 
which investment climate factors contribute more to the TFP levels of Russian firms. Main results 
suggest that a larger number of investment climate factors are affecting the productivity levels of 
Russian firms (about 20 different factors, as compared to 15 for the case of export propensity) 
and that these factors exhibit similar levels of (absolute) contributions. Out of these 20, a number 

Figure 2.1: Contributions of Investment Climate Variables to Firms’ Export Propensity 

 
Source: Staff calculation based on the 2009 Business Environment and Enterprise Performance Survey (BEEPS). Note: R&D = research and 
development. Percentage contributions of the investment climate are based on the concept of the right hand side (RHS) variables’ contribution 
to the probability of exporting, normalized to 100. The constant of the equation as well as the region, industry and size variables are not shown 
in the figure, for presentation purposes. 

58.37

32.71

7.61 6.07 4.74 3.82
1.44

-4.45

2.42 2.22

-4.56 -5.29
-0.27

-3.76 -1.08
-10

0

10

20

30

40

50

60

70

%
 C

on
tr

ib
ut

io
ns

FinanceRegulatory env. OtherTFP Innovation, quality & 
skills

Competition Infrastr.



20 
 

of factors are of particular importance, including technological upgrading—defined as the share 
of staff using computers, import activity, and quality certifications—as well as the “experience of 
the manager.” 
 
In addition, innovation and competition show positive contributions to firm productivity. 
On the competition side, results show that firms subject to informal competition (gray market) 
show lower productivity levels. Public subsidies seem associated with lower levels of 
productivity as well—in apparent contradiction, in principle, with the goals of state aid. All these 
factors tend to distort competition and have an adverse effect on productivity. In fact, the Olley 
and Pakes decomposition of Russia’s productivity shows that the current contribution of the 
allocative component (how much of the output is commanded by the more productive firms) to 
aggregate productivity in the country (about 20 percent) corresponds to half the value for Brazil 
in the early 2000s. By creating a more level playing field, competition policy in Russia may 
contribute to increased productivity and thus export diversification.8 
 

 

 

 

 

 

 

 

 
Policy Implications 
 
How can policy makers help improve competition and entrepreneurship and enhance 
productivity? We argue that improving the investment climate factors that contribute  most to 
explaining the firms’ export propensity—relaxing some of the binding constraints—would enable 
more firms to enter new foreign markets and contribute to export diversification. In Russia, as 
shown in the previous section, loosening such constraints suggests (a) raising productivity levels, 
(b) promoting innovation and R&D, and (c) strengthening competition. Enhancing managerial 
and technical skills and accelerating technology adoption would further contribute to increased 
productivity. In brief, by reforming the investment climate, Russia’s policy makers could 
contribute to a more bottom-up approach to export diversification. 
 
To date, the government’s broad top-down agenda of economic modernization and export 
diversification has emphasized the role of traditional industrial policy—interventions to 

                                                 
8 In addition, the negative contribution of shipment losses in exports and time to clear customs, in turn, indicate that trade logistics is still a 
relevant bottleneck for productivity among Russian firms. 
 

Box 2.1: The Case of Brazil’s Soybean Exports In the early 1970s, the Brazilian government encouraged the cultivation of soybeans in the Southern region of the country, where a temperate climate and fertile soil seemed to provide adequate conditions. With the expansion of soybeans and other export-oriented crops, fertile land in that area had become scarce and rental prices had risen by the mid-1980s. Agricultural entrepreneurs began to look for alternatives in the then-inexpensive and virtually unexplored Cerrado—the Brazilian prairies—an area about the size of France but with completely different soil and climatic conditions. At that time, Embrapa, a government agricultural research institute, began to explore and develop new forms of soybean seeds (cultivars) 
suited to the Cerrado’s climate and soil conditions. The availability of those new types of soybean seeds on a commercial basis expanded the area effectively available for soybean cultivation in Brazil. In the absence of such technological development, agricultural entrepreneurs would have been unable to expand production on a price-competitive basis, and export diversification in Brazil would have been limited. 
Embrapa now grows more than 200 varieties of soybeans to suit the country’s diverse soil and climatic conditions. In sum, successful government-sponsored agricultural research and access to better and cheaper agricultural inputs, stemming from broad trade liberalization, were also pivotal in raising agricultural productivity, and soybean exports in particular, after the 1990s. 
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increase economic returns in targeted (mostly high-tech) industries. However, international 
experiences with targeted industrial policies have shown mixed results. Local firms often fail to 
catch up with a fast-paced technological frontier, and production externalities are substantively 
small when compared to productivity gains associated with technology use (as illustrated by the 
use of information and communication technology in the U.S. service sectors). Moreover, 
narratives of industrial policy success stories often fail to take into account other intervening 
factors such as investments in human and physical capital. For example, the Republic of Korea 
and Taiwan, China, had large rates of physical and human capital accumulation that shifted their 
comparative advantage toward capital-intensive goods during the period 1960–80, making it 
difficult to isolate the effect of industrial policies at that time.9 
 
However, open markets and business-oriented technology policies are often ingredients of 
successful export diversification. Chile, for example, managed to diversify away from copper 
by adopting unilateral trade liberalization and supporting the imports and adaptation of 
technologies needed in wine, salmon, and fruit industries. Brazil’s export of soybeans is another 
example of the interplay of agricultural research and market forces (see box 2.1). In addition, and 
perhaps particularly relevant for Russia, Brazil’s large privatization program transformed 
resource-intensive state-owned companies, such as Companhia Vale do Rio Doce (iron ore) and 
Companhia Siderurgica Nacional (steel), into global players, adding to the diversification of the 
country’s exports.  
 
By contrast, state ownership is twice as large in Russia as in the EU-10 (European Union 10) 
countries, with state-owned enterprises commanding about 17 percent of employment. 
According to the available data, national, state, or provincial government controls at least one 
firm in 16 (out of 19) sectors—a relatively high figure compared to Organisation for Economic 
Co-operation and Development (OECD) averages a relatively high figure compared to averages 
in the Organisation for Economic Co-operation and Development (OECD), where the typical 
member economy registers government participation in only 9 of the same sectors. Product 
market regulation (PMR), as measured by the OECD PMR indicators, is highly restrictive, and 
Russia presents particularly poor results in the subindicators “State Control” and “Barriers to 
Trade and Investment.” According to the World Bank Trade Restrictiveness Index, incumbent 
firms are more insulated from international competition, especially through non-tariff barriers in 
the form of technical regulations and quantitative restrictions, than in most comparable countries. 
State aid (for example, in the form of loans, subsidies, and tax cuts) is often applied unevenly 
across regions, sectors, and firms. In addition, actions of regional government bodies also 
influence competition conditions in domestic markets.10 In response to recent severe droughts, the 
government introduced various export restrictions and price controls, which distorted market 
signals and discouraged investments in the sector. Predictably, the arable land is underused and 
the agricultural productivity gap is still significant.  
 
Russia has a long scientific tradition, but contribution of science to the economic activity 
has been limited because of a low level of entrepreneurship and application of science in 

                                                 
9 In the late 1980s, for example, Korean business expenditures in R&D reached 80 percent of total R&D expenditure. In that period, students with 
internationally acquired, government-funded Ph.D. degrees were required to return to Korea and were encouraged to work in emerging enterprises. 
10 According to 2009 data, government bodies accounted for, on average, more than 50 percent of anticompetitive practices, including their 
participation in horizontal and cartel agreements. In the case of public procurement, 60 percent of the violations of public procurement rules 
detected by the Federal Antimonopoly Service for the period 2008–09 were conducted at the regional and municipal level. 
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business activity. Investments in R&D are relatively low (about US$141 per capita, compared to, 
for example, US$1,146 per capita in the United States),11 and the scientific performance 
(measured by the number of published articles per researcher) has systematically declined in the 
past decade. Furthermore, Russia lags in research productivity.12 Commercialization of public 
research though licensing, spinoffs, or contract research is only occasional. Part of the problem is 
a steep decline in the number of mid-career researchers who are more likely to be involved in 
research commercialization. Russia’s science base is threatened not only by a large share of 
science and engineering graduates studying overseas who do not return (77 percent of those 
studying in the United States) to Russia, but also by governance of public research organizations 
that does not encourage performance. More broadly, data show that Russia’s overall level of 
entrepreneurial activity is much lower than one would expect given its income level.13 
 
A comprehensive competition policy would help establish a level playing field, facilitate 
entry of more efficient firms, and encourage orderly exit of less efficient firms, thereby 
contributing to increased productivity and export propensity. At its core, the policy should 
promote a reduction of state ownership; a more uniform, transparent, and result-oriented 
enforcement of state aid regulations; the simplification of the business environment in which 
firms operate; and the promotion of competition in service and network industries. As in the cases 
of Australia and the European Union, such a policy could help increase productivity and 
consolidate Russia’s domestic market, enabling domestic firms to benefit from additional gains 
from trade.  
 
A number of policy measures have been launched in recent years to foster innovation in 
Russia, with particular emphasis on emulating the experience of Silicon Valley, as illustrated, 
for example, by the development of Rusnano (Russian Corporation of Nanotechnologies), a state-
owned fund for venture capital financing, and Skolkovo, a planned “science city.” Those 
initiatives should be strengthened by measures to raise the efficiency of Russia’s research system; 
to develop a pipeline of innovative projects; and to foster research collaboration with the internal 
and international business sector, including reforming the incentives and constraints faced by the 
scientific community. 
 
Competition and innovation are sources of economic renewal, which, in turn, are at the core 
of the long-term development process. Reforms to relax critical binding constraints would also 
contribute to increased productivity and export propensity of Russian firms. Over the long term, 
the interplay of competition, innovation, and higher productivity would expand the number of 
exported products and thus raise the density of Russia’s product space. These bottom-up 
initiatives could then complement the existing mostly top-down approaches to export 
diversification.   

                                                 
11Absolute resources to R&D are also important, ranging from US$10 billion to US$14 billion annually (2005–09). This is higher than absolute 
R&D expenditures in, for example, Israel (US$8 billion in 2007), but falls short of the R&D expenditures in larger advanced economies (for 
example, Germany, US$84 billion, and Korea, US$31 billion) and in other BRIC countries (for example, China, US$49 billion). 
12 In the period 2003–07, the number of patent applications in Russia averaged only 0.8 per 1,000 researchers. Comparatively, the number of 
patents in more developed economies such as the United Kingdom. and the United States was 34 and 149 per 1,000 researchers, respectively 
13Another disincentive affecting transfer of generated knowledge into the marketplace is the legal framework for intellectual property rights. 
Despite recent improvements, the legal framework is not very clear in defining the ownership of the intellectual property from publicly funded 
research, other than for the defense industry. 
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III. RISING FOOD AND OIL PRICES: THE RUSSIAN FEDERATION AND THE 
EUROPE AND CENTRAL ASIA REGION14 

Summary: With the global recovery from the financial crisis, food and energy prices rose 
substantially over the past year, putting pressure on many countries’ budgets (public and private), 
external accounts, and inflation. For commodity exporters like Russia, this situation represents a 
short-term boon and an opportunity to replenish its fiscal reserves. However, for most countries in 
Europe and Central Asia, it is a source of vulnerability. This note explains the multiple channels of 
transmission and the impact of food and energy (mainly oil) prices in the European and Central 
Asian region with particular reference to Russia and other commodity-exporting countries. It also 
reviews some policy responses and their consequences. Finally, it provides some lessons for policy 
makers. Compared with other countries in the region, Russia has good coverage of safety nets, but 
targeting is accuracy low; as a result, Russia needs stronger and better targeted safety nets, which 
protect the vulnerable at a lower fiscal cost. In oil-exporting countries like Russia, medium term 
policies aimed at further improvements in energy efficiency are needed.  

Food and Energy Inflation Developments in Europe and Central Asia 

As a result of the rise in commodity prices over the past year, the World Bank Food Price 
Index surpassed its peak of 2008; though the Energy Price Index has also risen substantially, 
it is still below the July 2008 peak. These commodity market developments reflect a combination 
of temporary and permanent factors. Rising incomes around the world, particularly in emerging 
and developing countries, have increased demand for food and fuel. Supply factors, fuel supply 
constraints, and inventories have affected prices in both the short and the longer term, while 
weather and policies supporting biofuel production have affected grain prices.  

As the Europe and Central Asia Region recovers from the effects of the global financial 
crisis, food and fuel price increases represent not only a boon for commodity exporters, 
among them Russia, but also an additional source of vulnerability for many net importers. 
Persistently high and rising commodity prices complicate economic management for some ECA 
countries. During the 2008–09 global financial crisis, growth declined, unemployment increased, 
and wages fell in most ECA countries. Fiscal revenues also fell while countries struggled to 
contain macroeconomic imbalances and protect the vulnerable population. During the recovery, 
governments are trying to rationalize fiscal expenditures to contain deficits, prevent the large 
external deficits of the precrisis era, and support growth, while continuing to protect the poor.  

The Channels of Transmission and the Impact of Food and Energy Inflation 

ECA countries are affected by food and energy prices through a number of channels: 
macroeconomic outcomes such as the rate of inflation, the current account, fiscal balances, 
growth, and poverty. The impact of high food and energy price inflation on overall inflation 
depends on a number of factors, among them the importance of food and energy in the 
consumption basket. In ECA, the first round of food and energy price inflation has been highest 
among the low- and lower-middle-income countries. In this group, food inflation averaged 13 

                                                 
14 This is a summary of a larger study for the European and Central Asian region carried out by a World Bank team 
led by Roumeen Islam, Economic Advisor in the Poverty Reduction and Economic Management Department of the 
Europe and Central Asia Region of the World Bank. 
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percent in 2010 and energy inflation averaged 15 percent. Energy inflation is also the highest 
among the low- and lower-middle-income countries. For almost one-third of ECA countries, the 
weight of food in the consumption basket used to estimate the Consumer Price Index is around 50 
percent; about half of the countries have food accounting for around 40 percent. For Russia, the 
weight is around 38 percent. For about half of ECA countries, the weight of energy is more than 10 
percent, and for Russia, it is around 6 percent. At 13 percent, Russia was among the 10 countries 
with the highest food price inflation rates. For energy price inflation, Russia was in the top half 
with 15 percent inflation. Figure 3.1 shows food and energy inflation during 2010 for all ECA 
countries. 

 

 
The impact of world commodity price changes on domestic inflation is also affected by 
several policy-related factors. Taxes, price controls, and subsidies limit the pass through of 
international price increases to domestic inflation. In the past, for example, some ECA countries 
temporarily reduced taxes on food and energy to limit price increases. Changes in exchange rates 
relative to the U.S. dollar, and the currency in which commodity prices are quoted, could have a 
substantial effect on inflation. Many ECA countries have exchange rates pegged to the euro; if the 
euro depreciates relative to the U.S. dollar, these countries will see an increase in food prices even 
if world prices do not rise. Countries with flexible exchange rates that depreciate relative to the 
dollar will face the same issue. If monetary policy remains or becomes expansionary, then inflation 
in food prices may be sustained.  

The fiscal impact of subsidies and transfers based on current prices will increase, and 
adjustments will be needed to maintain a neutral fiscal impact. Governments in many 
countries provide subsidies and transfers in various forms for food consumption, agricultural 
production, and energy consumption. The cost of maintaining production and consumption 
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subsidies increases when commodity prices increase.15 In some ECA countries for example, 
consumption of energy is subsidized, particularly for households; in other countries, agricultural 
inputs (energy-intensive fertilizers) are subsidized. 

Additional discretionary measures to protect consumers (or agriculture producers) will raise 
fiscal costs. Another source of fiscal strain is the adoption of new policies to protect various 
groups in response to food and fuel price increases. Countries may reduce taxes on food and fuel. 
Also, when markets rise, more people may become eligible for government-supplied food at prices 
that do not reflect costs of purchasing and storing food. During the last commodity price surge 
(2006–08), many ECA countries increased their public sector wages and pensions, an action that in 
some cases was a source of unsustainable fiscal expansion. In the ensuing global financial crisis, 
fiscal revenues plummeted. These policies strained fiscal budgets when tax revenues fell in 2009, 
and many are now being reversed. 

Rising food and energy prices may also have substantial impact on poverty in some ECA 
countries; an additional 5.3 million people could become poor. Five low- and lower-middle-
income countries—Armenia, Georgia, the Kyrgyz Republic, Moldova, and Tajikistan—could see 
potentially high increases in their poverty rates as a result of high food and fuel price inflation. To 
protect the additional poor, they may need to expand coverage and adequacy of their targeted 
social assistance systems. Although countries such as Russia and Ukraine would not expect to see 
high increases in the poverty rate, continued increases in food prices could lead to increases in the 
number of poor people. To the extent that increases in employment, wages, pensions, and fiscal 
transfers protect the poor, the poverty-increasing effects of rising commodity prices will be 
moderated. In Russia, a number of these factors have combined to mitigate the impact of high food 
prices on the poor. 

The compensation needed to offset the negative shocks on the poor is a function of the 
effectiveness of the social assistance programs and the proportion of the increase in the 
aggregate poverty gap. Three aspects of social assistance systems that determine their ability to 
protect the poor are coverage, targeting, and generosity. Coverage refers to the portion of the 
poorest quintile receiving transfers. Generosity refers to the amount the transfer represents as a 
percentage of post-transfer consumption. Targeting refers to the portion of fiscal expenditures 
reaching the poorest. Most ECA countries have at least one well-targeted safety net program, and 
many have additional programs to protect vulnerable groups. Among the ECA countries shown in 
figure 3.3, Russia’s poverty-targeted program (Russia CA) has good coverage relative to that of 
other countries in the region. However, the targeting accuracy of the program and its generosity 
are near the lowest among the countries considered (figures 3.2 and 3.4).  

 

                                                 
15 In 2008, the International Monetary Fund estimated food and fuel subsidies to amount to around 2 percent of GDP in Ukraine 
and 6 percent of GDP in Turkmenistan (IMF 2008, Chapter 3). 
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Some Lessons on Economic Policy Responses to Food and Energy Inflation 

ECA countries responded to the 2007–08 increases in food and fuel prices in a number of 
ways, but some policies they adopted have negative, long-term consequences. Among the most 
used policies in 2007–08 were trade restrictions on food exports, reduced VAT rates on food 
imports, reliance on state procurement and distribution to ease prices, price controls, and staggered 
energy price adjustments. In the context of high food and energy prices in 2010–11, all these 
possible measures are being reconsidered. However, these policies are largely not well targeted to 
the poor. Reductions in VAT rates reduce import prices and raise the fiscal deficit, but do not 
ensure low consumer prices. Generalized increases in wages and pensions are, by definition, not 
well targeted to those who really need income support in response to commodity price increases, 
and they should be avoided as a means of protecting the poor. Energy subsidies, implicit or 
explicit, are often not well targeted and worsen the government’s fiscal position. Export 
restrictions and inappropriate pricing policies (such as price controls) in the agriculture and energy 
sectors hinder long-term adjustment to global market conditions.  

The medium-term response of ECA countries to higher prices in global food markets should 
be a sustainable expansion of its agro-food sector and an improvement of distribution 
channels, and many countries have already embarked on this process. Russia in particular, 
stands to gain substantially from increased grain production and exports. ECA countries’ agro-food 
sector affects both regional and global markets; wheat accounts for 25 percent of world exports on 
average. The region could double its production by increasing the land currently under cultivation 
and increasing yields through better use of inputs and services. Figure 3.5 shows the potential in 
wheat production for the three principal wheat producers in the region. Russia is by far the largest 
producer in the region. Distribution channels as well as production inefficiencies have further 
exacerbated food price volatility and inflation in local markets. Important reforms include 
investing in infrastructure and irrigation, improving postharvest logistics and waste reduction, and 
eliminating government interventions that preclude adjustment to changed prices.  
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To contain fiscal pressures, sustain oil and gas production, and be climate smart, many ECA 
countries will need to rationalize energy policies. Rising fuel prices make reform of pricing 
policies and reduction of energy intensity more urgent. The problem is pressing for countries with 
large energy trade deficits: Kyrgyz Republic (20 percent of GDP), followed by Georgia (14 
percent) and Ukraine (11 percent). For Russia, the main problems differ. To maintain export 
levels, Russia will need to invest more in the energy sector over the longer term16 and also invest 
in better energy technology, upstream production facilities, transportation infrastructure, and 
refining capacity. Other weaknesses in infrastructure, such as leakages in gas pipes, worsen the 
problem. Production inefficiencies exacerbate the contribution to greenhouse gas emissions made 
by countries in the region. Russia is one of the world’s large emitters today, but has significant 
scope to reduce its greenhouse gas emissions. 

                                                 
16 See World Bank, “Lights Out? The Outlook for Energy in Eastern Europe and Central Asia” (Washington, DC: 
World Bank, 2010). 
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