
Hello 2015: having failed in Ukraine, Russia will turn inwards

By Timothy Ash of Standard Bank

This time last year I was asked to contribute an article for beyondbrics on the outlook for 2014,
and I chose Ukraine (see Hello 2014: Ukraine’s crisis may run and run, December 20, 2014).
That post turned out to be prescient, although even I could never have imagined the remarkable
turn of events in that country this year.

For 2015 I think Ukraine will remain in the headlines, but its future is likely at least partially to
be determined by events in its eastern neighbour, Russia. The new reform administration in

Kiev can succeed, if Moscow gives it some breathing space and scales back its own direct intervention in Ukraine.

Vladimir Putin, Russia’s president, faces some stark choices. His policy towards Ukraine has had decidedly mixed results. He has
annexed Crimea, but he already had de facto control over the peninsula, through the long-running Black Sea Fleet agreement and the
stationing of tens of thousands of Russian servicemen.

Russian-backed separatists, and very likely Russian troops, have captured part of the economically important Donbas region. His
assumption perhaps is that this sliver of land will both hold back the prospect of further Nato enlargement, and act as such an economic
handicap to the new government in Kiev that it will be bound to fail. Few Ukrainians prior to events this year harboured any real
ambitions for Nato membership, and neither did Nato have this on its list of priorities. But now, Ukrainians almost certainly do aspire
to join Nato, largely as a result of the threat they now feel from Russia. Putin may have annexed Crimea, but he appears to have lost any
hope now of controlling the rest of Ukraine, as his own high popularity in Russia is matched by similarly scaled negative ratings in
Ukraine, where he is roundly blamed for the violence now inflicting the country. Simply put, Putin has lost the battle for hearts and
minds in Ukraine – and he may go down in history as the Russian leader who won back Crimea but lost Ukraine.

At home, the price of his intervention in Ukraine has been western sanctions, which, along with the plummeting price of oil, are
imparting a debilitating blow. Russia’s budget for 2015 is still based on oil prices averaging $80 per barrel for the year – something that
now feels like a distant memory. The collapse of the rouble this month has put the Russian economy and financial markets on the brink
of something much worse – deep recession, high inflation, systemic problems in banks and rising problems of non payment throughout
the economy.

Putin still has the option of stepping back from the brink over Ukraine, actively working to encourage a ceasefire and lasting peace
agreement, and working to normalise relations with the west to open the way for the lifting of sanctions. The hope would also be that he
will learn from Russia’s current economic and financial malaise and embark on a far-reaching reform programme that addresses core
underlying structural weaknesses, particularly the poor business environment (corruption, red tape and bureaucracy), absence of the
rule of law and lack of adequate protection of property rights. A decade of high oil prices has allowed him to neglect these underlying
problems – but perhaps no more. Russia can succeed under such a strategy. But for Putin this could mean the end of the power
vertical/sovereign democratic model that has served him and his allies so well.
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The alternative scenario – and probably the more likely – is for Russia to turn inwards to an autarchic model and focus on building up
its defences against the west, looking at import substitution strategies and with little meaningful reform in the underlying system of
government.

Such a strategy seems likely to fail, as Russia lacks access to domestic and external resources for investment – and capital flight is set to
accelerate. Russia is likely to see more state direction, but the track record of governments picking winners in the Soviet and post-Soviet
eras is not particularly encouraging. The oil sector appears to be facing decline, without significant real investment, and increased
spending on the inefficient military industrial complex looks set to squeeze the services sector through higher taxes and rent-seeking.
Even the agricultural sector will struggle to take advantage of the western food import ban, as the system suffers from years of
underinvestment, rural-urban migration, and an archaic structure not only at the farm gate but also upstream and downstream, and a
lack of a fully functioning land market.

Russia also faces dismal demographics and is likely to suffer an accelerated brain drain as a result of the fear that opportunities to leave
could be narrowing along with frustration at the lack of reform at home. A more nationalist agenda is unlikely to be conducive to much
inward migration of young workers from the former Soviet Union and beyond.

Putin Inc. needs a new and different model. But over his 15 years in power, the regime has appeared unwilling or unable to tolerate the
kind of radical reforms now needed, because they likely challenge the very underpinnings of the regime itself.

Timothy Ash is head of EM strategy, ex Africa, at Standard Bank.

This is the second in a series of guest posts on the outlook for emerging markets in 2015.
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