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    Introduction 

 The ousting of Ukraine’s president Viktor Yanukovich and Russia’s military inter-
vention in, and subsequent annexation of, Crimea have brought Russia-West relations 
to their lowest point since Soviet times. As this chapter goes to press on 18 March, 
the EU and the US are considering deeper sanctions, after ineffectual travel bans and 
asset freezes against key Russian individuals. For the fi rst time since the start of the 
crisis, a Ukrainian soldier has reportedly been shot dead in Crimea. 

 The extent to which the current Russia-West confrontation will escalate is cur-
rently highly uncertain. However, even a relatively benign scenario, where Russia 
and the West manage to avoid the heaviest of sanctions, let alone a military confron-
tation, would likely deepen a number of pre-existing structural problems of the 
Russian business environment. This chapter is focused on those structural challenges 
and how they are likely to interact with a growing chill in relations with the West. 
However, a discussion of more extreme scenarios, for example the potential for 
“Iran-style” western sanctions against Russia, is beyond the scope of this chapter.  

 Even before the diplomatic crisis, doing business in Russia required thorough 
preparation. Despite some improvement at the margins, as refl ected in the improved 
ranking in the 2014 World Bank  Doing Business  report (see below), business risks 
remain deeply rooted in Russia’s political and economic system. These risks include 
systemic corruption, administrative pressure, political and regulatory uncertainty, 
cumbersome red tape and infrastructure bottlenecks. While the risk profi le is less 
worrying than in many other resource-rich emerging markets, the risk/reward 
ratio associated with investing in Russia has arguably worsened compared to the 
pre-crisis years. 
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Russian GDP grew by about 1.3 per cent in 2013, and is currently expected to 
grow by 1 per cent or less in 2014. This is much lower than the 7 per cent averaged 
in the years before the 2008 economic crisis, and it signals lower average returns on 
investment. However, business risks have not decreased since then to match that 
decline. On the contrary, political uncertainty is on the increase. Not only has the 
economic and political course undertaken by President Vladimir Putin exhausted its 
potential to sustain growth by now, it has also severely undermined the rule of law, 
nurtured corruption and fuelled an unsustainable economic and political addition to 
the oil rent.

Russia’s intervention in Ukraine, and its growing confrontation with the West, 
both reflect and further promote the leadership’s reliance on nationalist sentiments, 
instead of economic performance, as a means to shore up popular support. This will 
likely weaken the prospects for economic modernisation and structural reforms; it 
will fuel economic protectionism, boost the role of the state in the economy and 
further undermine the rule of law.

Business risks in context

In order to gauge the future trajectory of business risks, one needs to go beyond the 
headlines and gain a deep understanding of ‘how Russia works’. The problems often 
ascribed to the Russian business environment are in fact only the symptoms of more 
fundamental and structural problems. These structural problems have their roots in 
the very stubborn legacy of the Soviet system. US economists Clifford Gaddy and 
Barry Ickes have shown that, despite the tremendous changes that have occurred 
elsewhere in the economy, a considerable portion of Russian industry, particularly its 
machine-building core, remains largely unreformed from its Soviet days and is unfit 
for market conditions. It escaped reform and restructuring during the 1990s and 
remains unviable yet vital for the country’s political and social stability, as it still  
accounts for a considerable share of workforce employment. The most extreme cases 
are those where entire towns depend on just one or two inefficient plants for the bulk 
of local employment. There are hundreds of such ‘mono-towns’. They account for 
13–17 per cent of total employment in manufacturing across the country, and for 
over a third of employment in the industrial Urals region (Commander, Nikoloski 
and Plekhanov 2011: 15, 27). Within Russian manufacturing, unviable plants are 
particularly prevalent in the military industry. Most plants in this sector enjoy  
monopoly status as suppliers of a particular weapon or product and can charge high 
prices for output generally regarded as low quality.

Oxenstierna and Westerlund report that in 2012 the defence industrial sector 
numbered 1,353 companies employing 2 million workers. They found that Russian 
defence companies tend to have from twice to four times as many employees as 
Western companies with comparable sales revenues. The problem of low industrial 
competitiveness and labour productivity is wider than reflected in mono-towns and 
defence companies.
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Putin’s version of CSR

Gaddy and Ickes have explained how Putin propped up and revitalized ‘dinosaur 
industries’ starting from 2000, using the rent extracted by natural resource companies 
at times of rapidly rising oil prices. The redistribution of the resource rent towards 
unviable heavy industry still occurs to this day, and takes place mostly by informal 
mechanisms, as opposed to via taxation and state subsidies. The main mechanism of 
redistribution consists in forcing oil and gas producers, as well as pipelines and 
transport companies, to provide their goods and services to unviable manufacturers 
at below market prices, and to purchase their machinery at above market prices.

Both state and private resource and infrastructure companies are involved in the 
redistribution. Since coming to power in 2000 Putin has in a few years amassed  
sufficient power to induce private companies to comply with this rent redistribution 
scheme under threat of state sanctions or even renationalization, a threat whose 
credibility was visibly demonstrated by the end of 2003 with the Yukos case. Because 
most oligarchs acquired their assets in dubious ways in the 1990s, and because law 
enforcement and the courts are subordinated to the executive branch of power, the 
threat remains credible.

Implications for the business climate

The rent redistribution pattern underscores how social stability, and therefore political 
stability, are dependent on the ability of the state to keep channelling resources to 
inefficient enterprises. Moreover, Putin is becoming increasingly reliant on the support 
of the more state-dependent sections of the electorate for his personal political support, 
as reflected in his promise of ever-increasing social spending. However, a slowing 
economy casts serious doubts on the long-term ability of the current economic and 
political model to keep delivering on its social spending promises.

As suggested by the recent confrontation with the West, the authorities are likely 
to lean more on nationalist sentiments to shore up popular support, than on an  
increasingly elusive economic performance. This recalibration in the nature of political 
legitimation can work quite well for a few years: the more state-dependent strata of 
the population are also those who tend to harbour the greater suspicion of the west, 
not least because they are the most receptive to the official propaganda spread by 
state-controlled national TV channels.

Administrative pressure

The rent redistribution model also has more direct implications for foreign investors 
that operate in the sectors directly involved in the redistribution: they are formally 
or informally expected to comply with its demands. This is clearly seen in the electricity 
generation sector, which has attracted considerable foreign investment in recent 
years and has been hailed as an example of successful privatization. In fact, the  
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government keeps capping the electricity prices, which will remain frozen in 2014, 
thus severely undermining the ability of foreign companies to run their business  
effectively.

The recent deepening of confrontation with the West will probably further reduce 
the incentives for structural economic reforms, including privatizations. However, 
even in the unlikely event that they are implemented to such an extent as to significantly 
reduce state ownership in key sectors, they are not necessarily going to introduce 
market efficiency. Indeed, the firms operating in the sectors involved in the rent  
redistribution scheme (extractive and infrastructure industries first of all) will  
remain severely constrained in their basic business decisions. Putin’s approach to 
state–business relations gives a whole new meaning to such terms as ‘state capitalism’ 
and ‘corporate social responsibility’.

The risk that foreign investors will face unfair competition and administrative 
pressure to conform with the rent redistribution model is less prominent in sectors 
where the Soviet economy did not produce large dinosaurs: food and consumer  
retail, IT and telecommunications, tourism, light industry etc. However, the growing 
risk of international diplomatic and economic isolation also increases the risk of 
formal and informal discrimination against western investors in all sectors. Moreover, 
even without assuming international isolation, the opacity of the political and  
economic model affects the whole economy by sustaining corruption, conflict of  
interests within government and regulatory bodies, and a weak rule of law.

Resistance to political and economic 
modernization

Because the rent redistribution mechanisms are largely informal (effectively mandated 
by the state under a veiled threat), they reinforce Putin’s ability to adopt a highly 
informal, centralized and personalistic method of political rule in other spheres too. 
This involves relying on patronage and personal loyalties, instead of institutions, to 
run the country and provides fertile ground for systemic corruption and regulatory 
volatility.

The ruling circle needs politics to remain informal and institutions to remain 
weak because institutions can potentially be captured by opponents. Under the current 
set-up, Putin can remain in charge even when moving from the presidency to the post 
of prime minister, as he did in 2008–2012. If power resided with the institution,  
instead of with the person, whoever held the presidency would rule instead.

The rent redistribution model and the fact that state salaries have increased over 
Putin’s terms help explain the support of large portions of the Russian electorate for 
Putin, who see him as the most credible guarantor of a paternalistic style of economic 
management. Most Russians live in medium and small cities and their living standards 
strongly depend on state assistance, salaries or pensions (eg teachers, doctors, military 
and police personnel, local administration officials).

This creates a powerful constituency against genuine economic reform. State-
dependent voters are suspicious of liberal and pro-market slogans, as they rightly 
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fear that they imply a less paternalistic economic course. So, if the political system 
became more institutionalized and democratic, they would likely use new opportunities 
for political participation in order to promote even greater populism and hamper 
economic modernization.

Strengthening democratic institutions, the rule of law and market mechanisms 
would be necessary in order to modernize the economy, improve its competitiveness 
and attract badly needed foreign technology and capital. However, militating against 
the realization of such scenarios is not only the self-interests of the narrow ruling 
elite, for which democratization carries the risk of losing power (and probably of 
coming under investigation too), but also the fact that the bulk of Russian voters 
would use the new democratic rights to vote against economic modernization.

It is quite clear that the sizeable but inefficient sections of the Russian economy 
are bound to suffer from a path of growing international economic integration. The 
rift with the West, by potentially triggering a regression to isolationism and/or closer 
relations with non-Western state capitalist economies, would likely facilitate the survival 
of the rent redistribution economic model. Putin’s Eurasian Union regional integration 
project is likely supposed to help preserve this economic model as long as possible, 
among other motivations.

Trends in business risks

Despite a growing risk of general economic isolation, the Russian investment land-
scape will likely remain very diverse and risks will continue to vary widely depending 
on the sector of operation, the attitude of the regional administration, the back-
ground and agenda of local business partners, as well as the investor’s entry strategies 
and operational choices on the ground. Risks can be managed and mitigated. Indeed, 
growing risk perceptions associated with deteriorating relations with the West can 
turn into growing opportunities for those who know how to navigate the Russian 
business environment.

Large multinationals tend to have better recourse against local-level corruption 
risks, such as bribe demands connected with local business permits and audits, than 
SMEs. In general, local manufacturing tends to carry significantly more risks than 
import/export operations. Sectors where local competitors have direct or indirect 
connections with top political or law enforcement players often carry significant risk 
of administrative pressure and unfair competition.

In connection with strategic investments, it is important to map the preferences of 
key political groupings in order to forecast the likely direction of regulatory policy 
for any given sector of the economy. In particular, investors need to understand the 
attitudes of senior members of the political and business elites towards foreign  
investment in that area. This can be done effectively by researching the formal and 
informal links that exist between major political players and local businesses with 
which investors may be interacting, such as partners, suppliers or competitors.

In the first part of this chapter, I suggested that business risks have much deeper 
roots than are often acknowledged by the authorities or by investors themselves.  
As such, they are much more difficult to overcome. Moreover, if worsening relations 
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with the West will lead to a retrenchment from the global economy and greater pro-
tectionism, this will likely support the rent redistribution model for a few years at least.

However, this would in turn accelerate economy deterioration. How long will the 
government keep postponing the day of reckoning? Will it wait until economic  
reforms will be more socially painful, unmanageable and unpredictable? Below is a 
quick glance at developments and trends in key business risk areas, to gauge the 
extent of government commitment to genuine political and economic modernization.

Privatizations

Official estimates indicate that roughly 50 per cent of the Russian economy is under 
state control. The government plans to decrease that share substantially by 2020, 
and possibly to 25 per cent. In practice, however, the latest privatization plans are 
confined to the sale of minority stakes in such state companies as oil transportation 
company Transneft, power generation company RusHydro, oil and gas companies 
Rosneft, Zarubezhneft, rail transport company RZhD and bank VTB. The government 
has several times delayed the implementation of privatizations citing difficult market 
conditions.

In any case, the Law on Strategic Sectors of 2008 restricts the ability of foreign 
investors to acquire stakes in Russian companies operating in 42 sectors. Moreover, 
as discussed above, private ownership does not necessarily translate into freedom  
to operate according to commercial or market principles, as formal and informal 
administrative pressure tends to affect companies that operate within the areas of 
the rent redistribution model.

Corruption

Transparency International’s 2013 Perceptions of Corruption Index ranked Russia 
as 127th out of 177 surveyed countries (where the least corrupt country is ranked 
first). For comparison, Brazil and South Africa both ranked 72nd, China 80th, and 
India 94th. Russia’s dismal record is ultimately a function of its weak legal institutions 
and informal political rule. Democratic controlling institutions have been emasculated 
or eliminated during Putin’s terms and the trend continues.

Corruption remains rampant at all levels of public officialdom, but particularly 
where large state contracts are at stake. Russia’s chief military prosecutor, Sergei 
Fridinsky, estimated that 20 per cent of the defence budget is stolen every year. This 
is likely a conservative estimate, as independent observers put it at up to 50 per cent. 
It is worth adding that the government is due to spend 19,000 billion roubles (about 
$630 billion) in arms procurement over 2011–2020. Similarly, on 9 January 2014, 
Gian-Franco Kasper, a Swiss member of the International Olympic Committee said 
that about a third of the $55 billion spent on the 2014 Sochi Winter Olympics had 
been stolen due to corruption.

A sign of the government’s lacking commitment in the fight against corruption so 
far has been its failure to ratify Article 20 of the UN Convention against Corruption, 
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which Russia signed in 2003. The article establishes criminal responsibility for public 
officials having income or assets whose origin they cannot explain. A bill for the 
ratification of this article was introduced to parliament in February 2013, but its fate 
remains uncertain.

Finally, in October 2013 Putin introduced a constitutional amendment bill to 
merge the Arbitrage Court with the Supreme Court. The initiative is a direct blow 
against the Arbitrage Court, which is widely seen as the most impartial part of the 
Russian court system and would effectively be liquidated with the amendment.

Technological modernization

In October 2013 Putin acknowledged that Russia’s labour productivity is too low at 
3.1 per cent, which is less than half the level of most developed economies. Putin 
pledged to increase it ‘in the coming years’ to 5–6 per cent a year. However Putin has 
promised similar improvements several times in the past and progress has been slow. 
Low labour productivity is a symptom of the inefficiency of Russian industry.  
In Putin’s mind, modernization effectively means equipping existing plants with new 
technology and better management, but without drastic restructuring (and the related 
loss of jobs). Technology transfer is indeed happening in some key areas of Russian 
manufacturing, such as with international joint ventures or major acquisitions in the 
automotive and defence sectors.

But a large programme of procurement of foreign equipment, while stimulating 
the technological modernization of inefficient domestic plants, also undermines the 
logic of the rent redistribution model, which compels profitable companies to buy 
the output (mostly machinery) of inefficient plants. For example, the famous Russian 
Sukhoi fighter jet has been produced in recent years with the input of a great deal of 
foreign technology and components. However, in January 2014 the government  
restricted the import of foreign equipment for Russia’s defence sector in order to 
incentivize the purchase of local equipment instead. The restriction applies to all 
cases where a Russian-made ‘equivalent product’ exists, and the Ministry of Industry 
and Trade will decide, apparently on a case-by-case basis, if a locally-produced product 
exists. This highlights the continued attempt by the government to enforce the rent 
redistribution model by dictating economic decisions to enterprises from above.

Administrative barriers to doing business

Russia’s ranking in the World Bank’s Doing Business report improved from 111th to 
92th between the 2013 and the latest (2014) editions. The greatest improvement was 
recorded in the administrative process businesses need to go through in order to get 
connected to the electricity grid. However, the number of days that typically elapse 
before a business is connected (162) and the cost of doing so (294 per cent of income 
per capita) are still significantly higher than the OECD average (89 and 79 per cent). 
In early 2012 Putin tasked the government to achieve a ranking of 50th by 2015 and 
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20th by 2018. These appear to be very ambitious targets. In any case, these targets 
will help the government focus on measurable improvements in the selected areas 
covered by the index. However, the index does not reflect other vitally important 
aspects of the business environment, such as the level of corruption and the inde-
pendence of the courts etc.

Political reform

About 60 per cent of Russians mistrust the authorities, believing that they are corrupt, 
ineffective, unfair and self-interested. Yet, for all the corruption and, increasingly, the 
economic stagnation associated with the political and economic system built by 
Vladimir Putin, the impetus for change from below is very feeble. Putin’s military 
intervention in Crimea has pushed his approval ratings toward record historical 
levels. Even the educated middle classes, who tend to be more likely to support pro-
democratic change, appear to “rally under the flag” of Putin’s military assertiveness. 
As explained above, pro-Putin sentiments among the state-dependent, paternalist 
layers of the population are even stronger. This would likely change only if their  
socio-economic conditions were to deteriorate sharply.

This could occur if oil prices were to fall stably under $70–80 per barrel for two 
or more years. Even then, the kind of change these groups would demand is unlikely 
to be pro-market and liberal. To avert social discontent among his core supporters, 
Putin has boosted social spending significantly in the last few years. Over a trillion 
roubles ($30bn) is spent yearly to balance the pension fund. Pension reform, such as 
increasing the pension age, has been postponed numerous times, while Putin has  
issued promises and decrees mandating higher social spending. These plans are  
increasingly impossible to fulfil and have already contributed to a worrying increase 
in public debt at the level of regional governments, from $35 billion in 2010 to an 
estimated $78 billion in 2014.

Putin and his close circle of associates have been trying to find a balance between 
preserving their control over political and economic power on the one hand, and 
trying to improve the quality of governance on the other. Nationalism and a more 
assertive stance towards the West could provide a third way. For years Putin  
appeared unable to find a consistent strategy for economic modernisation, rather 
oscillating between tentative liberalisation and authoritarian regression. Since 2012, 
he appears to have taken a more decisive turn towards the authoritarian model, 
likely to be increasingly buttressed by nationalism.

Conclusion

Putin’s model of state-directed and oil-fuelled capitalism had already exhausted its 
ability to deliver growth before his military intervention in, and annexation of, 
Crimea. The ensuing diplomatic conflict with the West is likely to provide a boost to 
his popularity, and to divert attention from structural economic problems, at least 
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for one or two years. The fact remains, however, that the government lacks a credible 
and coherent strategy for managing the change and promoting economic and political 
modernization. By stalling and buying time, Russia will face the risk of declining oil 
prices, reducing its ability to spend its way out of instability. There is a credible risk 
that protest sentiments will eventually increase, though large-scale unrest is unlikely 
in the next few years. Confrontation with the West will probably help Putin minimize 
the risk of elite divisions and of the emergence of an organized opposition. Eventually, 
however, a reduced oil pie and Putin’s weakening ability to deliver political stability 
and economic growth will likely intensify intra-elite jostling.

The current trend for rapidly deteriorating relations with the West requires com-
panies to be even more vigilant than ever, in order to decipher the potential impact 
of western economic sanctions and Russian reaction. Choosing the appropriate  
investment strategy and strategic partners is more important than ever. Political risk 
is on the rise, but can be effectively mitigated and managed to achieve commercial 
success if companies place risk management at the centre of their Russia strategies. 
After all, Russia remains a vast consumer market and one of the most compelling 
investment cases globally in the extractive sectors.
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