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01:
Diversification
from a comparative
perspective
International experience shows that
commodity wealth is often an impediment
to growth outside those natural resource
sectors, as an abundance of natural
resources tends to weaken institutions,
increase macroeconomic volatility and
divert capital and labour from other
sectors, raising labour costs and making
it more difficult to establish a broad skills
base in the economy. At the same time,
Russia’s reserves of minerals are not
large enough to make Russia prosperous
in the long term. Consequently,
diversification away from natural
resources is Russia’s key development
challenge.
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Diversification from a
comparative perspective
1. Introduction

In an article in 2009, the Russian President emphasised the
importance of economic diversification: “Achieving leadership
by relying on oil and gas markets is impossible. … In the end,
commodity exchanges must not determine Russia’s fate; our
own ideas about ourselves, our history and future must do
so.”1 Yet the Russian economy still remains heavily dependent
on commodity exports, and this dependence has, if anything,
increased since the mid-1990s (see Chart 1.1 and Chapter 2 for
details). This has, in turn, led policy-makers to implement a set
of initiatives aimed at reversing this reliance on natural resources.
This chapter briefly sets out the rationale underpinning
Russia’s quest to diversify, thereby laying the foundations for
the remainder of this report. In short, that rationale stems from
the fact that Russia’s wealth in terms of natural resources is
likely to be an impediment to growth outside of those specific
sectors, but is not, at the same time, large enough to bring longterm prosperity to Russia by itself. The chapter ends with a brief
overview of other countries’ experience of diversification.

2. Pathologies of dependence on natural resources
2.1 Institutions

Excessive reliance on natural resources tends to be problematic
for several reasons. These include the corrosion of economic and
political institutions, an adverse impact on the competitiveness

of other sectors, weaker productivity growth and increased
macroeconomic volatility.2 Indeed, there is a body of evidence
indicating that an abundance of natural resources commonly
undermines institutional integrity and vitality, not least because
commodity rents and other liens are easier to appropriate in
the presence of weaker institutions. In turn, compromised
institutions, such as property rights or courts of law, limit the
growth of other sectors of the economy, as economic agents
face higher transaction costs or fear arbitrary expropriation.
Crucially, without stable institutional support, the private sector
may not have incentives to invest or innovate. Available crosscountry evidence also supports the view that there is a strong
link between the sophistication of exports – higher-value-added
manufacturing and agricultural exports as a percentage of total
goods exports – and the quality of institutions. Not only do more
diversified economies tend to have better institutions, but the
quality of institutions appears, in turn, to be the key determinant
of long-term changes in the sophistication of exports in a crosscountry context, controlling for the initial structure of exports, the
level of income and other relevant factors.3
A further benefit of diversification stems from the fact that
a need to increase revenues from cost-sensitive industries in
tradeable sectors (such as manufacturing and agriculture) is
likely to impose greater discipline on governments as regards
improving the efficiency of public spending and the quality of
public services.4 This is particularly important for a country
such as Russia, where the public sector accounts for a large
percentage of the economy in terms of spending (see Chart 1.2).5
Moreover, the Russian public sector’s share of spending grew
steadily during the natural resource boom of the 2000s (in line
with developments in other commodity-rich countries), increases

Chart 1.1
Share of Russian oil and gas in selected
economic indicators

Chart 1.2
Public expenditure in Russia as a percentage of GDP
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that were closely related to the loss of competitiveness seen in
sectors not related to natural resources. The state still accounts
for more than 40 per cent of total employment, although privatesector employment has been rising slowly (see Chart 1.3).
A host of available measures suggest that the quality of
institutions in Russia is relatively low and has not improved
significantly in recent years. For example, in various frequently
cited global rankings of political and economic institutions,
Russia has occupied positions ranging between 78th (2010
Heritage Foundation Index of Economic Freedom) and 167th
(2010 Freedom House Index of Political Rights) in the world.
Dependence on natural resources also tends to be associated
with increases in economic inequality, as commodity rents (that
is to say, revenues net of extraction costs) tend to be distributed
narrowly. High levels of inequality can, in turn, have a negative
impact on long-term growth, not least by limiting access to
education, capital and other less tangible resources. On the basis
of standard measures of inequality, such as the Gini coefficient,
Russian society appears to be fairly unequal, but perhaps not very
unequal (with a Gini coefficient of 42 per cent, compared with
25 per cent in Sweden and 54 per cent in Brazil). However, that
moderate Gini coefficient conceals a very large concentration of
wealth at the very top end of the distribution. For example, the list
of the 500 wealthiest individuals in the world compiled by Forbes
includes 39 Russians, compared with 19 people from Brazil, a
larger economy with similar income per capita, and a mere 9
from Turkey. Russia also has a fairly limited middle class relative
to its level of income, estimated at around one-quarter of the
population.6

2.2 Volatility, “Dutch disease” and growth

Chart 1.3
Breakdown of employment in Russia by type of ownership

Chart 1.4
Oil prices and Russia’s real effective exchange rate

A high degree of dependence on natural resources significantly
increases economic volatility on account of fluctuating revenues
from commodities, whether due to changes in world prices or
changes in export volumes as deposits are depleted. In turn, that
volatility and associated uncertainty discourage investment in
physical and human capital. In addition, periods when commodity
prices are booming often see higher demand for non-tradeable
sectors (such as services and construction). As demand in nontradeable sectors rises, so do their prices, and the real effective
exchange rate increases (either through nominal appreciation
or as a result of consistently high inflation). Indeed, the Russian
rouble has appreciated strongly in real terms over the past
decade, in line with developments in oil prices (see Chart 1.4).
Increases in real exchange rates result in higher labour costs
across all industries, as wages in tradeable and non-tradeable
sectors tend to be aligned with each other. Higher wages and a
stronger currency lead to a loss of competitiveness in tradeable
sectors (manufacturing and agricultural sectors not related to
natural resources). This leads to a structural shift in the economy,
whereby the percentage of total output and employment
accounted for by non-tradeable sectors rises (termed “Dutch
disease”).
Commodity-induced macroeconomic volatility can be reduced
by means of specific macroeconomic and structural policies,
notably by promoting financial deepening and establishing a
sovereign stabilisation fund. Financial deepening helps economic
agents to smooth out consumption and maintain investment in
physical and human capital throughout the commodity cycle.
Stabilisation funds can help to offset the impact of a decline
in commodity revenues, while also limiting increases in real
effective exchange rates when commodity prices rise. They can
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also be used as a vehicle for saving commodity wealth for future
generations. While Russia has established such funds, they are
relatively small by the standards of other major oil exporters,
with the total contents of Russia’s Reserve Fund and National
Welfare Fund currently standing at less than 10 per cent of gross
domestic product (GDP). Chart 1.5 shows that this was also true
prior to the recent crisis, as Russia’s stabilisation funds peaked at
just below 15 per cent of GDP in 2008.
While appropriate macroeconomic policies can help to
manage volatility, the wholesale shifting of resources into
non-tradeable sectors during commodity booms can weaken
long-term growth on account of differences in productivity, as
more diversified economies tend to possess sets of skills that
are better able to facilitate productivity growth. Indeed, there
is some evidence that it is these skills that drive convergence
between emerging and advanced economies. Convergence
tends to occur within higher-value-added manufacturing
sectors, even if convergence at the level of entire economies
remains weak.7

more than 55 per cent of Russia’s goods exports (with natural
gas accounting for only around 12 per cent, for instance).
Consequently, continuing to specialise in oil and other natural
resources is unlikely to result in significant increases in Russia’s
average income per capita in the medium term. Moreover,
there is significant uncertainty as to how long Russia’s reserves
of natural resources will last. Current estimates suggest that
Russia’s known oil reserves, including fields located in the
Arctic, will be sufficient for 20 years of production at the current
rate of extraction. This is a relatively short period: Kazakhstan’s
reserves, for instance, are set to last for more than 60 years,
Saudi Arabia’s for more than 70 years, and the United Arab
Emirates’ for more than 90 years.8 New reserves may be
discovered, but these will mainly be offshore and in the Arctic,
where exploration and extraction costs are higher, reducing
available rents (that is to say, revenues net of costs). In addition,
there is a possibility – only hypothetical thus far – that new
technologies could sharply reduce the importance and price of
fossil fuels.

3. Russia’s natural resource wealth

4. Experience with diversification

Chart 1.5
Assets of sovereign wealth funds

Chart 1.6
Value of oil produced per capita in 2010
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Must successful economies diversify? Available evidence
suggests that as countries develop, they tend, initially, to diversify.
It is only when per capita income levels reach around US$ 20,000
that some economies begin specialising in areas where they
have comparative advantages. As a result, measures of output
and employment concentration – such as the Gini or Herfindahl
indices – initially decline as income rises. Measures of the
concentration of value-added then begin increasing again, while
measures of the concentration of output remain roughly constant
(see Chart 1.7).9

Oman

Russia’s natural resource endowments are substantial, but
probably not large enough to sustain a high level of average
income for the population as a whole over the longer term.
Indeed, oil production per capita is already relatively low by
the standards of oil-rich countries (such as Qatar and other
Gulf states, as well as Azerbaijan, Kazakhstan and Norway;
see Chart 1.6).
This picture would remain broadly unchanged if other
resources were included, as oil is by far the most important
export commodity both globally and in Russia, accounting for
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There are many potential explanations for this pattern. At
earlier stages of a country’s development, diversification provides
insurance against idiosyncratic economic shocks, matches
diversification in consumption patterns as people’s income rises,
and helps in the development of a broad skills base, leading
to stronger productivity growth. At the technological frontier,
however, the cost of copying technologies becomes high, and
progress requires the investment of large amounts of physical
and human resources in specific areas. As a result, resources
become concentrated in certain sectors, leading to constant or
increasing levels of specialisation. Indeed, specialisation – and
the question of how to specialise effectively – is a key issue
for advanced economies and features prominently in their
policy considerations.
The empirical threshold where diversification ends and
specialisation begins is somewhat above Russia’s current per
capita income of around US$ 13,000.10 In addition, moves
towards specialisation at higher levels of income rely on the
“discovery” of a country’s long-term comparative advantages,
which are based on a broad skills base developed as the
country progresses through the middle-income stage. This
essential discovery process is significantly impeded by Russia’s
considerable dependence on natural resources.

5. Conclusion

There is strong evidence that, in the long run, countries that
are rich in natural resources tend to grow more slowly than
other economies with similar levels of income and different
characteristics. This has sometimes been referred to as the
“resource curse”.11 What is also clear is that specialising
narrowly in the extraction of natural resources is associated with

considerable risks to long-term growth. Indeed, given Russia’s
current income level, narrow specialisation would be a viable
strategy only if it were able to efficiently extract and sell much
larger volumes of commodities (primarily oil) at prices that were
consistently and reliably higher than those seen to date. This
chapter has also indicated a range of other issues associated
with commodity-based economies – including high levels of
macroeconomic volatility and rent-seeking – that provide reasons
to move away from this specialisation.
In conclusion, there is a strong case for seeking to diversify
Russia’s output structure and exports, moving away from the
current dependence on hydrocarbons. At the same time, this
remains a very challenging task, as possessing an abundance
of natural resources tends to have a negative impact on the
operating environment for other industries through a number
of channels, ranging from increases in real exchange rates (the
“Dutch disease”) to the weakening of the economic institutions
that underpin a dynamic market economy and entrepreneurship.
The next chapter addresses the question of just how undiversified
Russia’s economy currently is, before later chapters look at
barriers to further diversification and the policies that are most
likely to help achieve greater diversification.
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